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LETTER  OF  TRANSMITTAL 

Securities  and  Exchange  Commission, 

Washington.  D.  C,  December  29,  1939. 

Sir:  I  have  the  honor  to  transmit  herewith  Chapters  III,  IV,  and 
V  of  Part  Three  of  the  Commission's  report  on  the  study  of  invest- 
ment trusts  and  investment  companies  made  pursuant  to  Section 
30  of  the  Pubhc  Utility  Holdmg  Company  Act  of  1935. 

Chapter  III  deals  with  the  problems  in  connection  mth  the  dis- 
tribution and  repurchase  of  shares  of  open-end  and  closed-end  manage- 
ment investment  trusts  and  investment  companies;  Chapter  IV  dis- 
cusses the  problems  in  connection  with  shifts  in  control,  mergers,  and 
consolidations  of  management  investment  companies;  and  Chapter  V 
deals  mth  the  problems  in  connection  with  capital  structure. 

The  study  and  report  were  under  the  general  supervision  of  Com- 
missioner Robert  E.  Healy,  with  Paul  P.  Gourrich,  former  technical 
adviser  to  the  Commission,  as  dhector  of  the  study;  the  late  William 
R.  Spratt,  Jr.,  as  chief  of  the  study;  David  Schenker  as  counsel;  and 
L.  M.  C.  Smith  as  associate  counsel.  Mr.  Justice  Douglas,  former 
Chairman  of  the  Commission,  whose  resignation  from  the  Commission 
was  submitted  on  April  14,  1939:  Paul  P.  Gourrich,  former  director  of 
the  study,  whose  resignation  from  the  Commission  was  submitted  on 
March  31,  1939;  and  William  R.  Spratt,  Jr.,  former  chief  of  the  study, 
whose  death  occurred  on  June  20,  1938,  did  not  participate  in  the 
preparation  or  consideration  of  Part  Three. 

Collaborating  on  the  preparation  of  Part  Three  was  a  group  under 
the  immediate  supervision  of  David  Schenker  and  L.  ^NI.  C.  Smith. 
Chapter  III  was  prepared  under  the  supervision  of  Charles  E.  Shreve; 
Chapter  IV  under  the  supervision  of  Harry  Heller;  and  Chapter  V 
under  the  supervision  of  Emanuel  Bublick. 

By  direction  of  the  Commission: 

Jerome  N.  Frank,  Chairman. 
The  President  of  the  Senate. 
The  Speaker  of  the  House  of  Representatives, 

Wafthington,  D.  C, 


LIST  OF  REPORTS  SUBMITTED 

Part  One,  Part  Two,  and  Chapters  I  and  II  of  Part  Three  of  the 
overall  report  have  heretofore  been  transmitted  by  the  Commission 
to  the  Congress.  Part  One,  which  was  transmitted  by  the  Commis- 
sion to  the  75th  Congress  on  June  10,  1938,  consists  of  a  discussion  of 
the  nature,  classification,  and  origins  of  investment  trusts  and  invest- 
ment companies,  and  has  been  printed  as  House  Document  No.  707, 
75th  Congress.  Part  Two,  the  transmission  of  which  to  the  76th 
Congress  was  completed  on  March  10,  1939,  consists  of  a  statistical 
survej^  of  investment  trusts  and  investment  companies  and  has  been 
printed  as  House  Document  No.  70,  76th  Congress.  Part  Three, 
the  transmission  of  which  to  the  76th  Congress  was  begun  on  April  29, 

1939,  deals  with  the  abuses  and  deficiencies  in  the  organization  and 
operation  of  investment  trusts  and  investment  companies  and  has 
been  ordered  printed  as  House  Document  No.  279,  76th  Congress. 

The  Commission  has  also  transmitted  to  the  Congress  six  supple- 
mental reports,  namely:  Investment  Trusts  in  Great  Britain,  trans- 
mitted on  June  26,  1939,  and  printed  as  House  Document  No.  380, 
76th  Congress;  Investment  Counsel,  Investment  Management, 
Investment  Supervisory,  and  Investment  Advisory  Services,  trans- 
mitted on  August  17,  1939,  and  printed  as  House  Document  No.  477, 
76th  Congress;  Commingled  and  Common  Trust  Funds  Administered 
by  Banks  and  Trust  Companies,  transmitted  on  August  30,  1939,  and 
printed  as  House  Document  No.  476,  76th  Congress;  Companies 
Sponsoring  Installment  Investment  Plans,  transmitted  on  September 
22,  1939,  and  printed  as  House  Document  No.  482,  76th  Congress; 
Fixed  and  Semifixed  Investment  Trusts,  transmitted  on  January  15, 

1940,  and  printed  as  House  Document  No.  567,  76th  Congress;  and 
Companies  Issuing  Face  Amount  Installment  Certificates,  transmitted 
on  March  13,  1940,  and  printed  as  House  Document  No.  659,  76th 
Congress. 
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Part  Three 

Chapter  III 

PROBLEMS  IN  CONNECTION  WITH  THE  DISTRIBU- 
TION AND  REPURCHASE  OF  SHARES  OF  OPEN- 
END  AND  CLOSED-END  MANAGEMENT  INVEST- 
MENT TRUSTS  AND  INVESTMENT  COMPANIES 

L  PROBLEMS  RELATING  TO  THE  DISTRIBUTION  AND 
REPURCHASE  OF  THE  SHARES  OF  OPEN-END  MAN- 
AGEMENT INVESTMENT  TRUSTS  AND  INVESTMENT 
COMPANIES 

A,  The  Open-End  Concept 

The  practices  in  connection  with  the  distribution  and  repurchase  of 
the  shares  of  open-end  manag-ement  investment  trusts  and  invest- 
ment companies  constitute  the  distinguishing  characteristics  of  this 
type  of  investment  vehicle.  While  other  factors,  such  as  capital 
structures,  investment  policies  and  management  discretion  appear  to 
distinguish  open-end  investment  companies,  an  analysis  reveals  that 
they  all  spring  from  the  distribution  and  repurchase  practices.  Ac- 
cordingly, a  discussion  of  the  possible  abuses  in  the  distribution  and 
repurchase  of  the  shares  of  open-end  investment  companies  must 
necessarily  be  much  more  inclusive  than  the  treatment  accorded  the 
same  subjects  in  connection  with  closed-end  management  investment 
companies. 

1.  DISTINGUISHING  CHARACTERISTICS 

The  distinguishing  characteristics  of  open-end  management  invest- 
ment trusts  and  investment  companies  are  more  particularly  de- 
fined as :  ^ 

(a)  The  continuous  offering  of  securities  at  prices  wliicli  will  net  the  fund 
amounts  eauivalent  to  the  net  asset  value  of  each  outstanding  share  at  the  time 
of  sale ;  and 

(b)  The  obligation  of  the  investment  company  to  redeem  or  repurchase  its 
outstanding  shares  by  paying  the  equivalent  of  the  net  asset  value  per  share 
(in  some  cases  less  a  small  redemption  fee). 

Of  these  two  characteristics,  the  obligation  to  redeem  at  net  asset 
value  is  the  more  significant.  Accordingly,  investment  companies 
have  been  classified  as  open-end  if  their  shares  have  been  redeemable 

1  Most  fixed  investment  trusts  and  installment  investment  plans  also  possessed  these 
characteristics  as  to  sales  and  redemption,  but  have  marljed  structural  dififerences.  (Sec 
the  Commission's  supplemental  reports  on  Fixed  and  Semifixed  Investment  Trusts  and 
Installment  Investment  Plans.) 
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at  asset  value  even  though  they  are  no  longer  continuously  dis- 
tributed.^ 

A  typical  charter  provision  covering  the  repurchase  of  outstanding 
shares  by  an  open-end  management  investment  trust  or  company  is 
as  follows :  ^ 

Each  holder  of  the  capital  stock  of  the  Corporation  shall  be  entitled  to  require 
the  Corporation,  to  the  extent  that  the  Corporation  shall  have  any  surplus  avail- 
able for  such  purposes  and  out  of  such  surplus,  to  purchase  all  or  any  part  of 
the  shares  of  the  capital  stock  standing  in  the  name  of  such  holder  on  the  books 
of  the  Corporation,  at  the  liquidating  value  of  such  shares.  The  method  of  com- 
puting such  liquidating  value  shall  be  computed  and  the  time  of  payment  there- 
for shall  be  determined  as  hereinafter  in  this  certificate  of  incorporation  pro- 
vided. The  Corporation  shall,  to  the  extent  necessary,  sell  any  securities  held 
by  it  to  provide  cash  for  the  purchase  of  its  shares. 

As  of  December  31,  1935,  a  study  was  made  of  the  redemption 
provisions  of  8  open-end  investment  companies  organized  as  Mas- 
sachusetts or  business  trusts  and  30  organized  as  corporations,  to 
consider  the  possible  abrogation  of  such  feature. 

In  the  case  of  three  New  York  business  trusts,  stockholders  dis- 
senting from  any  amendment  to  the  trust  indenture  were  entitled  to 
have  their  stock  redeemed.  In  the  case  of  five  trusts  organized  in 
Massachusetts  it  was  provided  that  the  indenture  or  declaration 
of  trust  could  be  amended  if  the  directors  so  decided,  provided  a 
majority  of  the  certificate  holders  assented.  In  only  one  case  was 
the  assent  of  two-thirds  of  the  certificate  holders  required.  Although 
abrogation  of  the  redemption  feature  would  seriously  impair  tlie 
rights  of  the  minority  who  did  not  assent  thereto,  these  certificate 
holders  would  nevertheless  presumably  be  without  remedy,  since  they 
were  expressly  bound  by  all  the  provisions  of  the  trust  indenture, 
including  the  provisions  for  amendment. 

Of  the  30  open-end  investment  companies  organized  as  corpora- 
lions,  seven  were  incorporated  under  the  laws  of  Massachusetts,  seven 
under  the  laws  of  Maryland,  fourteen  under  the  laws  of  Delaware, 
and  two  under  the  laws  of  the  Dominion  of  Canada.  Almost  all  of 
the  corporate  charters  which  contained  redemption  provisions  limited 
i-edemptions  to  "surplus,"  "assets,"  or  "funds"  legally  available  there- 
for, as  required  by  corporation  laws  of  various  states.*  Likewise, 
almost  all  the  charters  expressly  or  by  implication  provided  for 
suspension  of  the  redemption  privilege  for  such  period  as  the  New 
York  Stock  Exchange  should  be  closed.  Four  corporations  reserved 
the  right  to  withhold  payments  for  a  period  of  60  days,  and  others 
for  somewhat  lesser  periods. 

^For  example.  State  Sti-eet  Investmeut  Corporation  discontinued  selling  neAv  stock  on 
June  22,  1935,  but  it  is  here  classified  as  open-end  because  of  the  redemption  privileges 
attached  to  the  stock. 

3  Reply  to  the  Commission's  qnostionnaiie  for  Dividend  Shares,  Inc.,  Pt.  I   (Exhibit  3-b). 

^  State  street  Investment  Corporation  was  not  forced  to  suspend  its  stock  repurchases 
when  its  capital  was  impaired  because  in  Massachusetts  a  corporation  may  repurchase  its 
own  shares  even  though  capital  is  impaired,  so  long  as  it  is  able  to  meet  its  debts  and  obli- 
gations as  they  mature.  (See  Crimmins  £  Pierce  Co.  v.  Kidder  Peabody  Acceptance  Corpo- 
ration, 185  N.  E.  383.  88  A.  L.  K.  1122.)  The  Maryland  law  recently  made  a  specific 
exception  for  investment  companies.  (General  Corporation  Law  of  Maryland.  Art.  23, 
Sec.  .50   (8).) 
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In  addition,  in  six  cases  it  Avas  found  that  the  entire  redemption 
privilege  rested  on  a  perilous  foundation.  The  charter  of  State  Street 
Investment  Corporation  was  silent  as  to  any  redemption  rights  on 
the  part  of  stockholders.  The  repurchase  policy  of  this  corporation 
was  originally  defined  by  a  resolution  of  the  Board  of  Directors  on 
December  30,  1927,  and  subsequently  on  September  23,  1931,  was 
]-edefined  by  a  vote  of  the  stockholders.''^  The  charter  of  Welling-ton 
Fund,  Inc.,  was  likewise  silent  as  to  redemption  rights,  the  provision 
being  incorporated  merely  in  the  corporation's  bylaws,  which  could 
be  amended  by  the  Board  of  Directors.  Spencer  Trask  Fund,  Inc., 
and  Premier  Shares,  Inc.,  had  no  redemption  provisions  in  their  cer- 
tificate of  incorporation,  the  former  setting  forth  the  redemption 
privilege  in  a  contract  between  itself  and  the  fund  manager,  the 
latter  in  an  indenture  pursuant  to  which  the  shares  have  been  issued. 
Quarterly  Income  Shares,  Inc.,  and  The  Maryland  Fund,  Inc.,  pro- 
vided in*  their  certificates  of  incorporation  that  they  would  redeem 
their  shares  only  until  they  should  be  listed  on  a  stock  exchange  (in 
any  city  of  2,000,000  or  more  population)  and  thereafter  if  the  Board 
of 'Directors  permitted.  The  Maryland  Fund,  Inc.,  has  recently  sus- 
pended redemption,  after  having  listed  its  shares  on  the  Board  of 
Trade  of  the  City  of  Chicago.  In  the  case  of  Quarterly  Income 
Shares,  Inc.,  the  charter  was  amended  on  October  29,  1936,  to  provide 
that  the  right  of  redemption  could  not  be  rescinded  by  the  Board  of 
Directors.  However,  on  February  15.  1940.  the  Board  of  Directors 
revised  the  redemption  provision  so  that  the  price  received  by  the 
redeeming  stockholder  would  not  be  determined  until  the  364th  day 
after  his  notice  of  redemption.*'' 

The  necessity  for  sales  as  a  corollary  to  redemption  provisions  was 
•usually  recognized  in  the  trust  indentures  or  charters  of  these  open- 
end  investment  trusts  and  investment  companies  by  provisions  for 
continuous  offerings  of  their  securities  and  waiver  of  preemptive 
rights  of  stockholders.    A  typical  provision  is  as  follows :  ^ 

Any  authorized  but  unissued  stock,  as  well  as  auy  treasury  stock,  may  be  sold 
from  time  to  time,  by  authority  of  the  Board  of  Directors,  without  first  being 
offered  to  the  existing  stockholders,  at  a  price  to  net  the  company  not  less  than 
its  liquidating  value  determined  as  hereinafter  provided.  The  Board  shall  from 
time  to  time  determine  what  sum  if  any  shall  be  added  to  the  liquidatmg  value 
of  a  share  to  fix  the  net  selling  price. 

"Wliile  limitations  upon  management  discretion  were  at  first  com- 
mon in  open-end  investment  companies,  such  provisions  were  more 
characteristic  of  the  period  during  which  they  attained  wide  distribu- 
tion than  of  the  vehicle  itself.  These  limitations  have  since  been  some- 
what relaxed.®  However,  the  abandonment  of  all  restrictions  upon 
management  discretion  was  discouraged  by  the  provisions  of  the 
Revenue  Act  of  1936,  granting  special  treatment  to  so-called  "mutual 
investment  companies."  ^    In  order  to  qualify  as  a  "mutual  investment 

*=»  Reply  to  the  Commission's  questionnaire  for  State  Street  Investment  Corporation,  Ft.  V. 

^^  Registration  Statements,  1934  Act,  for  Quarterly  Incrme  Shares,  Inc.  (File  No. 
1-1950-2)  and  Registration  Statement,  1933  Act.  for  The  Maryland  Fund,  Inc.  (File 
No.  2-3144-1). 

"Reply  to  the  Commission's  questionnaire  for  Incorporated  Investors,  Pt.  I   (Exhibit  II). 

«  See  infra,  pp.  820-23  and  Ch.  I  of  this  part  of  the  report,  pp.  26-31. 

'  For  further  discussions  of  this  provision  of  the  Revenue  Act  see  Pt.  Two  (House  Doc. 
No.  70,  76th  Cong.),  Ch.  II,  pp.  83-5,  and  Ch.  ITI,  note  47,  p.  212. 
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company"  under  that  act  and  obtain  a  tax  preference  ®  the  investment 
company  had  to  meet  the  terms  of  the  following  definition :  ^ 

(1)  General  defrnition. — The  term  "Mutual  Investment  Company"  means  any 
corporation  ( whether  chartered  or  created  as  an  investment  trust,  or  otherwise), 
other  than  a  personal  holding  company  as  defined  in  section  351,  if — 

(A)  It  is  organized  for  the  purpose  of,  and  substantially  all  its  business  con- 
sists of,  holding,  investing,  or  reinvesting  in  stock  or  securities :  and 

(B)  At  least  95  per  centum  of  its  gross  income  is  derived  from  dividends, 
interest,  and  gains  from  sales  or  other  disposition  of  stock  or  securities ;  and 

(C)  Less  than  30  per  centum  of  its  gross  income  is  derived  from  the  sale  or 
other  disposition  of  stock  or  securities  held  for  less  than  six  months ;  and 

(D)  An  amount  not  less  than  90  per  centum  of  its  net  income  is  distributed 
to  its  shareholders  as  taxable  dividends  during  the  taxable  year ;  and 

(E)  Its  shareholders  are,  upon  reasonable  notice,  entitled  to  redemption  of 
their  stock  for  their  proportionate  interests  in  the  corporation's  properties,  or  the 
cash  equivalent  thereof  less  a  discount  not  in  excess  of  3  per  centum  thereof. 

(2)  Lhnitations — Despite  the  provision  of  paragraph  (1)  a  corporation  shall 
not  be  considered  as  a  mutual  investment  company,  if  subsequent  to  a  date  thirty 
days  after  the  date  of  the  enactment  of  this  Act,  at  any  time  during  the  taxable 
year — 

(A)  More  than  5  per  centum  of  the  gross  assets  of  the  corporation,  taken  at 
cost,  was  invested  in  stock  or  securities,  .or  both,  of  any  one  corporation,  gov- 
ernment, or  political  subdivision  thereof,  but  this  limitation  shall  not  apply 
to  investments  in  obligations  of  the  United  States  or  in  obligations  of  any 
corporation  organized  under  general  Act  of  Congress  if  such  corporation  is  an 
instrumentality  of  the  United  States ;  or 

(B)  It  owned  more  than  10  percentum  of  the  outstanding  stock  or  securities, 
or  both,  of  any  one  corporation  ;  or 

(C)  It  had  any  outstanding  bonds  or  indebtedness  in  excess  of  10  per  centum 
of  its  gross  assets  taken  at  cost ;  or 

(D)  It  fails  to  comply  with  any  rule  or  regulation  prescribed  by  the  Com- 
missioner, with  the  approval  of  the  Secretary,  for  the  purpose  of  ascertaining  the 
actual  ownership  of  its  outstanding  stock." 


« Revenue  Act  of  1936,  Sees.  13  and  27. 

"Id.,   Sec.  48    (e). 

10  The  record  of  the  hearing  before  the  Senate  Finance  Committee  preceding  the  enact- 
ment of  the  Revenue  Act  of  1936  does  not  disclose  the  genesis  of  this  concept  of  "mutual 
investment  company."  However,  a  statement  of  Paul  C.  Cabot,  as  president  of  State  Street 
Investment  Corporation,  and  Merrill  Griswold,  as  chairman  of  the  board  of  Massachu- 
setts Investors  Trust,  in  support  of  the  foregoing  provisions,  was  introduced  into  the 
record  by  Senator  David  I.  Walsh,  of  Massachusetts,  reading  in  part  as  follows  (Hear- 
ings before  the  Senate  Committee  on  Finance,  on  an  Act  to  Provide  Revenue,  Equalize 
Taxation,  and  for  other  Purposes,  74th  Congress,  2d  Sess.,  at  799-800)  : 

The  two  Boston  mutual  investment  trusts  signing  this  document  merely  constitute 
a  conduit  through  which  40,000  persons  residing  in  practically  every  State  in  the 
Union  have  made  investments  in  stocl?s  of  about  1.30  different  corporations.  Over  a 
period  from  1924  to  date  these  40,000  people  have  invested  about  $120,000,000  in 
these  funds,  the  average  investment  being  about  $3,000  apiece.  This  $120,000,000  as 
of  March  31  was  -worth  approximately  $140,000,000.  Most  of  the  shareholders  are 
persons  of  moderate  means,  either  not  in  the  surtax  brackets  or  else  in  the  lower  tier 
of  such  brackets,  who  do  not  have  equal  facilities  with  the  wealthy  to  obtain  expert 
supervision  and  diversity  in  their  investments.  It  is  in  order  to  obtain  these  benefits 
that  they  have  availed  themselves  of  these  funds  which  guarantee  to  redeem  all  or 
any  part  of  their  shares  at  any  time  at  a  price  approximately  equal  to  the  liquidating 
value  per  share,  which  price,  of  course,  varies  from  day  to  day  with  changing  market 
conditions. 
At  the  public  hearing  before  this  Commission  Mr.  Griswold  intimated  that  investment 
companies  like  Massachusetts  Investors  Trust  were  commonly  called  "mutual  investment 
companies,"   but  he  was   unable  to  state   the  origin   of  the  term.      (Public  Examination, 
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An  identical  provision  defining  "mutual  investment  companies"  was 
contained  in  the  Revenue  Act  of  1938,^'  and  the  tax  preference  accorded 
such  companies  remained  substantially  the  same.^- 

2.  FORM  OF  ORGANIZATION 

Open-end  management  investment  trusts  and  investment  companies 
have  usually  taken  one  of  two  forms,  either  that  of  a  business  trust  or 
that  of  a  corporation.  Prior  to  1930,  the  trust  form  of  organization 
for  open-end  investment  companies  was  more  popular  than  the  cor- 
porate type,  but  thereafter  the  number  adopting  the  corporate  form 
increased  until  at  the  end  of  1936  there  were  31  open-end  investment 
companies  proper  organized  as  corporations  to  8  organized  as  trusts. 
However,  closed-end  investment  companies  favored  the  corporate  form 
of  organization  throughout  the  period  and  at  the  end  of  1936  there 
were  101  closed-end  investment  companies  proper  organized  as  cor- 
porations to  12  adopting  other  forms.^^  The  relative  popularity  of 
the  trust  form  in  the  open-end  field  was  probably  due,  at  least  in  part, 
to  the  legal  and  structural  complications  of  continuous  redemptions  by 
corporations. 

Massachusetts  Investors  Trust.  Incorporated  Investors,  and  State 
Street  Investment  Corporation,  the  three  largest  open-end  investment 
companies  at  the  end  of  1936,  all  had  their  principal  places  of  business 
in  Boston,  Massachusetts,  and  all  of  them  originally  denied  voting- 
privileges  to  certificate  holders.  Massachusetts  Investors  Trust  pos- 
sessed managing  trustees  who  held  office  during  the  life  of  the  trust  and 
who  filled  vacancies  in  their  own  membership,  Incorporated  Investors 
established  a  voting  trust,  and  nonvoting  certificates  were  issued  to 
investors,  while  State  Street  Investment  Corporation  issued  a  small 
number  of  voting  but  irredeemable  shares  to  the  sponsors  while  only 
nonvoting  but  redeemable  stock  was  sold  to  investors."  However,  on 
June  22,  1933,  the  management  stock  (Class  A)  of  State  Street  Invest- 
ment Corporation  was  retired  and  the  Class  B  stock  in  the  hands  of  the 
public  received  voting  privileges. 

3.  SPONSORSHIP 

Two  types  of  sponsorship  predominated  in  the  organization  and  op- 
eration of  open-end  investment  companies,  namely,  the  sponsors 
trained  and  interested  in  the  distribution  of  securities  and  the  sponsors 


Massachusetts  Investors  Trust,  nt  2454-5.)  A  possible  reason  for  its  use  was  suggested  in 
the  testimony  of  0.  M.  W.  Sprague,  a  member  of  the  Advisory  Board  of  Massachusetts 
Investors  Trust,  who  recognized  certain  advantages  in  the  use  of  the  term,  as  follows 
nd.,  at  2454)  : 

Q.   It  may  be  a  very  nice  word  to  use  in  connection  with  sales,  too,  IMr.  Sprague  ; 
it  has  that  conservative  ring. 
A.  Yes. 

"  Revenue  Act  of  1938,  Sec.  361. 

"Id.,   Sec.   362. 

•■■' Pt.  Two  (House  Doc.  Xo.  70,  76th  Cong.).  Ch.  II,  Table  26.  In  September  1939  there 
were  78  open-end  investment  companies  registered  with  this  Commission  under  the  Secu- 
rities Act  of  1933.  Of  this  number,  55  were  organized  as  corporations  while  23  were 
organized  as  Massachusetts  or  business  trusts. 

'*  Replies  to  the  Commission's  questionnaire  for  Massachusetts  Investors  Trust,  Pt.  I. 
Incorporated  Investors,  Pt.  I.  and  State  Street  Investment  Corporation,  Pt.  V. 
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specializing  as  investment  counsel.  The  majority  of  open-end  invest- 
ment companies,  and  particularly  the  larger  companies,  were  sponsored 
at  some  period  of  their  existence  by  security  salesmen  or  firms  con- 
nected with  the  distribution  of  securities.^^  This  w^as  a  type  of  spon- 
sorship essentially  quite  different  from  that  of  the  majority  of 
closed-end  management  investment  companies,  which  were  formed 
by  investment  bankers  and  brokers.  The  latter  distributed  substan- 
tial blocks  of  securities  within  relatively  short  periods  of  time  on 
the  basis  of  their  prestige  and  to  an  established  clientele.  Sponsors 
of  open-end  investment  companies  specializing  in  distribution  re- 
quired no  prestige,  no  clientele,  and  conducted  continuous  sales 
efforts  with  no  definite  ideas  as  to  what  the  ultimate  sizes  of  the 
investment  companies  would  be.  As  a  large  and  wide  distribution 
of  securities  was  essential  if  these  open-end  investment  companies 
were  to  survive,  they  constituted  an  ideal  vehicle  to  provide  profits 
to  such  sponsors  in  the  form  of  definite  loading  charges  added  ^to  thd 
prices  of  the  shares  sold.  Because  of  the  emphasis  upon  selling  in  this 
group  the  turnover  of  stockholders  was  accelerated  and  management 
tended  to  be  limited  to  investment  in  the  well  known  common  stocks.^*' 
The  remaining  open-end  investment  companies  were  organized  pri- 
marily by  fund  managers  and  investment  counsel,  frequently  as  an 
adjunct  to  their  established  investment  counsel  business,  for  the  de- 
clared purpose  of  managing  common-stock  funds  more  economically, 
of  taking  care  of  small  investors,  or  for  other  similiar  reasons.  In 
the  case  of  these  companies  the  chief  source  of  profit  was  from  man- 
agement fees.  Distribution  of  the  securities  of  these  companies  was 
relatively  inactive  and  within  limited  areas,  as  their  shares  were  prin- 
cipally sold  to  the  clients  of  the  investment  counsel  firm  or  to  similar 
investors.^^  Because  of  the  emphasis  upon  management  rather  than 
upon  selling  and  the  more  intimate  relationship  between  stockholders 
and  sponsors,  open-end  companies  sponsored  by  investment  counsel 
services  tended  to  be  more  unrestricted  by  charter  limitations  in  their 
investment  activities;  had  a  smaller  investor  turnover  than  other  type 
sponsored  companies;  ^^  and  their  average  loading  charges  were 
lower,^'^  Inasmuch  as  these  investment  counsel  sponsored  companies 
were  in  the  minority  and  represented  only  about  22%  of  the  assets  of 


15  If  the  whole  group  of  open-end  companies  be  considered,  23,  of  39  companies  were  at 
some  time  sponsored  by  persons  clearly  connected  with  the  distribution  of  securities,  and 
these  23  companies  represented  $272,400,000  of  assets  at  the  end  of  1935  or  78.7%  of 
the  $346,300,000  of  assets  of  the  whole  group.  In  addition,  4  companies  were  sponsored 
by  persons  who  apparently  had  some  connection  with  distribution.  These  companies 
represented  $6,100,000  of  assets  or  1.8%  of  the  total. 

1"  For  further  details  see  infra,  pp.  809  and  820-23. 

"  State  Street  Investment  Corporation,  which  definitely  is  the  largest  example  of  this 
classification,  engaged,  however,  in  active  distribution  from  November  1-5,  1933  to  June 
26,  193.5,  and  will  therefore  be  discussed  in  the  first  group. 

''^  However,  no  marked  differences  exist  between  open-end  investment  companies  spon- 
sored by  investment  counsel  and  the  other  open-end  investment  companies  with  respect 
to  the  ratio  of  redemptions  to  sales.  (Pt.  Two  [House  Doc.  No.  70,  76th  Cong.].  Ch.  III. 
pp.  241-4.) 

10  Pt.  Two  (House  Doc.  No.  70,  76th  Cong.).  Ob.  III.  pp.  216-21.  The  loading  charges 
of  the  open-end  companies  sponsored  by  investment  counsel  ranged  between  1%  and  2% 
while  the  companies  sponsored  by  salesmen,  investment  bankers,  and  brokers  had  loading 
charges  ranging  between  5%  and  10%  with  some  concentration  between  9%  and  10% 
in  1935.      (Ibid.) 
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tile  whole  open-end  group  at  the  end  of  1935,^*'  the  discussion  will 
deal  primarily  with  the  open-end  investment  companies  sponsored 
by  persons  interested  in  distribution. 

4.  SUMMAEY  STATISTICS 

Although  Massachusetts  Investors  Trust,  Incorporated  Investors, 
and  State  Street  Investment  Corporation,  the  three  open-end  invest- 
ment companies  which  have  at  all  times  been  and  today  are  the  out- 
standing units  of  the  industry  in  point  of  size,-^  were  formed  in 
Boston,  Massachusetts,  prior  to  the  end  of  1927,--  and  Investment 
Trust  Fund  A  was  created  in  New  York  during  the  same  period,^-^ 
there  was  no  substantial  growth  in  number  and  amount  of  assets  of 
open-end  companies  until  after  1932.  Thus,  of  $586,000,000  gross 
proceeds  from  the  sale  of  the  securities  of  open-end  investment  com- 
panies from  1927  through  1936,  $360,000,000  thereof,  or  61%,  was  paid 
in  subsequent  to  1932,^*  Only  one  open-end  investment  company 
reached  a  size  in  excess  of  $25,000,000  by  the  end  of  1929  and  its  assets 
fell  below  this  mark  during  succeeding  years  until  1933.-^  There- 
after the  size  of  individual  open-end  companies  increased  steadily 
until  at  the  end  of  1936,  five  of  the  39  open-end  investment  com- 
panies reported  assets  ranging  from  $25,000,000  to  more  than  $125,- 
000,000.2®  The  concentration  of  assets  in  the  large  open-end  invest- 
ment companies  was  somewhat  heavier  than  in  the  closed-end  group.-' 
Thus,  the  top  10%  of  the  number  of  open-end  investment  companies 
possessed  40%  of  the  group's  total  assets  at  the  end  of  1929  and  60% 
at  the  end  of  1936,  and  the  top  20%  of  the  number  possessed  60%  of 
the  total  assets  at  the  end  of  1929  and  75%  thereof  at  the  end  of 
1936.-^  More  than  half  of  the  40  open-end  investment  companies 
reporting  each  sold  less  than  $5,000,000  of  their  own  issues  and  ac- 
counted for  only  about  7%  of  aggregate  sales,  while  the  six  companies 
issuing  more  than  $25,000,000  each  of  their  own  shares  accounted  for 
07%  of  total  sales.29 

Because  of  the  privilege  accorded  shareholders  of  open-end  invest- 
ment companies  to  redeem  their  shares  at  asset  value,  repurchases 
constituted  an  important  aspect  in  the  operation  of  such  investment 
vehicles.^*^  No  exchange  markets  for  such  shares  were  ordinarily 
maintained,  although  distributors  sometimes  provided  independent 
markets  within  the  limits  of  the  current  offering  and  redemption 
prices.^^  From  1927  through  1936,  the  40  open-end  investment  com- 
panies reporting  to  the  Commission  j)aid  out  $142,000,000  for  the  re- 


.    20  pt.  Two  (House  Doc.  No.  70,  76th  Cong.),  Ch.  II,  Table  25. 

21  These  3  companies  possessed  combined  assets  of  approximately  $260,000,000  at  De- 
cember 31,  1936,  or  more  than  half  of  the  estimated  aggre.aate  assets  of  all  open-end 
investment  companies  at  that  date.     (Id.,  Tables  2  and  6.) 

s=Pt.  One  (House  Doc.  No.  707,  75th  Cong.),  Ch.  Ill,  pp.  101-5. 

23  Id.,  pp.  108-10. 

24  Pt.  Two  (House  Doc.  No.  70,  76th  Cong.).  Ch.  Ill,  Table  3. 
^f^Id.,  Ch.  II,  Table  22. 

26  Ibid. 

2nd.,  pp.  51-2. 

28  Ibid. 

=»  Id.,  Ch.  Ill,  pp.  212-1.3,  and  Table  72. 

30  See  infra,  p.  806. 

"1  See  infra,  p.  856.- 
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purchase  of  their  own  shares,  or  about  25%  of  the  $564,000,000  in 
sales  of  such  shares  during  that  period."-  That  these  repurchases 
were  somewhat  concentrated  is  indicated  by  the  fact  that  about 
half  of  the  number  of  these  companies  redeemed  less  than  20%  of 
their  own  issues  and  about  a  third  of  the  number  repurchased  less 
than  10%.  While  periods  when  redemptions  surpassed  sales  were 
observed,  at  no  time  was  there  any  appreciable  excess.^^ 

B.  Problems  Inherent  in  the  Open-End  Concept 

While  the  injection  of  the  open-end  concept  into  management  invest- 
ment companies  has  served  to  stabilize  the  market  for  the  shares  of 
that  vehicle  at  their  approximate  asset  values,  this  open-end  feature 
has  created  problems  of  its  own.  The  open-end  aspects  of  investment 
companies  present  certain  functional  problems  which  tend  to  influence 
the  management  of  their  affairs. 

1.  THE  POSSIBLE  THREAT  OF  REDEMPTIONS  AND 
LIQUIDATIONS 

The  open-end  characteristics  have  not  only  affected  the  organic  form 
of  that  investment  vehicle,^*  but  also  have  virtually  compelled  such 
investment  companies  to  adopt  capital  structures  with  only  a  single 
class  of  stock.^^  As  a  consec{uence,  leverage  in  the  capital  structure, 
so  popular  in  the  closed-end  investment  company  field,  has  been  prac- 
tically nonexistent  in  open-end  investment  companies. 

The  obligation  of  open-end  investment  companies  to  redeem  their 
shares  at  or  about  asset  value  upon  demand  for  the  most  part  confined 
portfolio  investments  to  well-known  and  readily  marketable  common 
stocks.^''  Such  portfolios  not  only  fulfilled  the  requirements  for  liquid- 
ity but  also  apparently  were  of  definite  aid  in  selling  shares.  This 
investment  policy  was  made  necessary  by  reason  of  the  constant  possi- 
bility of  substantial  redemptions  by  shareholders  during  relatively 
short  periods  of  time.  The  quarterly  figures  for  redemptions  in 
relation  to  gross  sales  ^'  indicate  that  in  two  quarters  (the  fourth 
quarter  of  1930  and  the  third  quarter  of  1931)  the  flow  of  securities 
back  to  open-end  investment  companies  in  the  form  of  redemptions 
exceeded  the  sale  of  the  security  issues  of  such  companies.  Incorpo- 
rated Investors  illustrates  the  problems  which  redemptions  may  pre- 
sent when  they  are  greatly  in  excess  of  sales.  In  the  fourth  quarter  of 
1929  the  excess  of  redemptions  over  sales  by  this  investment  company 
was  close  to  $2,000,000.  In  the  third  and  fourth  quarters  of  1930  the 
excess  was  $117,000  and  $1,256,000  and  in  the  third  quarter  of  1931  the 
excess  was  $1,291,000.^^    Although  this  rapid  flow  back  of  its  security 


^i^Pt.  Two  (House  Doc.  No.  70,  76tli  Cong.),  Ch.  Ill,  pp.  241-4. 

33  Ibid. 

^  See  supra,  p.  800. 

s^' One  exception  is  Affiliated  Fund.  Inc.,  discussed  infra.  A  more  detailed  discussion 
of  senior  securities  in  the  capital  structure  of  open-end  companies  and  the  possible  effect 
upon  senior  securities  from  redemptions  by  holders  of  junior  securities  is  contained 
infra. 

3«  For  more  detailed  discussion  of  effect  of  continuous  sales  campaigns  upon  investment 
policy  and  portfolios  of  open-end  companies  see  infra,  pp.  820-23. 

37  Pt.  Two  (House  Doc.  No.  70,  76th  Cong.),  Ch.  Ill,  Table  81. 

3^  Op.  cit.  supra,  note  5,  Pt.  IX  (Table  44). 
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issues  did  not  create  an  acute  problem  for  the  company,  it  did  necessi- 
tate bank  borrowing.  The  potential  recurrence  of  this  situation  makes 
either  bank  borrowings  or  the  liquidation  of  portfolio  securities  of  the 
company  a  constant  possibility. 

O.  M."^  W.  Sprague,  a  member  of  the  advisory  board  of  Massachu- 
setts Investors  Trust,  admitted  that  considerations  of  this  character 
may  have  an  effect  upon  management  policies.^^ 

Q.  My  point  is  wholly  this:  That  it  seems  to  me  that  this  trust,  of  the  size  it  is 
now.  and  no  one  knows  how  big  it  is  going  to  get,  that  a  forced  liquidation  in  the 
event  of  a  major  decline  tends  to  concentrate  upon  the  securities  of  an  open-end 
trust,  because  the  fellow  who  has  investment  in  that  type  of  trust  and  in  other 
securities  does  not  suffer  the  discount  in  the  open-end  trust  that  he  may  suffer  in 
other  securities.  So  he  is  going  to  liquidate  the  open-end  securities,  first,  to 
reduce  his  losses.  I  should  like  to  have  your  opinion  on  that  aspect, — how  the 
whole  force  of  liquidation  tends  to  concentrate  on  the  open-end  trust — and  ask 
if  that  is  not  a  weakness  in  the  trust  economically? 

A.  I  should  only  think  it  was  a  weakness  to  the  extent  that  it  might  induce  us 
to  confine  ourselves  a  bit  moi'e,  and  to  a  little  greater  extent,  to  readily  market- 
able securities  than  would  otherwise  be  the  case.  That  is  insofar  as  we  hold 
some  of  the  large  and  well  known  companies  we  are  able  to  sell  them,  and  we 
have  a  certain  amount  of  cash,  and  a  borrowing  power. 

A  large  volume  of  redemptions  by  open-end  investment  company 
sltareholders  concentrated  in  a  short  period  of  time  may  aggravate 
the  risks  of  loss  to  the  remaining  shareholders  in  the  company.  To 
raise  the  cash  to  meet  these  demands  for  redemption,  it  may  become 
necessary  to  liquidate  the  most  salable  portfolio  issues — issues  with 
generally  best  markets — leaving  the  less  liquid  securities  in  the  port- 
folio for  the  remaining  shareholders.  If  the  funds  necessary  to  meet 
the  redemption  demands  are  raised  by  borrowing,  the  result  is  an 
acceleration  of  the  rate  of  decline  of  the  shareholders'  equity  through 
leverage.  Fortunately,  up  to  the  end  of  1939  open-end  investment 
companies  had  not  experienced  the  tremendous  liquidations  concen- 
trated within  brief  periods  of  time  comparable  to  "runs"  on  banks.-^^ 

However,  the  constant  threat  of  possible  liquidation  of  open-end 
investment  companies  by  reason  of  their  redemption  provisions  does 
exist  and  results  in  continuous  sales  programs  in  order  to  maintain 
their  assets  by  offsetting  redemptions  with  new  sales.  The  effect  of 
repurchases  in  compelling  sales  can  be  illustrated  by  the  experience  of 
the  two  largest  open-end  investment  companies  from  October  1929 
to  December  1932,  a  period  of  heavy  liquidation  in  the  securities  mar- 
kets. At  the  end  of  September  1929  iMassachusetts  Investors  Trust 
had  298,687  shares  outstanding.  From  that  date  until  December  31, 
1932,  it  was  called  ujDon  to  repurchase  235,016  of  its  outstanding  shares. 
Thus,  if  no  new  sales  of  shares  had  been  effected,  the  amount  of  assets 
of  the  company  would  have  been  reduced  by  almost  80%  by  virtue  of 
these  redemptions  alone."  However,  at  the  close  of  1932  this  com- 
pany had  outstanding  951,752  shares,  primarily  accounted  for  by  the 
sale  of  new  shares  in  its  continuous  selling  program.^^    Similarly.  In- 


-°  Public  Examination,  Massacbusetts  Investors  Trust,  at  243.5-6. 
^0  However,  see  the  Equity  companies  of  Incorporated  Investors,  infra,  pp.   S41-4, 
^1  Reply  to  the  Commission's  qtiestionnaire  for  Massachusetts  Investors  Tru.st,  Pt.  IX. 
^- Ibid.     During  19.30,  19.31,  and  1932  stock  dividends  and  distributions  by  this  company 
accounted  for  the  issuance  of  27,478  shares.      (Id.,  Pt.  II.) 
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corporated  Investors  had  889,801  shares  outstanding  on  September 
30,  1929,  and  bought  back  785,898  shares,  or  88%,,  between  that  date 
and  the  end  of  1932.*^  Yet,  as  of  December  31,  1932,  there  were  out- 
standing 1,158,030  of  this  company's  shares,  also  substantially  ac- 
counted for  by  a  continuous  selling  campaign.**  It  is  clear  that  if  a 
decided  selling  effort  had  not  been  made  in  both  instances  and  such 
repurchases  had  occurred,  the  assets  of  these  investment  companies 
would  have  been  seriously  diminished. 

In  certain  cases,  open-end  investment  companies  stopped  selling 
their  shares  Mdiere  they  attained  a  size  deemed  adequate  by  their 
manager.  Yet  the  redemption  provisions  of  those  companies  are  still 
operative,  and,  although  repurchases  may  be  made  in  only  small 
amounts,  eventually  they  will  liquidate  if  selling  is  not  resumed.  Dur- 
ing the  period  from  July  29,  1924,  the  date  of  the  organization,  to 
November  15,  1932,  State  Street  Investment  Corporation  did  not 
actively  sell  its  shares,  although  some  shares  were  sold  privately  at 
their  asset  values.  Its  growth  during  that  period  resulted  from  the 
demands  of  purchasers  seeking  to  buy  the  stock,  as  distinguished  from 
sales  through  the  use  of  selling  organizations.*^  During  the  July  29, 
1924,  through  September  30,  1932,  period,  195,324  shares  (or  36.3%  of 
the  total  sold  during  the  years  1924-1935)  were  purchased  by  investors 
at  their  asset  values,  for  net  proceeds  to  the  Corporation  of  $20,872,000 
(or  49.2%  of  the  total  net  proceeds  received  during  the  years  1924— 
1935). *« 

The  effect  of  the  continued  undertaking  by  State  Street  Investment 
Corporation  to  repurchase  its  stock  at  liquidating  value  during  the 
depression  period,  Septeml)er  30,  1929,  to  September  30,  1932,  resulted 
in  a  net  reduction  of  shares  outstanding  by  17.2%.*'^  During  the  same 
period  its  net  assets,  at  market  value,  declined  from  $29,099,000  to 
$7,833,000,  or  a  shrinkage  of  73%  caused  by  the  redemption  of  its  stock 
coupled  with  the  realized  and  unrealized  depreciation  of  its  assets.*® 
Because  of  this  decline  in  the  investment  company's  assets,  the  policy 
of  active  distribution  was  adopted.*^ 

The  second  period  of  the  Corporation's  growth,  November  15,  1932, 
to  December  31,  1935,^°  was  a  period  of  active  and  continuous  selling. 
During  the  September  30,  1932,  through  December  31,  1935,  period, 
342,654  new  shares  (or  63.7 %o  of  the  total  sold  during  1924-1935)  were 
purchased  by  investors,  not  at  their  asset  value  as  in  the  earlier  period, 
but  at  asset  value  plus  a  loading  charge  of  6%  of  the  offering  price.^^ 
The  net  proceeds  of  $21,584,000  received  by  the  investment  company 
(or  50.8%  of  the  total  net  proceeds  received  during  the  1924-1935 


■"^  Op.  cit.  supra,  note  5,  Pt.  IX. 

**  Ibid.  Stock  dividends  by  Incorporated  Investors  during  the  years  1930,  1931,  and 
1932  accounted  for  the  issuance  of  136,212  shares.  (Id.,  Pt.  II.)  Also,  a  stock  dividend  of 
2%%  in  October  1929  (Poor's  Governments,  Municipals,  etc.,  1930,  p.  1079)  caused  the 
issuance  of  approximately  22,250  shares. 

■"5  Public  Examination,  State  Street  Investment  Corporation,  at  2708,  2717-lS. 

^  Reply  to  the  Commission's  questionnaire  for  State  Street  Investment  Corporation,  Pts. 
II  and  IX. 

^'^Id.,  Pt.  IX    (Table  43). 

^sid.,  Pt.  II. 

^^  Op.  cit.  supra,  note  45,  at  2722-4. 

«>  Op.  cit.  supra,  note  46,  Pt.  IX. 

=1  Ibid.      • 
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period)  were  approximately  equal  to  the  net  proceeds  from  the  sale 
of  shares  during  the  first  period.  Although  the  distribution  contracts 
^yere  terminated  as  of  June  22,  1935,  active  distribution  continued  to 
the  end  of  that  year,  when  such  distribution  was  discontinued. 

2.  THE  COST  TO  INVESTOR  OF  DISTRIBUTION 

The  shares  of  40  open-end  investment  companies  outstanding  as  of 
December  31,  1936,  represented  an  original  investment  during  the 
period  from  1927  through  1936  of  about"$122,000,000.=^  Since  a  total 
of  $564,000,000  was  paid  into  these  companies  during  the  period,  it 
might  be  supposed  that  the  $142,000,000,  or  25%  of  the  total  paid  in  by 
investors,  retiu'iied  to  shareholders  through  repurchases  represented 
the  extent  of  the  turnover  of  investors  in  this  type  of  investment  com- 
pany. However,  other  factors  must  be  considered  which  tend  to  alter 
this  turnover  ratio  considerably. 

The  principal  distributor  of  each  of  the  larger  open-end  investment 
companies  during  the  periods  of  active  distribution  purchased  shares 
from  dealers  and  the  public  and  resold  these  shares  immediately, 
without  the  investment  companies  being  involved  in  the  transactions. 
Data  upon  the  volume  of  such  trading  are  available  for  several  of 
the  larger  companies  and  it  is  estimated  therefrom  that  about  $50,- 
000,000  of  open-end  company  shares  were  so  purchased  and  resold. 
In  addition  there  is  the  whole  field  of  trading  in  shares  of  open-end 
investment  comi^anies  by  dealers  and  others.  Although  no  definite 
data  are  available,  it  is  known,  however,  that  there  were  active  over- 
the-counter  markets  for  these  shares  and  that  there  was  considerable 
activity  by  dealers  in  switching  customers  from  one  open-end  invest- 
ment company  to  another.^^  It  is  estimated  that  such  dealers  and 
others  bought  and  sold,  without  dealing  with  the  principal  distributor 
or  the  investment  company,  such  shares  equal  to  the  total  sales  re- 
ported by  the  investment  companies,  or  a  volume  of  about  $564,000,000. 

Based  upon  the  foregoing  estimates  it  would  appear  that  for  each 
dollar  invested  in  open-end  investment  companies  as  of  the  end  of 
1936  it  was  necessary  to  market  almost  three  dollars'  worth  of  shares. 
Hugh  Bullock  considered  even  a  greater  rate  of  turnover  to  be  "a 
normal  turnover"  when  he  testified  concerning  three  of  the  open-end 
investment  companies  sponsored  bv  Calvin  Bullock.^*  He  fm-ther 
testified : '' 

Q.  Well,  wouldn't  it  indicate  for  every  $400  that  the  public  pnt  in  tliat  only 
$100  remained  as  a  permanent  investment? 

A.  The  fig-ures  would  indicate  that,  but  I  must  point  this  out :  A  very  real 
factor  in  considering  this  picture  from  the  angle  that  you  are  now  standing  at. 
is  this  rather  unique  self-liquidating  feature  in  our  various  trusts,  as  against 
the  customary  closed  picture  in  some  of  these  larger  management  trusts. 

Q.  Yes.     Of  course  you  mean  in  your  fixed  trusts,  too? 

A.  I  mean  that  only  one  company  that  we  have  today  out  of  our  ten,  fails 
to  have  a  self-liquidating  feature,  and  I  attribute  to  the  major  factor  making 


''^Pt.  Two  (House  Doc.  No.  70,  76tli  Cong.),  Cli.  III.  pp.  241-4. 
''"  See  infra,  pp.  855  et  seq. 

=-1  Public  Examination,  Calvin  Bullock  Trusts,  at  4196-7. 
^'  Ibid. 
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for  that  turnover  that  you  cite,  the  self -liquidating  feature  that  has  been  so 
common  in  the  Bullock  trusts  as  a  group. 

*  *  *  *  *  *  * 

Q.  But  that  is  the  characteristic  of  the  open-end  trust,  isn't  it? — The  constant 
turnover  ? 

A.  Yes,  it  is  apt  to  be. 

Closecl-end  management  investment  companies  usually  make  single 
or  isolated  offerings  of  their  shares  and  changes  in  ownership  there- 
after require  the  payment  of  onl}^  the  brokerage  commissions.^*^  Such 
turnover  in  the  shares  of  open-end  investment  companies,  however, 
involves  a  repurchase  and  resale,  either  through  the  investment  com- 
panies or  the  intermediate  markets  of  the  dealers  or  distributors,  and 
the  cost  to  the  new  shareholder  includes  the  addition  of  another  selling 
commission  or  load.^'  Thus  the  cost  of  maintaining  as  outstanding 
a  share  of  an  open-end  investment  company  increases  each  time  that 
it  is  reacquired  and  reissued.  If  7%  be  assumed  to  be  the  average 
loading  charge  ui^on  the  foregoing  estimated  total  sales  of  shares  by 
open-end  investment  companies  and  upon  the  distributors'  markets, 
and  5%  the  loading  charge  upon  such  transactions  completed  in  the 
dealers'  markets,  investors  paid  more  than  $70,000,000  to  invest,  sell 
and  reinvest  their  money  in  the  security  issues  of  open-end  invest- 
ment companies  in  order  to  maintain  an  investment  of  $120,000-000. 
In  other  words,  it  is  estimated  that  it  cost  about  $16.70  to  retain  $100 
in  open-end  investment  companies  for  investment  in  portfolio  securi- 
ties over  a  10-year  period.  This  compares  with  the  less  than  1%  per 
annum  paid  for  operating  expenses,  during  the  same  period.^® 

Some  justification  mav  exist  for  relatively  higher  selling'  commis- 
sions upon  the  shares  of  open-end  investment  companies  during  the 
earlier  stages  of  their  development,  because  of  the  difficulty  of  selling 
the  shares  of  growing  and  unknown  funds  in  competition  with  estab- 
lished vehicles.  However,  the  three  largest  open-end  investment  com- 
panies (Massachusetts  Investors  Trust,  Incorporated  Investors,  and 
State  Street  Investment  Corporation)  have  had  loading  charges  dur- 
ing their  periods  of  active  distribution  generally  lower  than  other 
open-end  investment  companies  maintaining  active  selling  organiza- 
tions.^'' 

Massachusetts  Investors  Trust,  the  lar8,est  open-end  investment  com- 
pany in  the  field,^'"  with  assets  at  the  end  of  1936  of  $128,107,000,6^  did 
not  reduce  its  loading  charge  much  below  the  usual  level.     In  January 


"« It  should  be  noted,  however,  that  in  connection  with  the  sales  of  the  closed-end  com- 
pany shares,  these  securities  may  sell  in  the  market  at  a  discount  (at  a  price  below  asset 
value),  or  at  asset  value  (which  is  substantially  always  the  "market"  price  of  open-end 
company  shares),  or  at  a  premium   (at  a  price  above  asset  value). 

■'''  In  addition  there  was  sometimes  charged  a  redemption  fee  which  increased  the  cost 
to  the  public  of  maintaining  individual  funds.     (See  infra,  p.  819.) 

='^  Based  upon  the  analysis  of  operating  expenses  contained  in  Pt.  Two  (House  Doc.  No. 
70,  76th  Cong.),  Ch.  II,  Table  .39.  It  should  be  borne  in  mind  that  the  open-end  investment 
(Ompany  industry  received  its  greatest  Impetus  in  the  last  half  of  the  10-ycar  period  under 
discussion,  so  that  for  such  years  the  turnover,  and  consequently  the  lelative  cost  of 
maintaining  the  funds,  was  probably  considerably  higher. 

=»Pt.  Two  (House  Doc.  No.  70,  76th  Cong.).  Ch.  III.  pp.  216-21. 

«"  Id..  Ch.  II,  Table  6. 

"1  Derived  from  supplementai-y  infoimntioii  supplied  the  Commission  for  Mnssaclnisetts 
Investors  Trust. 
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1930  this  investment  trnst  increased  its  selling  commission  from  6% 
to  7%  of  the  offering  price;  on  February  1,  1932,  it  again  increased  the 
load  to  81/4  %  of  the  offering  price ;  and  after  May  20,  1933,  it  main- 
tained the  load  at  8%  of  the  offering  price.^^  Merrill  Griswold,  chair- 
man and  trustee  of  Massachusetts  Investors  Trust,  testified  in  this 
regard  as  follows :  ^^ 

Q.  What  was  the  reason  for  the  increase  in  the  load  to  1930  and  1932? 

A.  The  reason  was  that  in  those  days  the  stock  naturally  did  not  sell  as  high 
as  it  does  now,  and  the  dealer  had  to  sell  more  shares  to  make  himself  the  com- 
mission that  he  does  now.  It  was  in  the  height  of  the  depression,  and  it  was 
relatively  more  difficult  to  sell  securities.  We  had  to  meet  corn-petition.  Most 
other  trusts  in  the  country  charged  about  8  percent  or  more.  A  good  many  of 
them  charged  more.  If  we  at  that  time  reduced  our  load  to  5%,  I  don't  think 
anybody  would  have  sold  any  of  our  shares  to  anybody.  They  could  get  a  better 
load  from  someone  else. 

The  commissions  paid  were  high  enough  to  induce  sales  sufficient  to 
constitute  this  the  period  during  which  the  greatest  expansion  of  this 
investment  company  took  place.*^^  The  importance  of  this  selling  load 
in  comparison  with  o])erating  costs  was  revealed  by  the  further  testi- 
mony of  Mr.  Griswold :  ^^ 

Q.  The  total  load,  or  the  selling  cost,  of  selling  these  shares  to  the  public,  which 
was  deductible  from  that  figure,  was  $5,900,000.     Is  that  correct? 

A.  Yes. 

Q.  And  the  total  operating  expenses,  including  taxes,  over  the  same  period  were 
$1,500,000?     That  is  approximately  correct? 

A.  I  assume  that  is  correct. 

Q.  So  that  it  cost  about  four  and  one-half  times  to  get  into  this  as  you  felt 
it  necessary  to  manage  it? 

A.  It  costs  anywhere  from  8  to  6  percent  to  get  into  this  trust,  and  our  operating 
expenses  averaged  between  10  and  14  percent  per  annum.  They  are  now  running 
at  the  rate  of  10.""    I  assume  your  figures  are  correct. 

On  May  18,  1936,  the  loading  charge  was  reduced  to  5%%  of  the 
offering  price,'^'  in  the  hope  that  the  prestige  of  the  fund  would  help 
to  carry  sales.  Mr.  Griswold  indicated  that  this  reduction  was  some- 
thing of  an  experiment :  ^^ 

Q.  So  when  you  reduce  the  compensation  to  the  salesman,  he  does  not  push 
the  stock  quite  so  hard.     Would  you  say  that? 

A.  I  would  say  that  for  the  tim'e  being,  but  I  believe  that  in  future  times  the 
trust  will  sell  better  with  the  lower  load.  It  will  appeal  to  a  higher  type  of 
clientele. 

Q.  You  have  another  trust  whose  securities  were  mentioned  earlier,  whose 
securities  are  distributed  by  Massachusetts  Distributors,  Incorporated. 

A.  Yes ;   Supervised  Shares. 


<^0p.  cit.  supra,  note  41,  Pt  V  (Item  42-d-V). 

«PubUc  Examination,  Massachusetts  Investors  Trust,  at  2409. 

w  Op.  cit.  supra,  note  41,  Pt.  IX  (Table  44). 

^  Op.  cit.  supra,  note  63,  at  2303-4. 

««  Computing  operating  expenses  as  a  percent  of  ordinary  income.      (Id.,  at  2301.) 

"  Op.  cit.  supra,  note  61. 

*^  Ot>.  cit.  supra,  note  63,  at  233.3-4. 
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Q.  What  is  the  load  on  its  shares? 

A.  8  percent. 

Q.  Have  you  reduced  that? 

A.  No,  sir. 

Q.  It  can  be  fairly  assumed  if  you  do  not  reduce  that,  as  you  have  the  M.  I.  T.^ 
the  sales  organization  is  going  to  plug  the  sale  of  those  shares  right  along,  because 
there  is  bigger  commission.     Won't  you  have  to  assume  that? 

A.  We  may  reduce  that  some  day.  It  was  an  experiment  with  the  Massa- 
chusetts Investors  Trust  to  see  whether  we  could  sell  it  at  a  more  reasonable  price 
to  the  public. 

However,  on  January  16,  1939,  the  selling  commission  on  the  shares 
of  Massachnsetts  Investors  Trust  was  raised  to  7%  of  the  offering- 
price.^'' 

In  addition  to  the  published  loading  charges  there  are,  in  con- 
nection with  sale  of  shares  or  operation  of  open-end  investment 
comj^anies,  hidden  loads,'°  management  fees,  operating  expenses,  and 
taxes  ^^  to  be  charged  to  the  investment  funds."^- 

C.  The  Domination  of  Distribution 

It  will  be  recalled  that  the  open-end  investment  company  experi- 
enced its  greatest  impetus  after  1932,  when  the  security  markets  were 
discounting  the  shares  of  closed-end  investment  companies/^  The 
open-end  investment  company  was  turned  to  by  professional  distribu- 
tors as  a  new  model  of  investment  vehicle  which  could  combine  fea- 
tures of  current  sales  appeal,  in  the  form  of  limited  management 
discretion  and  the  right  of  shareholders  to  redeem  their  investments) 
at  asset  values,  with  the  opportunities  for  profit  from  the  continuous; 
and  unlimited  distribution  of  shares/*  In  short,  the  open-end  invest- 
ment company  may  attribute  its  expansion  largely  to  the  fact  that  it 
was  designed  to  overcome  buyer  resistance  and  could  be  merchandised 
through  widespread  retail  channels. 

Even  if  the  management  is  completely  divorced  from  the  distribu- 
tion function,  the  managers  and  the  distributors  may  still  have  a  com- 
mon interest  in  increasing  the  size  of  the  fund,  for  the  greater  the  sales 
the  greater  the  sales  commission,  and  the  greater  the  size  of  the  fund 
the  greater  the  management  compensation.  For  example,  during  the 
period  from  September  30,  1929,  to  September  30,  1932,  State  Street 
Investment  Corporation's  net  assets  declined  73.4%  due  to  decline  in 
market  value  of  the  portfolio  and  sums  expended  for  redemptions  and 
the  number  of  shares  outstanding  was  reduced  by  17.2%.^^  This 
shrinkage  in  assets  resulted  in  a  corresponding  decrease  in  management 

»» Op.  cit.  supra,  note  61. 

^  See  infra,  pp.  81.3. 

■^The  Federal  income  tax  burdens  have  been  somewhat  alleviated  for  open-end  invest-  . 
ment   companies   qualifying  as   "mutual"   investment   companies  under  the  Revenue   Acts 
of  1936  and  1938.     (See  supra,  pp.  801-2.) 

''^For  performance  records  of  open-end  management  investment  companies  see  Pt 
Two  (House  Doc.  No.  70,  76th  Cong.),  Ch.  VI.  pp.  480-8,  and  Appendix  J,  pp.  876-900. 

"  See  Ch.  1  of  this  part  of  the  report,  pp.  26-31. 

'^t  O.  M.  W.  Sprague,  a  member  of  the  Advisory  Board  of  Massachusetts  Investors  Trust, 
expressed  the  opinion  that  the  size  of  that  investment  trust  should  not  rest  within  the 
determination  of  its  principal  distributor.      (Op.  cit.  supra,  note  63,  at  2417.) 

™  See  supra,  p.  808. 
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compensation,  exclusive  of  tlie  fact  that  it  was  computed  at  1%  an- 
nually of  net  assets  until  January  1,  1932,  when  it  ^Yas  reduced  to 
1/4  of  1%  J*^  Because  of  the  funds  expended  for  redemptions,  reduced 
rate  of  income,  and  decline  in  market  value  of  assets,  it  was  felt  that 
the  fund  would  have  to  be  enlarged  in  order  to  support  the  research 
work  that  was  considered  essential."  A  sales  campaign  was  there- 
fore instituted  which  netted  the  investment  company  $21,584,000.'^ 

1.  MULTIPLE  AND  HIDDEN  LOADS 

The  basic  sources  of  compensation  received  by  the  distributors  and 
dealers  from  the  sale  of  the  shares  of  open-end  investment  companies 
is  the  published  sales  commission  or  "loading  charge."  This  charge  is 
usually  expressed  as  a  fixed  percentage  of  the  net  asset  value  per  share 
and  represents  the  disclosed  premium  over  the  basic  price  which  the 
investor  pays  to  become  a  stockholder  or  participant  in  the  open-end 
company.  The  load  is  designed  to  cover  the  distribution  costs  of  the 
principal  distributor  and  dealer.  Similarly,  redemption  fees  charged 
upon  redemption  of  shares  are  used  by  some  open-end  investment  com- 
panies to  cover  the  costs  of  repurchasing  shares. 

The  open-end  distribution  system  permits  the  inclusion  of  certain 
multiple  and  hidden  profits  which  do  not  prevail  in  the  closed-end 
companies.  Thus  the  various  additions  and  adjustments  made  in  the 
computation  of  the  selling  commission  serve  to  enlarge  the  distribution 
profits  beyond  the  apparent  implications  of  the  published  load  while 
the  recurrence  of  these  charges  each  time  the  shares  change  ownership 
multiplies  such  profits.  The  effect  of  such  practices  upon  the  investor 
is  to  shri]ik  his  investment  each  time  he  is  persuaded  to  alter  his 
position.'^ 

a.  Basic  Price  Calculation 

The  starting  point  in  the  determination  of  the  distribution  profits 
from  open -end  investment  company  shares,  is  the  per  share  liquidating 
or  net  asset  value.  The  theory  is  that  each  new  share  will  be  sold  by 
the  investment  company  for  an  amount  equal  to  the  asset  or  liquidating 
value  of  each  share  already  outstanding,  and  that  each  share  upon 
redemption  will  entitle  the  holder  to  receive  a  proportionate  part  of  the 
total  assets.  Thus,  the  calculation  of  this  per  share  interest  is  a  basic 
part  of  the  distribution  and  repurchase  of  the  shares  of  open-end 
investment  companies.  All  open-end  investment  companies  have  been 
similar  in  the  respect  that  any  calculation  of  offering  and  redemption 
prices  starts  with  the  net  asset  value  per  share,  which  in  turn  is  based 
upon  the  market  value  or  estimated  value  of  underlying  portfolio 
securities  of  the  company.  The  detailed  method  of  computing  asset 
value  is  usually  set  forth  in  the  charter  or  trust  indenture. 


''«0p.  cit.  supra,  note  46,  Pt.  I  (Exhibit  5). 

"  Op.  cit.  supra,  note  45,  at  2722-4. 

'8  See  supra,  p.  80S. 

''*  Dealers  were  often  reluctant  permanently  to  place  their  customers  into  an  investment 
fund  when  they  might  obtain  recurring  commissions  from  the  constant  turnover  usual  ii» 
such  accounts. 
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The  details  of  the  calculation  of  sales  and  redemption  prices  as  of 
December  31,  1935,  are  summarized  in  Table  6,  which  illustrates  some 
of  the  variations  in  the  methods  of  calculating  net  asset  value  in 
determining  the  selling  price,  and  in  Table  7,  which  shows  the  factors 
taken  into  consideration  in  calculating  the  net  asset  value  preliminary 
to  setting  a  redemption  price.^° 


Table  6. — Methods  of  calculating  liquidating  value  for  purpose  of  sale  hy  38 
open-end  management  investment  companies 


I 

Valuation  of  portfolio  securities— Prices  of  securities  traded  on 
an  exchange  are  based  on- 
Last  sale  price. 

Closing  bid  price... 

Prices  of  securities  not  traded  on  an  exchange  are  based  on- 
Closing  bid  price 

Average  of  closing  bid  and  asked  prices 

Valuation  made  on  prices  as  of— 

Day  of  sale  of  trust  securities 

Previous  day 

other 

Prices  are  adjusted— 

To  the  nearest  dollar 

Yes  (not  specified) 

No 

II 

To  value  of  funds  as  computed  above,  are  added— 

Full-lot  brokerage 

Odd-lot  brokerage.. 

Odd-lot  premiums 

Administrative  fees 

Fees  of  custodians  or  trustees 

Other  items 

ni 

From  total  assets  are  deducted  book  liabilities  and— 

Estimated  taxes  on  unrealized  appreciation 

other  charges... 

IV 

The  resulting  per  share  figure  is  adjusted  to- 
Nearest  cent 

Next  highest  cent . 

Nearest  5  cents. 

Nearest  eighth 

Nearest  quarter 

Not  adjusted 


«•  Derived   from   the  repUes  to   the  Commission's  questionnaire  for  38  open-end   invest- 
ment companies,  Pt.  IX. 
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Table  7. — Methods  of  calculatmg  liquidating  value  -for  purpose  of  redemption  by 
38  open-end  management  investment  companies 


Valuation  of  portfolio  securities— Prices  of  securities  traded  on 
an  exchange  are  based  on- 
Last  sale  price.--- 

Closing  bid  price 

Prices  of  securities  not  traded  on  an  exchange  are  based  on- 
Closing  bid  price 

Average  6f  closing  bid  and  asked  prices - 

Valuation  made  on  prices  as  of— 

Day  of  tender  for  repurchase 

Next  day  following 

Other . 

Prices  are  adjusted— 

To  the  nearest  dollar 

Yes  (not  specified) 

No 

II 

From  value  of  fund  as  computed  above,  are  deducted— 

Full-lot  brokerage 

Odd-lot  premiums 

Administrative  fees 

Estimated  fees  of  custodians  or  trustees 

Taxes  on  unrealized  appreciation 

Other  charges  and  liabilities 

Ill 

A  further  deduction  for  a  redemption  fee- 
Was  provided  in  charter  or  indenture 

Was  charged  at  Dec.  31,  1935 

and  payable  to  sponsor 

and  payable  to  company 

IV 

The  resulting  per  share  figure  is  adjusted  to- 
Nearest  cent 

Next  lower  cent 

Next  higher  cent 

Nearest  quarter 

Not  adjusted . 


Number  of 
companies 


This  net  asset  value  is  the  amount  received  by  the  investment  com- 
pany from  sales  of  its  own  shares  or  paid  out  by  the  company  upon 
redemption  in  liquidation  of  its  shares.  The  fees  and  loading  charges, 
which  are  superimposed  on  this  asset  value  as  a  part  of  the  retail 
selling  price,  usually  go  to  the,  principal  distributor. 

Small  charges  were  deducted  by  nine  open-end  investment  com- 
panies in  calculating  liquidating  value  for  redemption  purposes  which 
were  not  deducted  in  the  calculation  of  liquidating  value  for  selling 
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purposes.^^  In  such  cases  the  retiring  shareholders  usually  contrib- 
uted unwittingly  to  the  benefit  of  the  remaining  shareholders. 

An  interesting  factor  in  the  determination  of  the  basic  price  of  the 
shares  of  open-end  investment  companies  is  the  return  of  capital  re- 
ceived by  new  stockholders  as  dividends.  It  has  been  the  practice  for 
many  open-end  investment  companies  to  calculate  the  selling  price  of 
each  new  share,  so  that  it  will  include  a  sum  equal  to  the  per  share 
amount  segregated  by  the  investment  company  for  the  payment  of 
the  next  dividend  on  the  shares  already  outstanding.^^  ^j^jg  portion 
of  the  proceeds  realized  by  these  companies  on  the  sale  of  new  shares 
is  distributed  on  the  next  dividend  date.  Thus,  these  companies  have 
constantly  been  paying  out  as  dividends  on  newly  issued  shares  a  por- 
tion of  the  proceeds  which  they  received  on  the  sale  of  such  shares. 

Although  this  method  of  equalizing  dividend  payments  protects  the 
old  stockholders  of  the  investment  company,  it  was  iiot  always  dis- 
closed to  the  new  stockholder  that  he  was  receiving  in  fact  a  return 
of  capital  in  the  form  of  dividends.  For  example,  the  reports  of 
Incorporated  Investors  for  the  years  1930  to  1932  showed  no  equali- 
zation credits  as  separate  items,  nor  was  there  a  disclosure  of  this 
practice  in  the  sales  literature  of  that  investment  company .^^  Wil- 
liam A.  Parker,  president  of  Incorporated  Investors,  thought  that  a 
statement  concerning  this  return  of  capital  would  only  confuse  the 
investor :  ^* 

Q.  Therefore,  the  strictly  correct  title  for  this  would  be  "Principal  and  income 
that  has  not  failed,"  because  these  lines  representing  income  also  include  in 
part  a  certain  return  of  principal? 

A.  No,  I  would  never  have  put  that  into  any  sales  literature,  circular,  or  quar- 
terly report,  because  I  don't  believe  any  of  my  stockholders  would  understand  it. 


^1  The  companies  for  which  this  variation  was  found  are  listed  below  together  with  the 
amount  by  which  net  asset  value  per  share  for  purposes  of  sale  exceeded  net  asset  value 
per  share  for  purposes  of  redemption  on  December  31,  1935.  as  derived  from  the  price  calcu- 
lations supplied  in  the  replies  to  the  Commission's  questionnaire,  Part  IX  (Tables  42,  43), 
for  the  respective  investment  companies  : 


Name  of  company 

Cents  per 
unit 

Percent  ui 
net  asset 
value  per 
share  for 
purposes 
of  sale 

Affiliated  Fund,  Inc 

1.20 
0.55 
1.47 
0.19 
5.00 
4.90 
25.00 
1.03 
0.17 

0.7 

American  Business  Shares,  Inc 

0.5 

Bullock  Fund,  Ltd 

0.1 

Dividend  Shares,  Inc 

0.1 

Equity  Fund,  Inc 

1.3 

Fundamental  Investors,  Inc 

General  Capital  Corporation 

1.9 
0.7 

Investors  Fund  of  America,  Inc _. 

1.0 
0.1 

*2  Dividends  paid  by  open-end  investment  companies  were  in  excess  of  ordinary  net 
income  in  every  year  but  1928  and  1929  during  the  1927-36  period.  (Pt.  Two  [House 
Doc.  No.  70,  76th  Con.]  Ch.  II,  pp.  83-5.) 

*'  Op.  cit.  supra,  note  5,  Pt.  I. 

^  Public  Examination,  Incorporated  Investors,  at  2587. 
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_Q.  They  would  not  understand? 

A.  And  further  than  that,  it  would  have  given  them  a  false  idea  of  what  had 
happened. 

Q.  Isn't  that  all  the  more  reason  to  put  it  in? 

A.  Were  you  in  the  business,  you  wouldn't  say  that.  It  is  not  practical  to 
educate  your  stockholders  to  the  point  that  they  would  understand  that. 

The  inclusion  of  such  items  in  the  determinations  of  the  base  price 
serves  to  increase  the  commissions  payable  in  the  sale  of  such  securi- 
ties. While  such  profits  may  seem  trivial  individually,  they  have  con- 
stituted substantial  sums  in  the  aggregate.®^ 

b.  The  Published  Load 

The  public,  in  making  investments  in  open-end  investment  com- 
panies, has  paid  loading  charges  purporting  to  constitute  the  costs  of 
distribution  as  well  as  the  entire  profits  of  the  distributors.  For  these 
purposes  the  loading  charge  may  be  characterized  as  the  known 
premium  which  the  investor  must  pay  to  participate  in  the  investment 
company. 

This  published  loading  charge  has  been  variously  stated  either  as  a 
specified  dollar  amount,^*^  as  a  percentage  of  the  net  asset  value  of  the 
share  or  as  a  percentage  of  the  offering  price  of  the  share.  The  state- 
ment of  the  loading  charge  as  a  percentage  of  the  offering  price  is 
api^arently  the  method  most  used  and  results  in  a  smaller  percentage 
figure  than  when  expressed  as  a  percentage  of  the  net  asset  value. 

The  group  of  open-end  investment  companies  sponsored  by  invest- 
ment counsel  and  similar  firms  have  sold  their  shares  with  low  load- 
ing charges,  generally  around  1%  alid  2%  of  the  asset  value  per 
share.^'  Apparently  these  sponsors  have  been  primarily  interested 
in  income  from  management  fees  and  did  not  support  extensive  dis- 
tribution systems.^^  The  dominant  group  of  companies,  those  spon- 
sored by  salesmen  and  others  connected  with  the  distribution  of  se- 
curities, has  had  loading  charges  of  between  6%  and  10%  of  proceeds 
with  a  definite  concentration  in  1935  between  9%  and  9.99%.^^  In 
the  early  1930's  the  selling  loads  were  raised,  presumably  to  increase 
sales  and  to  provide  a  sustained  dollar  compensation  upon  the  depre- 
ciated shares.  Since  1933  there  has  been  a  slight  movement  towards 
lower  loading  charges.^"  Table  8,  which  lists  the  selling  commissions 
charged  upon  the  shares  of  39  open-end  investment  companies  during 
the  1927-1935  period,  indicates  these  trends. 


^"  See  discussion  of  T.  I.  S.  Management  Corporation,  infra,  pp.  847  et  seq. 
^  The    shares    of   Incorporated    Investors   for   example   were  first   sold   with   a    loading 
charge  of  S6  per  share  regardless  of  asset  value.      (Op.  cit.  supra,  note  5,  Pt.  I  [Exhibit  3].) 
w  Pt.  Two   (House  Doc.  No.  70,  76th  Cong.),  Ch.  Ill,  pp.  214-5,  and  Table  72. 
«8  See  supra,  p.  803. 

83  Pt.  Two   (House  Doc.  No.  70,  76th  Cong.),  Ch.  Ill,  pp.  216-20. 
"o  See  supra,  pp.  809-11. 
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Table  8. — Loading  charges  on  open-end  investment  company  shares  at  year-ends, 

1927-^5  « 


[Stated  as  percentages  of  net  i 


values] 


Name  of  investment  company 

1927 

192S 

1929 

1930 

1931 

1932 

1933 

1934 

1935 

A.  THREE  LARGEST  COMPANIES 

Incorporated  Investors 

6.0 
6.0 

5.0 
6.4 

5.0 
6.4 

5.8 
7.5 

6.95 
7.5 

6.95 
9.0 
6.4 

3.0 
3.0 
3.0 
=  1.0 

7.5 
8.7 
6.4 

5.0 
5.0 
5.0 
=  1.0 

7.5 
8.7 
6.4 

5.0 
5.0 
5.0 
=  1.0 

7  5 

Massachusetts  Investors  Trust 

State  Street  Investment  Corp 

8.7 
(■6  4 

B.  GROUP  SPONSORED  BY  INVESTMENT 
COUNSEL 

Eaton  &  Howard  Mgt  Fund  A-1 

6  4 

Eaton  &  Howard  Mgt  Fund  B 

2.0 

2.0 

3.0 

6  4 

Eaton  &  Howard  Mgt  Fund  F 

6  4 

First  Investment  Counsel  Corp 

■^1.0 
1.0 
1.0 

''l.O 
1.0 
1.0 

-^1.0 

=  1  0 

1.0 
1.0 

1.0 
1.0 

1.0 
1.0 

1.0 

1.0 

Investors  Fund  C  Inc 

1.0 

1.0 

0 

0 

=  1.0 

6.4 
9.3 
9.5 

7.3 
9.5 
7.5 
7.0 
9.5 
7.0 
7.75 
8.5 

1  0 

Loomis  Sayles  Second  Fund,  Inc 

0 

R   B   C   Fund  Inc 

0 

n.o 

0 
=  1.0 

0 
=  1.0 

0 
=  1.0 

0 
=  1.0 

0 

Third  Investment  Counsel  Corp 

=  1  0 

C.   OTHERS 

Affiliated  Fund,  Inc 

9  3 

American  Business  Shares,  Inc 

9.5 
11.1 
8.75 
9.5 
8.5 
7.0 
9.5 
5.0 
7.75 

9.5 
10.8 
8.75 
9.5 
8.5 
7.0 
9.5 
7.0 
7.75 
8.5 

9  5 

American  General  Equities  Inc 

11.1 

9  75 

7.3 

. 

9.5 

4.0 

4.0 

4.0 

6.25 

Commonwealth  Investment  Co 

7  0 

Dividend  Shares,  Inc 

9  5 

Equity  Fund 

7  0 

Fidelity  Fund,  Inc 

7.75 

7  75 

8.5 

9.0 
9.89 

Income  Foundation  Fund,  Inc 

9  89 

Investors  Fund  of  America,  Inc 

9  25 

Maryland  Fund,  Inc,  The 

9.5 
9.3 
9.5 

9.5 
9.0 
5.3 

9.25 

17.65 

8.7 

9  5 

Mutual  Investment  Fund 

9.5 
9.5 

7.95 
9.5 
9.0 
5.3 

9.25 

17.65 

9.9 

9  3 

Nation-Wide  Securities  Co 

9.5 
7.95 

9  5 

7.95 

7.95 

1-7.95 

'-9.5 

5.3 

5.3 

5.3 

5.3 
9.25 

United  Gold  Equities  of  Canada,  Ltd 

17  65 

10.0 

10.0 

10.0 

9.9 

<■  Compiled  from  the  replies  to  the  Commission's  questionnaire  for  the  individual  companies. 

'>  Last  rate  of  loading  charge  used.    No  actual  distribution  at  Dec.  31,  1935. 

'  Fee  payable  to  investment  company  and  not  to  the  sponsor  or  principal  distributor. 

After  the  addition  of  the  loading  charge,  fractional  adjustments 
were  made  in  most  cases  in  the  resulting  offering  prices.  As  at  De- 
cember 31, 1935,  the  adjustment  was  to  the  next  higher  cent  in  the  case 
of  8  investment  companies ;  the  adjustment  was  to  the  nearest  cent  in 
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the  case  of  24  investment  companies;  one  adjusted  to  the  nearest  50; 
one  to  the  nearest  i/i  point ;  and  one  to  the  nearest  i/g  point ;  while  3 
made  no  adjustment.  To  the  extent  that  these  adjustments  operated 
to  the  nearest  cent  or  fraction  tliey  tended  to  balance  out.  However, 
the  distributors  of  the  investment  companies  which  rounded  off  the 
prices  of  their  shares  to  the  next  higher  cent  or  fraction  did  make 
extra  profits  which  could  be  quite  sizable  on  a  large  volume  of  sales."^ 

c.  Redemption  Fees 

In  some  open-end  investment  companies  redemption  commissions  or 
fees  were  deducted  in  addition  to  the  adjustments  previously  related 
in  the  computation  of  liquidating  values  for  the  purposes  of  redenap- 
tions.  At  the  end  of  1935, 17  of  the  39  open-end  investment  companies 
charged  a  fee  for  redemption.  Six  of  the  eight  investment  companies 
whicTi  permitted  the  principal  distributor  to  receive  the  redemption 
fee  were  in  the  group  sponsored  by  managers  of  investment  funds  and 
the  shares  of  all  were  sold  with  loading  charges  below  the  average  for 
open-end  investment  companies. 

Among  the  15  largest  open-end  investment  companies,  there  were  only 
three  which  had  redemption  charges  in  effect  as  of  December  31,  1935. 
State  Street  Investment  Corporation  permitted  the  deduction  by  the 
principal  distributor.  State  Street  Eesearch  &  Management  Corpora- 
tion, of  a  fee  of  $1  for  each  share  repurchased.^-  The  basic  reason 
for  this  charge  was  explained  by  Mr.  Cabot,  president  of  the  invest- 
ment corporation  and  the  management  corporation,  as  a  form  of  in- 
surance on  the  part  of  the  management  corporation,  which  had  long- 
term  commitments  for  salaries,  etc.^^  A  wholesale  liquidation  of  the 
company's  shares  would  mean  an  absence  of  income  to  pay  such  ex- 
penses while  the  receipt  of  $1  per  share  liquidating  charge  assured 
the  management  corporation  of  sufficient  funds  with  which  to  carry 
on  for  some  time.^* 

Spencer  Trask  Fund,  Inc.,  redeemed  its  shares  at  99%  of  the  net 
asset  value  and  retained  the  1%  liquidating  fee,  so  that  the  benefit  ac- 
crued to  the  remaining  stockholders  rather  than  to  any  distributor.^^ 
On  the  other  hand.  Investment  Trust  Fund  A,  one  of  the  group  of 
companies  sponsored  and  distributed  by  investment  counsel,  per- 
mitted a  fee  of  1%  of  net  asset  value  on  the  liquidation  of  any  of  its 
shares  to  be  paid  to  the  sponsor.®'' 

Massachusetts  Investors  Trust  has  had  the  right  to  make  such  a 
charge  but  has  not  done  so.®^  The  original  provisions  of  the  trust 
agreement  required  this  investment  trust  to  redeem  its  shares  at  net 
asset  value  less  $2  per  share  ®^  and  after  February  19,  1929,  it  was 
required  to  redeem  at  net  asset  value  less  1%.^^    After  1933,  the  trust 


"^  See  discussion  of  T.  I.   S.  Management  Coi'poi'ation,  infra,  pp.  847  et  scq. 
^^  Op.  cit.  supra,  note  46,  Pt.   IX. 

^  Derived   from   supplementary   information    supplied    the    Commission    for    State    Street 
Investment  Corporation. 
»*  Ibid. 

•«=  Reply  to  the  Commission's  questionnaire  for   Spencer  Trask   Fund,   Inc.,   Pt.   IX. 
8"  Reply  to  the  Commission's  questionnaire  for  Investment  Trust  Fund  A,  Pt.  IX. 
"  Op.  cit.  supra,  note  63,  at  2413. 
"^Op.  cit.  supra,  note  41,  Pt.   IX. 
eo  Ibid. 
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agreement  authorized  the  trustees  to  bid  100%  of  liquidating  value, 
although  requiring  them  to  bid  at  least  99%."°  At  the  end  of  1935 
the  trustees,  as  a  matter  of  practice,  were  still  paying  100%  of  liqui- 
dating value.^"^ 

With  respect  to  the  use  of  redemption  fees,  H.  Dudley  Swim,  vice 
president  of  National  Investors  Corporation,  stated :  ^°^ 

It  seems  only  proper  that  the  trust  itself  should  receive  any  redemption  fee. 
Furthermore,  I  incline  to  the  opinion  that  a  nominal  redemption  fee,  say  of  1%, 
to  be  retained  by  the  trust,  is  proper  and  desirable  in  order  to  offset  the  expenses 
of  the  withdrawing  stockholders'  "round  trip,"  which  otherwise  would  be  borne 
by  the  fund  and  hence  the  remaining  investors. 

Twenty-three  open-end  investment  companies  at  December  31,  1935, 
provided  for  adjustments  to  round  figures  in  determining  the  redemp- 
tion value  of  the  shares.  Of  these  23,  17  provided  for  adjustment  to 
the  nearest  cent,  three  to  the  next  lower  cent,  two  to  the  next  higher 
cent,  and  one  to  the  nearest  quarter.  The  profit  from  such  adjust- 
ments was  received  by  the  party  retaining  the  redemption  fee. 

Although  it  appears  that  redemption  fees  have  not  generally  been 
employed  to  provide  sponsor  profits  they  have  provided  substantial 
additional  compensation  in  some  cases.  Furthermore,  redemption 
fees  constitute  sources  of  potential  profits  to  the  distributors  which 
may  yet  be  tapped,  especially  if  any  limitation  should  be  imposed 
upon  the  selling  commission. 

2.  POSSIBLE  EFFECT  OF  DISTRIBUTION  UPON  INVEST- 
MENT POLICIES 

The  effect  of  distribution  exigencies  on  the  affairs  of  open-end  in- 
vestment companies  was  particularly  evident  in  their  investment 
policies.  The  portfolios  of  open-end  investment  companies,  especially 
that  group  sp)onsored  by  persons  interested  in  distribution,  were,  for 
the  most  part,  confined  to  common  stocks."^  These  common  stock  in- 
vestments were  usually  the  well  known  or  popular  stocks  listed  and 
traded  upon  the  larger  stock  exchanges.^°*  This  standard  of  invest- 
ment was  impelled  not  only  by  the  necessity  for  liquidity  of  the  port- 
folios by  reason  of  the  constant  possibility  of  concentrated  redemp- 
tions and  liquidations  ^°5  but  also  by  the  need  for  a  portfolio  possessing 
sales  appeal  to  the  prospective  investor.  Obviously,  a  portfolio  con- 
sisting of  obscure  and  unlisted  securities  would  not  attract  investors 
in  competition  with  a  portfolio  consisting  of  the  better  known  listed 
issues,  regardless  of  the  intrinsic  merits  of  the  former.  Similarly,  an 
investor  could  not  readily  be  induced  to  pay  a  substantial  sales  com- 
mission or  load  for  the  privilege  of  investing  in  a  fund  with  a  large 
cash  position,  regardless  of  the  dictates  of  a  conservative  investment 


i«o  Ibid. 

i«0p.  cit.  supra,  note  63,  at  2413. 

^^  Derived  from  supplementary  information  supplied  the  Commission  for  National  In- 
vestors Corporation  (memorandum  from  H.  Dudley  Swim.  April  14,  1938). 

^^  Open-end  investment  companies  invested  a  substantially  greater  proportion  of  their 
assets  in  common  stocks  than  did  closed-end  management  investment  companies.  (Pt.  Two 
[House  Doc.  No.  70,  76th  Cong.],  Ch.  II,  pp.  73-5,  and  Ch.  VIII,  pp.  556-7.) 

10^  Pt.  Two  (House  Doc.  No.  70,  76th  Cong.),  Ch.  II,  pp.  73-5. 

"=  See  supra,  pp.  806  et  seq. 
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position  as  required  by  the  current  market.  For  example,  in  the 
extreme  hypothetical  case  of  a  company  with  a  virtually  all  cash 
position,  the  investor  would  be  asked  to  pay  a  9%  or  10%  load  or 
$110  for  a  share  representing  an  interest  in  a  fund  which  is  all  cash 
and  the  shares  in  which  fund  have  an  asset  value  of  $100.  The  im- 
portance of  such  considerations  was  admitted  by  Edward  G.  Leffler, 
associated  with  the  distribution  of  the  shares  of  each  of  the  three 
largest  Boston  open-end  investment  companies,^"*'  when  he  testified :  "^ 

Q.  *  *  *  If  you  have  a  cash  position  in  your  portfolio  isn't  it  hard  to  sell 
the  stock  of  the  investment  trust? 

A.  Yes,  sir. 

******* 

Q.  When  State  Street  had  a  large  cash  position? 

A.  Yes,  sir. 

******* 

Q.  The  tendency  is  to  create  a  popular  portfolio? 

A.  That  might  be  the  tendency. 

Q.  Another  might  be  the  tendency  to  style  the  portfolio  in  order  to  meet  popu- 
lar demand  at  the  time? 

A.  Yes,  sir. 

Such  considerations  continue  even  after  the  principal  sales  campaign 
is  terminated  in  order  to  prevent  trade-outs.  Ross  Beason,  principal 
sponsor  of  the  Beason-Burris  group  of  investment  trusts  and  invest- 
ment companies,  stated : "® 

Unfortunately,  during  the  selling  period  for  an  open-end  fund  where  the  liqui- 
dation clause  is  present  it  is  necessary  from  a  practical  standpoint,  or  rather 
from  a  selling  standpoint,  to  have  the  portfolio  composed  of  companies  more  or 
less  well  known  by  name  to  the  average  investor,  and  consequently  made  up  of  a 
list  found  in  similar  competing  funds.  After  the  selling  period  is  over,  it  is 
necessary  to  continue  along  much  the  same  lines  to  avoid  criticism  and  stop 
trade-out  arguments  of  competitors. 

Take  the  case  of  an  investment  fund  with,  say,  $100,000,000  of  assets.  If  we 
should  run  into  another  period  such  as  we  did  in  late  1929  and  the  management 
should  appraise  the  future  and  get  into  a  cash  position,  they  would  promptly  be 
penalized  for  their  efforts  because  the  assets  of  this  particular  fund  being  in 
cash  would  show  no  shrinkage  when  the  market  fell  and  the  shares  of  the  fund 
would  remain  at  a  high  level,  whereas  other  securities  would  show  a  drastic 
decline.  It  is  fundamentally  true  that  people  sell  good  securities  to  protect  poor 
securities,  and  the  result  would  be  that  the  fund  would  be  liquidated,  and  a 
penalty  put  upon  the  foresight  and  acumen  of  the  management  for  having  ap- 
praised market  action.  Indeed,  with  a  fund  so  larse  it  would  take  several 
months  to  get  into  a  cash  position,  and  if  the  market  were  showing  a  steady 
rise  up  to  the  time  of  the  break,  as  it  did  substantially  In  1929.  the  competitors 
would  call  attention  to  the  fact  that  shares  of  this  particular  fund  were  not  in- 
creasing in  value  as  fast  as  the  shares  of  a  less  well  managed  fund  which  was 
not  getting  into  a  cash  position  in  anticipation  of  the  market  break.  This  again 
would  cause  liquidations.     In  event  sincere  management  believed  that  a  break 


1°"  Massachusetts  Investors  Trust,  Incorporated  Investors,  and  State  Street  Investment 
Corporation.     (Pt.  One  [House  Doc.  No,  707,  75th  Cong.],  Ch,  III,  pp.  101-5,) 

!«'  Op,  cit,  supra,  note  84,  at  2550-2, 

108  Memorandum  submitted  to  the  Commission  by  Ross  Beason,  dated  June  20.  1937.  In 
connection  with  the  Maryland  Funds,  Inc,  and  Quarterly  Income  Shares,  Inc, 
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was  imminent  and  got  into  a  cash  position  and  tlie  break  did  not  materialize, 
the  competitors  would  use  this  as  an  argument  to  get  out  of  that  particular  fund 
because  they  had  not  called  the  turn. 

Any  way  you  looli  at  it  the  management  of  funds  with  liquidating  clauses  are 
more  or  less  forced  to  follow  one  another  like  sheep  instead  of  giving  the  best 
operation  which  their  studies  or  efforts  may  suggest. 

Distributors  of  investment  trust  and  investment  company  shares 
attempted  to  broaden  selling  appeal  by  forming  a  series  of  open-end 
investment  companies.  For  example,  Calvin  Bullock  organized  a 
series  of  open-end  investment  companies,  each  of  which  companies 
had  a  different  investment  policy  and  theoretically  had  a  different 
sales  appeal.  Bullock  Fund,  Ltd.,  organized  January  26,  1932,^°^ 
possessed  a  portfolio  consisting  of  a  diversified  list  of  bonds,  pre- 
ferred and  common  stocks,  providing  what  was  described  as  a 
^'balanced,  diversified  program."  "°  Next  to  be  formed,  on  June  8, 
1932,  was  Nation -Wide  Securities  Company  (a  Maryland  Corpora- 
tion) which  acquired  a  diversified  "approved"  list  of  common  stocks  ^^^ 
for  those  investors  who  were  primarily  interested  in  investing  or 
speculating  in  common  stocks.  The  emphasis  was  placed  upon  possi- 
ble profits  through  capital  gains  from  appreciation  of  the  common 
stocks  held.  On  the  same  date,  United  States  Electric  Light  &  Power 
Shares,  Inc.  (a  Maryland  Corporation)  was  formed  to  invest  in  a 
selected  list  of  utility  stocks.^^-  Dividend  Shares,  Inc.,  was  incorpo- 
rated on  July  23,  1932  (originally  as  America,  Inc.,^^^)  primarily  to 
invest  in  securities  producing  dividends  which  the  investment  com- 
pany undertook  to  pay  out  to  shareholders  (less  expenses)  as  re- 
ceived.^^*  Finally,  on  November  16, 1932,  Canadian  Investment  Fund, 
Ltd.,  was  created  under  the  laws  of  the  Dominion  of  Canada,^^^  and 
this  company  confined  its  portfolio  almost  exclusively  to  the  issues  of 
Canadian  enterprises  and  to  American  companies  doing  business  in 
Canada.^^'' 

Although  these  investment  policies  themselves  were  ostensibly  cre- 
ated to  serve  a  variety  of  investors'  needs,  a  relaxation  of  certain  of 
the  restrictive  provisions  and  practices  may  be  observed.  On  July 
31,  1934,  Dividend  Shares,  Inc.,  abandoned  its  "approved"  list  for 
the  less  restrictive  charter  regulation  of  a  5%  limit  upon  the  assets 
to  be  invested  in  the  security  issues  of  any  one  company.^^'^  United 
States  Electric  Light  &  Power  Shares,  Inc.  (a  Maryland  Corpora- 
tion) never  possessed  more  than  $500,000  of  assets  ^^®  and  the  bulk  of 
these  funds  tended  to  resemble  the  typical  open-end  investment  com- 


^'>'' Reply  to  the  Commission's  questionnaire  for  Bullock  Fund,  Ltd.  (original  company), 
Pt.  I   (Item  l-d). 

i"Id.,  Pt.  I  (Exhibits  9-1  and  9-2). 

Ill  Reply  to  tlie  Commission's  questionnaire  for  Nation- Wide  Securities  Company  (a 
Maryland  Corporation),  Pt.  I   (Item  l-d  and  Exhibit  9-7). 

M^2  Summary  statement  supplied  the  Commission  for  United  States  Electric  Light  & 
Power   Shares,  Inc.    (a  Maryland   Corporation). 

"3  Op.  cit.  supra,  note  3,  Pt.  I   (Item  l-d,  g). 

"*Id.    (Exhibits  3-a  and  9-1)   and  Public  Examination,  Dividend  Shares,  Inc.,  at  4157. 

1"  Reply  to  the  Commission's  questionnaire  for  Canadian  Investment  Fund,  Ltd.,  Pt.  I, 
(Item  l-d,  e). 

"«Id.    (Exhibits  9-1  and  9-2). 

"■'Op.  cit.  supra,  note  3.  Pt.  IV   (Item  18-f). 

"8  Op.   cit.   supra,   note   54,   at  4127-8. 
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pany  portfolio.  Hugh  Bullock,  vice  president  of  Calvin  Bullock, 
admitted  this  trend  toward  uniformity  when  he  testified :  "^ 

Q.  Today  don't  yon  treat  all  your  trusts  as  part  of  your  evolution,  that  is, 
treating  all  these  trusts  as  a  single  unit? 

A.  We  are  endeavoring  to.  We  are  trying  constantly  to  orient  the  various 
portfolios  so  far  as  their  charters  or  policies  will  permit,  towards  what  we  call 
our  "controlled"  portfolio,  which  we  are  endeavoring  to  adjust  all  the  time.  Our 
so-called  "controlled"  portfolio  represents  what  we  believe  at  any  given  time  an 
ideal  weighing  of  an  investor's  funds. 

3.  EFFECTS  OF  KELATIONSHIP  OF  DISTKIBUTOKS  AND 
DEALERS  ON  OPEN-END  INVESTMENT  COMPANIES 

a.  The  Influential  Position  of  the  Principal  Distributor 

As  a  general  rule,  open-end  investment  companies  did  not  distribute 
their  shares  directly.  They  sold  them  either  to  or  through  the  agency 
of  a  corporation,  partnership,  or  other  form  of  business  organization, 
which  had  the  exclusive  distribution  rights.  This  organization  or 
individual  is  referred  to  in  the  following  discussion  as  the  "principal 
distributor."  ^^°  The  names  of  the  principal  distributors  of  39  open- 
end  investment  companies,  as  of  December  31,  1935,  are  indicated  in 
Table  9. 

The  majority  of  open-end  management  investment  companies  were 
sponsored  by  persons  closely  connected  with  the  subsequent  distribu- 
tion of  their  securities,^^^  and  practically  all  of  these  companies  were 
managed  by  these  same  persons.  The  contracts  between  these  parties 
with  respect  to  distribution  generally  reflected  this  close  relationship 
in  their  operation,  if  not  in  their  text. 

The  essential  feature  of  a  typical  contract  is  that  it  gave  the  dis- 
tributor the  right  to  the  exclusive  distribution  of  the  investment  com- 
pany's securities  but  did  not  require  any  firm  commitment  on  the  dis- 
tributor's part.  In  other  words,  the  principal  distributor  ordinarily 
had  an  agency  contract  with  the  investment  company  and  distributed 
the  shares  as  agent  for  the  investment  company  for  a  specified  com- 
mission equal  to  the  amount  of  the  load. 

Contracts  sometimes  specified,  however,  that  the  distributor,  acting 
as  principal,  could  buy  the  shares  for  its  own  account  from  the  invest- 
ment company.  Where  the  distributor  could  act  as  principal,  the 
opportnnities  of  trading  in  the  trust  shares  against  the  interest  of  the 
fimd  were  increased. ^-^ 

An  analysis  of  the  sale  of  $440,000,000  of  the  security  issues  of  39 
open-end  investment  companies  during  the  1927-1935  period  indi- 
cates that  70%  were  effected  by  the  distributors  as  agents  for  these 
investment  companies  while  only  30%  were  effected  by  them  as  prin- 
cipals.    However,  a  growing  tendency  has  existed  during  the  more 


"i'ld.,  at  4229-30. 

^™  For  a   discussion   of  the  mecbanics   of  selling  the   secui-ities   of  open-end   investment 
companies,  see  Pt.  Two  (House  Doc.  No.  70.  76th  Cong.),  Ch.  Ill,  pp.  214-16. 
1=1  See  supra,  p.  803. 
122  See  infra,  p.  863. 
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Table  9. — The  principal  distribiitor.'i  of  open-end  investment  companies,   as  of 
Dec.  31,  1935 


Name  of  investment  company 

Name  of  principal  distributor 

Administered  Fund  Second,  Inc__ .__. 

Corporate  Administration,  Inc. 

Do. 

American  General  Equities,  Inc 

American  General  Distributors  Inc 

Bullock  Fund,  Ltd 

Canadian  Investment  Fund,  Ltd 

Do. 

Commonwealth  Investment  Co 

North  American  Securities  Co. 

Dividend  Shares,  Inc        

Calvin  Bullock. 

Eaton  &  Howard  Management  Fund  A-l,__„ 

Eaton  &  Howard,  Inc. '' 

Eaton  &  Howard  Management  Fund  B 

Do." 

Eaton  &  Howard  Management  Fund  F 

Do." 

Equity  Fund,  Inc 

Drumheller,  Ehrlichman  &  White. 

Fidelity  Fund,  Inc 

Jackson  &  Curtis. 

First  Investment  Counsel  Corp 

Scudder,  Stevens  &  Clark." 

J  Fundamental  Group  Corp." 
iMackubin,  Legg  &  Co. 

General  Capital  Corp 

Tucker  Anthony  &  Co 

Group  Securities,  Inc 

Distributors  Group,  Inc. 

Income  Foundation  Fund,  Inc 

Income  Foundation,  Inc. 

Investors  Management  Corp. 
Do. 

Investors  Fund  C,  Inc 

Do. 

Investors  Fund  of  America,  Inc 

United  Sponsors,  Inc. 

Loomis  Sayles  Second  Fund,  Inc 

Loomis  Sayles." 

Nationwide  Securities  Co 

Calvin  Bullock. 

Premier  Shares,  Inc 

Boenning  &  Co." 

Quarterly  Income  Shares,  Inc. 

Maryland  Sponsors. 

R  B   C   Fund,  Inc 

Russell  Berg  &  Cummings  " 

Selected  American  Shares,  Inc 

Selected  Investments  Co. 

Spencer  Trask  Fund,  Inc 

Spencer  Trask  &  Co. 

Supervised  Shares,  Inc 

Massachusetts  Distributors. 

Third  Investment  Counsel  Corp 

Scudder,  Stevens  &  Clark." 

United  Gold  Equities  of  Canada,  Ltd 

Johnston  &  Ward.-^ 

Wellington  Fund,  Inc 

W.  L.  Morgan  &  Co.- 

»  The  principal  distributor,  if  any,  at  Dec.  31,  1935,  is  not  definitely  known.  The  firm  indicated  was  at 
one  time  principal  distributor. 

"  This  trust  was  sponsored  and  managed  by  the  investment  counsel  firm  indicated.  This  firm  also  acted 
as  agent  in  the  distribution  of  the  shares,  but  is  not  comparable  to  other  distributors. 

<=  Mackubin,  Legg  &  Co.  was  apparently  the  active  distributor  at  Dec.  31,  1935. 

<*  Technically,  the  principal  distributor  was  Stanley  Johnston,  as  an  individual,  and  not  his  firm,  Johnston 
&  Ward. 


recent  years  for  distributors  to  act  as  principals."^  This  tendency 
towards  the  principal  rather  than  agency  relationship  wnth  the  invest- 
ment company  has  been  attributed  by  members  of  the  industry  pri- 
marily to  two  factors :  First,  the  fear  that  an  underwriter's  liability 
under  the  Securities  Act  of  1933  may  be  imposed  upon  the  dealers 


^^  Compiled  from  the  replies  to  the  Commission's  quesl;ionnaire  for  39  open  end  manage- 
ment investment  companies,  Pt.  IV.  None  of  these  figures  include  sales  made  of  shares 
reacquired  by  dta'.ers  and  distributors  which  were  not  turned  back  to  the  investment  com- 
panies. In  the  year  1935,  61.5%  of  the  $81,373,000  of  open-end  investment  company 
shares  distributed  were  sold  to  the  distributor  as  principal.     (Ibid.) 
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Avhen  the  principal  distributor  acts  only  as  agent  and,  second,  the  pos- 
sible liabilities  wliich  may  be  imposed  upon  the  investment  companies 
as  principal  by  virtue  of  misrepresentation  which  may  be  made  by 
the  principal  distributor,  as  agent,  in  connection  with  the  sale  of  the 
shares. 

The  personal  relationship  between  the  principal  distributor,  the 
sponsor,  and  the  manager  of  an  open-end  investment  company  as  well 
as  the  contractual  relationship  between  the  principal  distributor  and 
the  investment  company  are  illustrated  by  the  Calvin  Bullock  group. 
Calvin  Bullock,  a  New  York  joint  stock  association,  sponsored  five 
open-end  management  investment  companies  during  the  one  year  of 
3932.^-*  The  original  officers  of  these  companies,  who  were  also  mem- 
bers or  employees  of  Calvin  Bullock,  appointed  that  joint  stock  asso- 
ciation as  the  principal  distributor  for  each  company.  In  addition, 
each  of  these  open-end  investment  companies  entered  into  a  man- 
agement contract  with  Calvin  Bullock.^-°  This  identity  of  parties 
and  personnel  assured  the  continuance  of  the  distribution  and  man- 
agement contracts  for  Calvin  Bullock  as  Avell  as  control  over  these 
various  investment  companies  without  the  necessity  for  any  stock 
ownership  in  these  companies. 

This  contractual  relationship  between  the  principal  distributor  and 
the  open-end  investment  company  is  typified  by  the  distribution  con- 
tract between  Calvin  Bullock  and  Dividend  Shares,  Inc.,  dated  July 
30.  1932.^-^  This  contract,  among  other  things,  required  Calvin  Bul- 
lock to  purchase  6,900  shares  for  $7,100  and  appointed  that  joint  stock 
association  as  the  exclusive  selling  agent  for  10  years  and  5  months 
and  thereafter  from  year  to  year  until  terminated  upon  12  months' 
notice.  The  contract  established  a  retail  price  for  shares  approxi- 
mately equivalent  to  asset  value  plus  a  selling  load  of  91/2%  of  such 
value;  required  the  underwriting  of  all  sales  by  Calvin  Bullock  and 
the  payment  of  cash  at  or  prior  to  the  time  of  delivery  of  shares;  and 
provided  for  the  issuance  of  current  information  concerning  the  in- 
vestment company  for  the  use  of  the  distributor.  Further,  the  con- 
tract gave  Calvin  Bullock  the  right  to  trade  as  principal,  as  follows :  ^^'^ 

It  is  also  understood  that  you  shall  at  all  times  be  free  to  purchase  shares  for 
your  own  account  upon  the  same  terms  as  have  been  specified  above  for  your 
accounting  to  us  with  respect  to  shares  sold  for  our  account ;  and  also  that  you 
may  at  all  times  freely  trade  in  our  shares  for  your  own  account. 

Calvin  Bullock  has  acted  in  the  capacity  of  principal  in  connection 
with  the  distribution  of  the  shares  of  all  Bullock  open-end  companies 
since  1933.^^®     The  reason  asserted  for  the  change  from  its  former 


^-*  See  supra,  p.  822. 

^^At  December  31,  1936,  all  of  the  principal  officers  and  directors  of  Nation- Wide  Secu- 
rities Company.  United  States  Electric  Light  <&  Power  Shares,  Inc..  and  Dividend  Shares, 
Inc.,  were  also  directors  and  officers  of  Calvin  Bullock  (a  New  York  joint  stock  associa- 
tion). All  of  the  principal  officers  and  3  of  the  7  directors  of  Bullock  Fund,  Ltd.,  were 
also  officers  and  directors  of  Calvin  Bullock.  Two  of  the  6  principal  officers  and  3  of  the 
10  directors  of  Canadian  Investment  Fund,  Ltd.,  were  also  officers  and  directors  of  Calvin 
Bullock.  (Derived  from  supplementary  information  supplied  the  Commission  for  Bullock 
Fund,  Ltd.) 

i=«0p.  cit.  supra,  note  3,  Pt.  I    (Exhibit  6-1). 

^  Ibid. 

^-8  Derived  from  supplementary  information  supplied  the  Commission  for  Calvin  Bullock 
Trusts. 
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agency  position  to  a  principal  status  was  an  endeavor  to  make  certain 
that  the  dealers  would  not  be  considered  principals  in  any  transaction 
with  the  investment  companies  and,  therefore,  "underwriters"  under 
the  Securities  Act  of  1933.^29 

The  greater  part  of  the  repurchases  made  by  open-end  investment 
companies  was  also  made  through  the  distributor  as  agent  in  the  1927- 
1935  period.  Of  a  total  of  $112,047,000  of  repurchases  reported  dur- 
ing this  9-year  period,  approximately  80%  was  made  in  this  manner 
and  20%  was  repurchased  from  the  distributor  with  the  latter  acting 
as  a  principal  in  the  transaction."*^  However,  the  figures  for  repur- 
chases here  summarized  represent  only  those  repurchases  made  by  the 
investment  companies  themselves  and  do  not  include  the  turnover  of 
shares  upon  the  markets  maintained  independently  by  principal  dis- 
tributors and  dealers,  which  were  not  reported. 

b.  The  Dependence  Upon  the  Dealer 

Certain  aspects  in  connection  with  the  distribution  of  the  shares 
of  open-end  management  investment  companies  make  this  type  of 
securities  business  attractive  from  the  point  of  view  of  the  dealer. 
These  aspects  are:  the  distribution  of  open-end  investment  company 
shares  constitutes  a  continuing  business;  the  dealers'  spread  or  com- 
mission is  at  least  as  high  as  on  other  types  of  securities ;  "^  neither 
minimum  nor  firm  commitments  are  required ;  repurchase  penalties  on 
the  placement  of  shares  are  not  levied ;  substantial  inventory  position 
in  the  shares  is  not  necessary;  little  or  no  capital  is  required;  and, 
finally,  dealers  are  substantially  free  from  effective  regulation  or  con- 
trol by  the  investment  companies  and  their  principal  distributors. 

The  existence  of  the  open-end  investment  company  depends  upon  the 
sale  of  its  shares  in  a  highly  competitive  field  which  it  usually  accom- 
plishes through  a  large  nation-wide  dealers'  organization.  Calvin 
Bullock  had  a  total  of  about  2,000  dealer  outlets  over  the  country  of 
which  700  or  800  have  been  active  at  a  given  time.^^^  Similarly,  Mas- 
sachusetts Investors  Trust  had  500  or  600  dealers  operating  on  a 
nation-wide  basis,^^^  while  Incorporated  Investors  had  300  or  more 
dealers  on  the  books  of  whom  60  or  70  were  active."*  Since  almost  all 
dealers  handled  or  had  the  opportunity  to  handle  the  shares  of  two  or 
more  competing  open-end  investment  companies  at  the  same  time,  the 
maintenance  of  dealer  good  will  by  the  principal  distributor  and  the 
investment  company  became  of  paramount  importance. 

This  dependence  upon  the  dealer  has  found  expression  in  many 
phases  of  open-end  investment  company  activities.  As  has  been  indi- 
cated, competition  among  open-end  investment  companies  has  pre- 
vented the  reduction  of  loading  charges."^     Furthermore,  various 


i=»  Ibid. 

130  Compiled  from  the  replies  to  the  Commission's  questionnaire  for  39  open-end  manage- 
ment investment  companies,  Pt.  IX.  Prior  to  the  last  quarter  of  1929,  repurchases  were 
reported  as  100%  upon  agency  basis;  thereafter,  repurchases  as  agent  ranged  from  67% 
to  82%.     (Ibid.) 

1^1  See  supra,  pp.  813  et  seq.,  and  infra,  pp.  847  et  seq. 

^Op.  cit.  supra,  note  54,  at  4199. 

^  Op.  cit.  supra,  note  63,  at  2490. 

i^'Op.  cit.  supra,  note  84,  at  2703. 

13=  See  supra,  p.  809. 


INVESTMENT    TRUSTS    AND    INVESTMENT    COMPANIES  827 

selling  practices,  as  hereafter  related/^*'  were  indulged  in,  sometimes 
with  the  active  support  of  the  investment  companies  involved.  In 
short,  any  device  or  practice  which  would  facilitate  the  task  of  the 
dealer  might  be  adopted  or  encouraged  by  open-end  investment  com- 
panies in  order  to  assure  the  continued  sale  of  their  securities. 

Dealer  influence  with  respect  to  the  formation  of  new  trusts  was 
described  by  John  S.  Myers,  chairman  of  the  board  of  directors  of 
Distributors  Group,  Incorporated,  as  follows :  ^^^ 

Q.  But  that  is  not — is  that  sufficient  reason  to — for  you,  as  a  selling  organiza- 
tion, to  sell  a  trust? 

A.  Of  course.  We  would  give  the  dealer  anything  that  he  asked  for,  that  we 
felt  was  sound. 

Q.  So  that  I  suppose  that  you  have  your  ear  to  the  ground  all  of  the  time, 
in  contacts  with  dealers,  to  know  what  they  think  that  they  can  sell,  and  then 
if  you  think  that  is  a  proper  vehicle,  then  you  make  it  up  and  send  it  out. 

A.  And  if  we  think  that  it  is  likely  to  be  a  successful  venture  on  our  part, 
of  course. 

This  influence  of  the  dealer  was  also  recognized  by  Cedric  H. 
Smith,  vice  president  of  The  Maryland  Fund,  Inc.  and  Quarterly 
Income  Shares,  Inc.  organized  by  the  Ross  Beason  and  Company 
group  as  two  open-end  management  investment  companies :  ^^^ 

Q.  Is  it  true  that  in  your  judgment  the  public  reacts  better,  that  is,  buys  more 
trust  shares,  if  you  instead  of  selling  the  same  trust  over  a  period  of  time  you 
bring  out  a  new  trust  with  a  different  name? 

A.  It  is  not  so  much  a  question  of  public  reaction  as  it  is  the  fact  that  the 
dealer  organization  which  comprises  a  large  number  of  individual  salesmen 
gradually  wear  themselves  out  and  get  tired  of  constantly  selling  exactly  the 
same  product.  That  is  true  not  only  in  the  securities  business,  but  it  is  a  gen- 
eral truth  that  applies  to  practically  all  types  of  merchandising. 

Q.  Tou  mean  that  in  order  to  keep  the  public  interested  in  your  product 
you  have  to  change  at  least  the  superficial  appearance  of  your  product  from 
year  to  year  in  order  to  keep  not  only  the  public,  but  your  own  retail  sales 
force  interested? 

A.  It  is  primarily  a  matter  of  keeping  your  retail  sales  force  interested,  be- 
cause regardless  of  the  public's  attitude,  the  public  will  not  buy  securities, 
or  buy  any  product,  for  that  matter,  unless  some  salesman  calls  it  to  their 
attention. 

Similarly,  the  use  of  the  preferential  bid  on  exchanges  of  trust 
shares  by  Nation-Wide  Securities  Compan}^  was  apparently  inspired 
by  dealers.     Hugh  Bullock  testified :  ^"^ 

Q.  *  *  *  what. led  up  to  putting  that  provision  in  the  charter  and  sub- 
mitting it  to  the  stockholders? 

A.  Perhaps  the  best  answer  is  that  it  was  the  fashion  of  the  day.  Our 
dealers,  seeing  that  comparable  provisions  in  certain  other  investment  trusts, 
asked  us  to  incorporate  it,  and  when  a  sufficient  number  had  requested  us  to 


^='5  See  infra,  pp.  829  et  seq. 

"^  Public  Examination,  Distributors  Group,  Incorporated,  at  10317.  Distributors  Group, 
Incorporated,  was  a  sponsor  of  Group  Securities,  Inc.,  an  open-end  investment  company,  as 
well  as  depositor  for  several  fixed  trusts. 

^  Public  Examination,  Ross  Beason  and  Company  Group,  at  11399. 

^3  Op.  cit.  supra,  note  54,  at  4170-1. 

153373— 41— pt.  3 4 
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take  that  action,  we  did  so,  because  certainly  it  was  not  to  the  disadvantage  of 
Nation- Wide  itself,  in  fact,  slightly  to  its  advantage. 

Q.  What  I  am  getting  at,  weren't  you  really  forced  to  adopt  this  by  your 
dealers  in  order  to  sell  these  shares? 

A.  I  wouldn't  put  it  that  way. 

Q.  But  wasn't  very  strong  pressure  brought  upon  you  to  adopt  this  set-up? 

A.  The  correct  answer,  in  my  opinion,  would  be  "yes." 

Q.  Isn't  that  another  indication  of  the  dictation  by  the  dealer? 

A.  You  are  referring  to  his  major  dictation  of  what  he  demands  for  selling 
securities  ? 

Q.  Yes. 

A.  That  is  the  major  one. 

The  dependence  of  open-end  investment  companies  upon  numerous 
dealers  for  the  distribution  of  their  shares  usually  discouraged  any 
effort  to  supervise  or  restrict  the  dealers'  trading  activities.  The  re- 
lationship between  Calvin  Bullock  and  its  dealers  was  stated  in  the 
prospectus  of  Dividend  Shares,  Inc.,  dated  July  23,  1938 : "° 

Calvin  Bullock  has  no  agreements  with  dealers  requiring  them  to  purchase 
shares  only  against  their  customers'  orders,  or  prohibiting  dealers  from  pur- 
chasing shares  for  inventory  purposes  or  from  selling  short.  Neither  the  com- 
pany nor  Calvin  Bullock  knows  the  extent  to  which  the  latter  practices  are 
engaged  in  by  dealers  or  the  amounts  of  profits,  if  any,  made  or  to  be  made 
as  a  result  of  such  practices. 

On  the  other  hand,  National  Investors  Corporation  sought  to  pro- 
hibit its  principal  distributor  and  dealers  from  buying  its  shares 
for  their  own  accounts  and  written  agreements  were  entered  into  be- 
tween the  distributor  and  the  dealers  which  required  that  all  orders 
should  be  bona  fide  customers'  orders.^" 

Mahlon  Q.  Traylor,  president  of  Massachusetts  Distributors,  Inc., 
stated  that  some  effort  was  made  to  be  selective  in  the  appointment  of 
dealers  for  the  sale  of  the  shares  of  Massachusetts  Investors  Trust 
and  Supervised  Shares,  Inc. :  ^*- 

Q.  Do  you  have  any  trouble  at  all  with  dealers  misrepresenting  the  shares? 
Have  you  heard  of  instances  of  that? 

A.  If  they  have  I  know  nothing  about  it.  I  would  add  this  further  word, 
that  both  in  New  York  and  in  Boston  we  have  tried  to  be  very  careful  in  the 
selection  of  dealers  who  sell  these  shares,  because  it  makes  for  a  healthier 
situation.  As  I  say,  we  want  them  sold  right  and  to  the  right  people.  Our 
whole  stock  in  trade  as  a  sales  organization  is  the  goodwill  of  the  people  we 
spent  years  in  cultivating,  and  we  must  do  everything  within  our  power  to 
protect  that  goodwill.  And  I  believe  that  in  the  selection  of  our  dealers  we 
have  been  careful  enough,  although  we  don't  know  what  all  of  the  salesmen  who 
sold  Massachusetts  Investors  Trust  Shares  might  say  I  believe  that  on  the 
whole  Massachusetts  Investors  Trust  [shares]  have  been  sold  on  a  pretty  sound 
basis. 

The  amount  of  care  which  the  distributor  could  exercise  in  the 
selection  of  500  to  600  dealers  was  necessarily  limited. 

1'"  Registration  Statement,  1933  Act,  Dividend  Shares,  Inc.,  File  No.  2-3588-1, 

"1  Op.  cit.  supra,  note  102. 

"^  Op.  oil:,  supra,  note  63,  at  2507. 
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4.  SELLING  PRACTICES 

Open-end  investment  companies  developed  along  with  other  spe- 
cial types  of  investment  companies — fixed  and  semifixed  investment 
trusts,  installment  investment  plans,  and  companies  issuing  face 
amount  installment  certificates — to  which  sponsors  turned  after  the 
market  break  in  the  fall  of  1929."^  Shares  of  these  types  of  com- 
panies were  sold  on  a  door-to-door  basis  and  a  number  of  selling 
practices  were  common  to  all  types.  Sales  campaigns  were  conducted 
vigorous^,  and  dealers,  distributors,  and  sponsors  employed  almost 
every  merchandising  device  in  their  selling  efforts.^^*  New  models 
of  open-end  investment  companies  under  common  sponsorship  and 
management  were  periodically  formed;  offers  were  made  to  trade 
open-end  investment-company  shares  for  shares  of  other  invest- 
ment companies ;  installment  selling  and  stock  dividend  devices  were 
employed  to  increase  selling  appeal;  leverage  was  added  to  the  cap- 
ital structures  through  the  issuance  of  senior  securities  and  the  pyra- 
miding of  open-end  investment  companies;  and  concentrated  adver- 
tising methods,  including  radio  programs,  selling  literature,  and  ex- 
tensive spreads  in  newspapers  and  periodicals  were  employed  to  keep 
the  names  of  these  companies  constantly  before  the  public. 

a.  Organization  of  Groups  of  Open-End  Investment  Companies 

Some  sponsors  organized  groups  of  different  types  of  investment 
trusts  or  investment  companies.  Thus,  Calvin  Bullock  initiated  a 
series  of  fixed  and  semifixed  investment  trusts,  management  invest- 
ment companies  without  open-end  provisions,  and  management  in- 
vestment companies  with  open-end  provisions  concurrently  with 
changing  economic  conditions  and  investors'  receptivity.  Ross 
Beason  and  Co.,  Inc.,  followed  the  same  cycle.  Both  these  sponsors 
made  exchange  offers  to  their  fixed  trust  shareholders  for  the  shares 
of  newly  organized  open-end  investment  companies."^ 

The  open-end  investment  companies  formed  by  Calvin  Bullock 
were  individually  styled  to  provide  specialized  types  of  investment 
vehicles  so  as  more  completely  to  reach  all  sections  of  the  investing 
public."^  On  the  other  hand,  the  two  open-end  investment  com- 
panies of  the  Ross  Beason  group.  Quarterly  Income  Shares,  Inc.,  and 
The  Maryland  Fund,  Inc.,  both  appealed  to  the  same  type  of  investor, 
but  their  successive  formation  provided  the  desired  psychological 
effect.^*^ 

Quarterly  Income  Shares,  Inc.,  organized  on  December  9,  1932,' ^^ 
as  a  restricted  management  open-end  investment  company,  offered 
its  shares  continuously  to  the  public  from  December  12,  1932,  through 
February  28,  1935."''  Although  by  the  latter  date  all  of  the  author- 
ized capital  stock  had  not  been  issued,  the  selling  period  was  termi- 

i«  For  a  further  discussion  see  Ch.  I  of  this  part  of  the  report,  pp.  4-5. 
^"  Open-end  investment  companies  sponsored  by  investment  counsel  usually  sold  their 
shares  directly  to  friends,  associates,  and  clients  of  the  sponsors.     See  also  supra,  p.  803. 
"=  See  Ch.  I  of  this  part  of  the  report,  pp.  26-31. 
""  Op.  cit.  supra,  note  54,  at  421.5-6. 

"■'Public  Examination,  Ross  Beason  and  Company  Group,  at  11396    11367 
"«Id.,  at  11322,  11324. 
""Id.,  at  11366. 
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natecl.  The  open-end  provision  for  the  repurchase  of  shares  con- 
tained in  the  charter  had  been  amended  as  of  August  23,  1934  to 
permit  its  termination  if  and  when  the  shares  should  be  listed  upon 
a  stock  exchange  in  a  city  of  2,000,000  or  more  population.^^°  Distri- 
bution was  discontinued  because  sales  resistance  on  the  part  of  in- 
vestors was  becoming  equal  to  sales  pressure.  Lawrence  H.  Schmidt, 
director  and  secretary -treasurer  of  Quarterly  Income  Shares,  Inc., 
testified  as  follows  with  respect  to  the  termination  of  the  selling 
period :  ^^^ 

Q.  You  did  not  sell  all  your  authorized  capital  stock,  did  you? 

A.  No ;  we  did  not. 

Q.  Why  did  you  stop  offering  to  the  public? 

A.  We  stopped  offering  to  the  public  when  we  did  because  we  wanted  to  dis- 
continue the  offer  before  the  market  was  saturated. 

*  *  *  *  *  *  ♦ 

Q.  Why  was  that? 

A.  Because  we  felt  it  would  be  much  more  desirable  to  conclude  the  selling 
period,  to  terminate  it  abruptly,  rather  than  to  let  it  continue  on  and  allow  the 
market  to  become  more  and  more  saturated. 

In  order  to  overcome  sales  resistance  and  increase  distribution,  a 
new  open-end  investment  company,  The  Maryland  Fund,  Inc.,  was 
formed  by  the  same  sponsors  on  June  22,  1934,  about  8  months  prior 
to  the  termination  of  the  offering  of  Quarterly  Income  Shares,  Inc. 
The  charter  of  this  company  also  permitted  the  termination  of  the 
open-end  provision  at  the  election  of  the  board  of  directors  after 
listing  upon  a  stock  exchange.^^^  Selling  activities  were  shifted  to 
The  Maryland  Fund,  Inc.,  after  August  1^  1934.^^3 

It  was  the  plan  of  the  sponsors  of  Quarterly  Income  Shares,  Inc. 
and  The  Maryland  Fund,  Inc.  to  continue  organizing  new  investment 
companies  until  the  aggregate  funds  of  these  companies  totaled 
$250,000,000.     Mr.  Schmidt  testified :  ^'"^ 

Q  *  *  *  gQ  ^jjg^^-  ^i^g  public  is  constantly  receiving  a  new  model  of  trust 
from  your  sponsors?     Is  that  correct? 

A.  Not  a  new  model,  necessarily.  It  may,  as  in  the  case  of  the  Maryland 
Fund,  be  substantially  similar.  Our  hope  is  over  a  period  of  time  to  build  up  a 
number  of  investment  trusts  similar  in  nature  to  Quarterly  Income  Shares, 
Incorporated,  and  Maryland  Fund,   Incorporated. 

Q.  I  see.  So  that  you  will  never  arrive  at  the  point  where  your  securities 
distribution  is  completed  and  you  are  engaged  totally  in  management?  Is  that 
correct? 

A.  We  expect  to  arrive  at  the  point  when  we  feel  that  the  total  amount  of  invest- 
ment funds  *  *  *  has  reached  the  point  beyond  which  supervision  might 
become  involved. 


1^  Reply  to  the  Commission's  auestionnaire  for  Quarterly  Income  Shares,  Inc.,  Pt.  I 
Open-end  provisions  were  reestablished  in  1936,  so  as  to  comply  with  the  provisions  of  the 
Revenue  Act  referring  to  mutual  investment  companies.  (Op.  cit.  supra,  note  147,  at 
11369-70.)      See  discussion,  supra,  p.  801. 

1=1  Op.  cit.  supra,  note  147,  at  11366. 

i"2  Reply  to  the  Commission's  questionnaire  for  Maryland  Fund,  Inc.,  Pt.  I. 

i^s  Op.  cit.  supra,  note  147,  at  11367. 

1^*  Id.,  at  11396-7. 
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Q.  I  see. 

A.  The  figure  we  have  tentatively  in  mind  as  a  stopping  point  is  approximately 
:$250,000,000. 

As  in  the  case  of  the  Calvin  Bullock  group/=^  Ross  Beason  and  asso- 
ciates initiated  exchange  offers  between  the  fixed  investment  trusts  and 
the  open-end  manag'ement  investment  companies  within  the  Ross 
Beason  and  Company  group.  Approximately  $15,000,000  of  the 
shares,  or  half  of  all  sales  of  stock  by  Quarterly  Income  Shares,  Inc., 
were  issued  by  exchanges  with  the  stockholders  of  the  other  invest- 
ment trusts  in  the  Ross  Beason  and  Company  group.^"*' 

Group  Securities,  Inc.,  a  unique  open-end  investment  company  of 
the  management  type,  was  incorporated  under  the  laws  of  Delaware 
■on  December  5,  1933,  and  commenced  business  on  January  12,  1934.^^'^ 
The  sponsors  of  this  investment  company  were  Fenner  &  Beane,  mem- 
bers of  the  New  York  Stock  Exchange,  and  Distributors  Group,  Inc., 
depositor-sponsor  of  a  series  of  fixed  trusts  known  as  North  American 
Trust  Shares.is^ 

The  distinguishing  feature  of  Group  Securities,  Inc.,  w^as  the  crea- 
tion of  various  classes  of  stock,  each  of  which  represented  an  equity  in  a 
separate  industry  or  type  of  underlying  security.  The  certificate  of 
incorporation  restricted  neither  the  character  nor  the  number  of  such 
classes  of  stock.  Originally  17  different  groups  of  industries  were 
provided.  With  the  addition  of  an  investment  company  group  on 
December  1,  1934,  the  different  industrial  groups  to  the  end  of  1935 
were  as  follows:  agriculture,  automobile,  aviation,  building,  chemical, 
distillery  and  brewery,  electrical  equipment,  food,  industrial  ma- 
chinery, investment  companies,  merchandising,  mining,  petroleum, 
railroad,  railroad  equipment,  steel,  tobacco,  and  utilities.^^^ 

The  investor  could  purchase  shares  representing  an  interest  in  the 
securities  of  any  one  industry  group  or  could  obtain  the  diversification 
he  desired  by  buying  varying  amounts  of  shares  in  the  different 
groups."°  Or,  the  investor  could  purchase  "ready-made"  diversifica- 
tion by  buying  shares  representing  an  interest  in  the  investment  com- 
pany group  which  consisted  of  a  diversified  list  of  investment 
companies  with  diversified  portfolios.^'^^  A  shareholder  in  one  group 
was  permitted  to  switch  to  another  group  at  a  reduced  load.^^^ 

The  basic  set-up  of  Group  Securities,  Inc.,  is  such  that  the  investor 
must  make  the  most  important  investment  decisions.     He  determines 


i»0p.  cit.  supra,  note  54,  at  4176,  4213. 

1^  Op.  cit.  supra,  note  147,  at  11-358. 

15'  Reply  to  the  Commission's  questionnaire  for  Group  Securities,  Inc.,  Pt.  I. 

1^  Id.,  Pts.  I  and  IV. 

159  Id.,  Pt.  V. 

160  Derived  from  supplementary  information  supplied  the  Commission  for  Group  Securi- 
ties, Inc. 

181  Ibid.  It  is  interesting  to  note  that  no  open-end  investment  companies  were  included 
in  this  investment  company  group  so  that  a  double  loading  charge  was  avoided.  Further, 
closed-end  companies  could  be  purchased  at  discounts  helow  asset  value.  Investors  in  this 
group,  however,  could  not  avoid  a  doubling  of  management  charges.     (Ibid.) 

183  Only  50%  of  the  normal  load  was  charged  on  a  switch.  Although  the  sponsors  denied 
that  the  1%  gross  profit  received  by  them  on  such  switches  offered  any  inducement  to 
trade  out  their  shareholders  from  one  group  to  another,  they  undoubtedly  stimulated  such 
switching  through  the  issuance  of  various  industry  analyses  from  time  to  time.  Switching 
was  still  profitable  for  dealers,  however.     (Ibid.) 
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the  particular  industries  in  which  to  invest,  the  amounts  to  be  invested 
in  those  industries,  ^yhether  to  shift  from  group  to  group  and  the 
extent  of  such  shifts.  The  management  merel}^  determines  the  com- 
panies to  be  inchided  in  the  industrial  groups.  The  investment  results 
in  great  measure  are  therefore  attributable  to  the  decisions  or  "man- 
agement" of  the  investor  rather  than  the  judgment  of  the  managers — 
judgment  which  the  investment  company  purports  to  provide.^*'^ 

b.  Use  of  Preferential  Bid  and  Load  Discounts 

The  preferential  bid  is  a  premium  offered  by  distributors  of  the 
shares  of  an  investment  trust  or  investment  company  or  by  the 
investment  trust  or  company  itself  for  the  shares  of  another  invest- 
ment trust  or  company  which  has  a  redemption  feature,  to  induce 
shareholders  to  switch  their  investments  to  the  offering  company. 
In  most  instances  the  offer  has  been  limited  to  other  investment  com- 
panies in  the  same  group  for  the  purpose  of  taking  old  investors  into 
the  new  vehicle,  or  to  prevent  the  loss  of  the  old  investor  to  the  group 
by  reason  of  outside  pressure  to  switch  his  investment.  Such  premi- 
ums were  in  some  cases  authorized  by  the  charters  of  the  investment 
companies. 

As  has  been  indicated,  dealers  induced  the  inclusion  of  provisions 
in  the  certificate  of  incorporation  of  Nation-Wide  Securities  Com- 
pany which  facilitated  preferential  bids  for  fixed  trust  shares  of  the 
Bullock  group .^"^^  In  further  explanation  of  the  use  of  the  prefer- 
ential bid  in  this  investment  company,  Hugh  Bullock  testified :  ^^^ 

Q  *  *  *  How  many  of  these  companies  would  j^ou  say  had  been  active 
in  trading  your  investors  out  of  your  shares? 

A.  I  would  say,  from'  experience,  probably  all  of  them. 

Q.  All  of  them? 

A.  Yes ;  I  won't  say  that  all  had  this  preferential  bid,  but  they  tried  to  get 
other  people's  clients,  obviously  the  way  the  security  business  is  done. 

Q.  Would  you  characterize  this  in  part  as  retaliatory? 

A.  No ;  in  no  fashion.  I  definitely  characterize  it  as  an  element  of  self- 
protection. 

The  economic  theory  upon  which  this  preferential  bid — an  offer  to 
purchase  the  shares  of  the  other  investment  company  at  3%  above 
the  redemption  or  asset  value  of  these  shares  or  in  other  words  a 
premium  of  3%  of  asset  value — could  be  made,  was  that  Nation-Wide 
Securities  Company,  by  presenting  for  redemption  the  shares  received 
upon  the  exchanges,  would  receive  underlying  securities  which  were 
identical  with  the  stocks  needed  for  its  own  portfolio  without  paying 
regular  brokerage  and  transfer  charges.^*'^  Nevertheless,  many  of  the 
investment  trust  or  investment  company  shares  received  from  the 


^<°  Under  a  contract  dated  December  6.  1933,  the  sponsor,  Distributors  Group,  Inc., 
agreed  to  provide  advisory,  research,  and  statistical  services  to  Group  Securities,  Inc.,  for 
an  annual  fee  of  %  of  1%  of  the  net  assets,  at  market,  of  the  investment  compan.y.  Dis- 
tributors Group,  Inc.,  simultaneously  made  a  management  contract  -with  Dean  Laugmuir, 
Inc.,  independent  investment  counsel,  covering  all  of  the  investment  companies  sponsored 
by  Distributors  Group,  Inc.     (Op.  cit.  supra,  note  157,  Pt.  I.) 

i<^See  supra,  p.  827. 

^^  Op.  cit.  supra,  note  54,  at  4177-8. 

i««  Id.,  at  4170-2. 
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operation  of  the  preferential  bid  were  resold  on  the  market.  Thus, 
where  complete  units  of  fixed  trust  shares  could  not  be  assembled  to 
be  redeemed,  such  trust  shares  were  regarded  as  temporary  invest- 
ments and  subsequently  disposed  of  .^*^^ 

This  policy  of  acquiring  trust  shares  as  temporary  investments 
raised  objections  from  the  state  security  commissions  of  Kansas, 
North  Carolina,  Ohio,  and  Wisconsin.^^^  The  objectionable  features 
included  the  possible  temporary  investment  in  securities  of  issuers  not 
contained  in  the  charter  list  of  approved  underlying  companies,  and 
the  gross  commission  of  9^/2%  upon  the  liquidating  value  of  the  new 
shares,  which  the  principal  distributor  could  charge  for  consum- 
mating the  switch.^**^  The  practice  of  making  temporary  invest- 
ments was  discontinued  in  1934  in  compliance  with  the  provision  of 
the  Investment  Bankers'  Code  prohibiting  rebates  in  price.^'^° 

Lawrence  Schmidt,  director  and  secretary-treasurer  of  Quarterly 
Income  Shares,  Inc.,  of  the  Eoss  Beason  and  Company  group,  which 
also  employed  the  preferential  bid,  explained  the  theory  as  follows :  ^'^ 

A.  At  that  time  a  great  many  fixed  trust  shareholders,  because  they  wanted 
a  more  flexible  investment  vehicle,  were  selling  their  shares  and  reinvesting  the 
proceeds  in  stocks  of  management  or  restricted  management  companies.  That 
process  involved  the  payment  by  that  shareholder  of  stock  exchange  commissions 
on  the  stocks  included  in  his  fixed  trust  shares  and  involved  the  payment 
indirectly  of  stock  exchange  commissions  involved  in  the  purchase  of  many  of 
those  same  stocks  by  the  limited  management  company  after  he  became  a 
shareholder.     Do  you  follow  that?     I  might  clarify  that  with  an  example. 

We  will  assume  that  a  fixed  trust  shareholder  had  an  interest  in  a  portfolio 
containing  the  stock  of  American  Telephone  &  Telegraph  Company.  If  he  sold 
his  shares,  liquidated  them  through  the  trustee,  he  had  deducted  from  his  pro- 
ceeds the  cost  of  the  odd-lot  brokerage  and  stock  exchange  commissions  involved 
in  the  sale  of  American  Telephone  &  Telegraph  stock.  If  he  then  took  the 
proceeds  of  the  sale  of  his  shares  and  used  those  proceeds  to  purchase  stock 
in  the  limited  management  company,  the  limited  management  company,  in 
turn,  would  most  likely  also  have  American  Telephone  &  Telegraph  stock  in  its 
portfolio  and  would  then  use  the  investment  proceeds  of  the  sale  of  its  own 
shares  to  the  investor  to  purchase  the  American  Telephone  &  Telegraph  stock 
and  again  pay  a  buying  commission  so  that  the  investor  was  definitely  subjected 
to,  you  might  call  it,  economic  waste  involved  in  two-way  commissions. 

Under  the  terms  of  the  charter  provision,  which  I  have  just  described,  it  was 
possible  for  Quarterly  Income  Shares,  Inc.,  to  pay  the  investor  the  current  mar- 
ket price  of  American  Telephone  &  Telegraph  stock  and  the  buying  commis- 
sions, an  amount  equal  to  the  buying  commission  which  it  would  have  to  pay 
anyway  for  the  purchase  of  shares  on  the  exchange,  so  that  the  shareholder 
not  only  saved  those  selling  commissions  but  he  also  saved  the  buying  commis- 
sions. 

Q.  Now,  when  you  made  an  exchange  offer  to  holders  of  your  own  fixed  trust 
shares,  to  get  any  Quarterly  Income  Shares,  j^our  allowance  was  a  part  of  or 


i«^  Id.,  at  4171. 

193  Reply  to  tlie  Commission's  questionnaire  foi-  Nation-Wide  Securities  Company    Pt    IV 
(Item  32). 
i«3  Ibid.,  and  op.  cit.  supra,  note  54,  Commission's  Exhibits  Nos.  408  and  409. 
""  Op.  cit.  supra,  note  54,  at  4179. 
I'^i  Op.  cit.  supra,  note  45,  at  11335-7. 
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all  the  saving  that  you  could  effect  through  that  process  you  just  described.    Is 
that  correct? 
A.  That  is  correct. 

This  policy  of  making  temporary  investments  in  tlie  trust  shares 
obtained  by  the  preferential  bids  also  created  "Blue  Sky"  law  diffi- 
culties for  Quarterly  Income  Shares,  Inc.  For  instance,  the  Securi- 
ties Commission  of  the  Corporation  Division  of  North  Carolina  issued 
an  Order  of  Declination  dated  April  21,  1933,  stating  that  it  appeared 
that  the  proceeds  from  the  sale  of  the  investment  company's  shares 
were  to  be  invested  temporarily  in  Corporate  Trust  Shares,  another 
investment  trust  sponsored  by  the  same  group  and  that  this  would 
result  in  pyramiding  one  investment  trust  upon  another.  Further 
the  Corporation  Commission  stated  that  the  load  of  Quarterly  Income 
Shares,  Inc.,  plus  the  load  of  Corporate  Trust  Shares  was  in  excess 
of  the  10%  maximum  load  allowed  by  law,  over  and  above  the  cost 
of  the  underlying  securities  on  the  stock  exchange.^'^ 

If  the  interest  of  the  individual  investor  might  be  threatened  by 
efforts  of  competing  investment  funds  to  trade  out  his  holdings,  the 
same  possibility  existed  in  perhaps  aggravated  form  where  special  in- 
ducements were  offered  for  switches  into  investment  companies  hav- 
ing a  common  sponsor. 

A  reduction  in  the  normal  loading  charge  was  sometimes  granted 
to  induce  increased  sales  of  open-end  investment  company  shares. 
Thus,  after  February  28,  1936,  the  distributor,  Calvin  Bullock,  was 
authorized  to  reduce  or  eliminate  the  sales  load  on  the  shares  of 
Dividend  Shares,  Inc.,  where  that  distributor  was  appointed  by  in- 
vestors to  act  as  their  agent  in  liquidating  holdings  of  securities  pos- 
sessing open-end  features  in  order  to  invest  the  proceeds  in  the  stock 
of  Dividend  Shares,  Inc.^^^  Another  method  used  to  increase  sales 
was  to  give  discounts  from  the  normal  load  on  large  orders.  State 
Street  Investment  Corporation  reserved  the  right  to  reduce  or  elim- 
inate the  load  on  all  sales  of  blocks  of  its  shares  of  $100,000  or  more,^'* 
and  Calvin  Bullock  could  reduce  or  eliminate  the  selling  commission 
on  shares  of  Bullock  Fund,  Ltd.,  in  sales  amounting  to  $25,000  or 
Qygj._i75  Axe-Houghton  Fund  A,  Inc.,  and  Axe-Houghton  Fund  B, 
Inc.,  organized  on  August  5,  1938,  under  the  sponsorship  of  E.  W. 
Axe  &  Co.,  Inc.,  investment  counsel,  established  a  sliding  scale  of 
loading  charges.  Thus,  the  first  $5,000  of  the  sale  price  of  an  in- 
dividual block  of  such  shares  carried  the  full  load  of  5%  of  the  asset 
value  while  increased  amounts  bore  successively  reduced  rates  to  only 
1/4%  on  sums  in  excess  of  $75,000."^  Similarly,  in  the  sale  of  the 
shares  of  Institutional  Securities,  Ltd.  discounts  from  the  commission 
of  7y2%  of  the  offering  price  were  originally  allowed  on  single  orders 
of  substantial  size,  of  1/9%  of  the  aggregate  retail  offering  price  on 
orders  from  $10,000  to  $22,499,  to  5%  on  all  orders  of  $250,000  or  over. 
Further  special  discounts  were  allowed  on  special  retail  sales  in- 
volving the  reinvesting  of  proceeds  of  sale  or  redemption  of  other* 
investment  shares.^'^*'^ 


^■^2  Reply  to  the  Commission's  questionnaire  for  Quarterly  Income  Shares,  Inc.,  Pt.  IV. 

1^3  Op.  cit.  supra,  note  3,  Pt.  IX. 

"*  Op.  cit.  supra,  note  46,  Pts.  I  and  IX. 

"=  Reply  to  the  Commission's  questionnaire  for  Bullock  Fund,  Ltd.   (new),  Pt.  IX. 

"8  Registration  Statements,  1933  Act,  Files  Nos.  2-3776-1  and  2-3777-1. 

i7oa  Registration  Statement,  1933  Act,  File  No.  2-2115. 
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c.  Reaching  the  Small  Investor 

Stock  split-ups,  stock  dividends,  and  installment  selling  were  used 
by  some  open-end  investment  companies  to  create  broader  appeal  for 
their  shares.  Stock  split-ups  ancl  stock  dividends  reduced  the  cost 
per  share  to  the  prospective  purchaser  and  so  broadened  the  potential 
market.^'''  Installment  selling,  by  allocating  the  cost  of  the  shares 
l^urchased  over  a  period  of  time,  increased  and  perhaps  over-extended 
the  purchasing  j)o\rer  of  the  investor. 

Hugh  Bullock  admitted  that  a  six-for-one  stock  split-up  in  the 
shares  of  Nation-Wide  Securities  Company  on  September  14,  1933, 
was  to  aid  sales  by  reducing  the  price  per  share.^"^  Similarly,  Incor- 
porated Investors  made  stock  distributions  of  100%  in  1928  and  50% 
in  1929  to  diminish  the  per  share  asset  value  and  consequently  the 
selling  price.^^^  William  A.  Parker,  president  of  this  investment 
company,  testified  in  this  regard :  ^*° 

Q.  That  is  another  factor  that  made  selling  easier,  because  it  reduced  the 
price  ? 

A.  Let  us  put  it  differently.  Let  us  say  where  the  trust  was  designed  for 
people  of  moderate  means  that  it  made  it  more  available  for  those  of  moderate 
means. 

Incorporated  Investors  also  made  periodic  5%  stock  distributions 
during  the  1927-1935  period  which  represented  a  division  of  capital 
rather  than  a  distribution  of  eaniings.^^^  A  prospectus  to  investors 
emphasized  this  "dividend"  policy  as  a  "convenient  way  by  which  the 
shareholder  who  needs  to  secure  a  larger  income  may  clo  so  by  selling 
a  stock  dividend."  ^^-  Thus,  these  distributions  served  to  spice  the 
low  yield  portfolio  of  Incorporated  Investors  and,  hence,  induced 
sales  by  giving  the  appearance  of  a  steady  income.^^^  Mr.  Parker 
testified  further  :  ^**  , 

Q.  So  that  your  yield  was  not  a  great  selling  point? 

A.  No ;  nor  has  it  ever  been. 

Q.  You  compensated  for  that  by  a  5  percent  stock  dividend  which,  if  I 
understand  it  rightly,  was  to  put  you  into  a  position  so  that  you  would  be  on  a 
comparable  basis  with  high-yield  stocks? 

A.  Well,  perhaps  that  is  a  reasona))le  way  to  put  it.  It  was  our  contention 
*  *  *  that  the  ordinary  individual,  let  us  say,  of  moderate  means,  for  whom 
these  mutual  companies  are  organized,  found  it  very  hard,  at  least  in  our 
opinion,  to  decide  what  securities  he  should  buy.  He  was  tempted  to  buy 
XYZ  Preferred  that  yielded  8  percent.  In  the  course  of  running  Incorporated 
Investors  we  felt  it  necessary  or  deemed  it  wise  to  buy  many  low  yield  securi- 
ties. At  the  same  time,  we  felt  that  this  is  the  proper  kind  of  security  in  the 
aggregate  in  its  diversified  form  that  the  person  of  moderate  means  should  buy. 
Feeling  that  he  would  not  be  willing  to  buy  securities  on  so  low  a  yield,  we 


1"'  Similarly,  dividends,  whether  in  cash  or  stock,  reduced  the  per  share  value  of  the 
stock  outstanding. 

1™  Op.  cit.  supra,  note  54,  at  4167. 

»«  Op.  cit.  supra,  note  84,  at  2596. 

ISO  Ibid. 

la  Id.,  at  2562-3. 

1*^2  Ibid,  and  Commission's  Exhibit  No.  291. 

183  Id.,  at  2562. 

>"=■•  Ibid. 
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offered  him  in  essence  a  return  of  capital  whicli  would  make  it  possible  for  him 
to  do  it. 

Q.  That  also  helped  your  selling  of  the  securities,  didn't  it? 

A.  Surely,  I  think. 

Q.  And  that  was  a  return  of  capital? 

A.  Yes ;  I  think  that  is  a  fair  statement. 

Q.  When  you  sent  out  those  dividends  of  5  percent  was  it  represented  to  the 
stockholders  at  the  time  you  sent  it  out  that  it  was  a  return  of  capital?  In 
none  of  the  material  I  see  here  do  I  understand  it  was. 

A.  I  do  not  think  that  was  as  clearly  labeled  as  I  should  label  it  today.  I 
do  not  think  there  is  any  auestion  about  that. 

These  stock  distributions  also  stimulated  trading  in  fractional  scrip 
Avhicli  shareholders  were  urged  to  purchase  in  order  to  round-out 
their  holdings.^^^ 

Installment  selling  of  the  shares  of  open-end  investment  companies 
assumed  a  variety  of  forms  and  accounted  for  a  limited  volume  of 
sales.  The  following  are  illustrative  of  some  of  the  set-ups  adopted  to 
market  the  shares  of  open-end  investment  companies  on  the  install- 
ment basis.^^^ 

In  1930  ten  investment  dealers  in  various  parts  of  the  country 
organized  and  operated  Parco  Plan  Clubs,  named  for  The  Parker 
Corporation,  principal  distributor  for  the  voting  trust  certificates  in 
the  shares  of  Incorporated  Investors.^^^  Participants  in  these  clubs 
made  optional  monthly  deposits  in  multiples  of  $10  which,  together 
with  dividend  accumulations,  were  used  to  purchase  shares  of  Incor- 
porated Investors  to  be  held  by  The  First  National  Bank  of  Boston. 
An  entrance  fee  of  $5  and  annual  maintenance  fees  of  $3  were  charged 
each  participant  by  the  local  dealer  managing  the  club.  No  sub- 
stantial volume  of  sales  was  expected  by  this  means  ^®®  and  the  clubs 
were  finally  liquidated  in  1935.^^^  A  so-called  installment  and  insur- 
ance plan,  known  as  Protected  Investors  of  America  of  San  Francisco, 
California,  also  used  the  shares  of  Incorporated  Investors  as  under- 
lying securities,  which  shares  w^ere  purchased  by  the  plan  on  a  dealer 
basis.^''°  This  plan  or  fund  was  operated  independently  of  the  invest- 
ment company  and  its  principal  distributor,  who  could  supply  no 
detailed  information  as  to  the  nature  of  the  operation  of  the  plan. 

So,  too.  The  Massachusetts  Company  was  organized  July  1,  1930, 
by  Hovey  E.  Slayton,  at  the  time  president  of  Slayton-Learoyd,  Inc. 
(now  Massachusetts  Distributors,  Inc.)  to  assist  investors  in  the  pur- 
chase of  shares  of  Massachusetts  Investors  Trust  upon  a  partial  pay- 
ment basis.^^^  This  company  did  not  sell  shares  to  customers  but 
merely  financed  partial  payment  plans  for  investors.  During  the 
period  1930-1935,  inclusive,  this  company  made  2,288  contracts  cover- 


18S  Id.,  at  2596. 

15"  See  also  the  Commission's  supplemental  report  on  Companies  Sponsoring  Installment 
Investment  Plans. 

IS' Op.  cit.  supra,  note  -5,  Pt.  V  (Item  46  and  Exhibit  1). 

188  Op.  cit.  supra,  note  84,  at  2597-8. 

180  Op.  cit.  supra,  note  5,  Pt.  V  (Item  46). 

i«"  Ibid.  As  at  December  31,  1936,  Title  Insurance  &  Guaranty  Co.  of  California  held 
10,547  shares  of  Incorporated  Investors  as  custodian  for  approximately  1,000  investors. 
(Derived  from  supplementary  information  supplied  the  Commission  for  Incorporated 
Investors.) 

wiOp.  cit.  supra,  note  41,  Pt.  V   (Item  46). 
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ing  the  purchase  of  approximately  49,345  shares  at  an  aggregate  cost 
of  $1,158,294.1^-  r^Y^Q  practice  was  for  the  investor  to  make  a  cash 
l^ayment,  ranging  upward  from  25%  to  50%  of  the  purchase  price, 
•or  to  provide  additional  collateral,  and  to  receive  from  5  to  24  months' 
-credit  upon  the  unpaid  balance.  The  investor  then  gave  his  note 
for  the  balance  due  which  included  in  the  face  amount  a  $5  service 
charge  and  straight  interest  of  from  2%  to  11%%,  depending  upon 
the  number  of  deferred  monthly  payments.  The  stock  so  purchased 
was  retained  as  collateral  security.^^^ 

In  addition  the  installment  investment  plan  companies  sometimes 
ntilized  the  shares  of  open-end  investment  companies  as  their  under- 
lying securities.i''^  Thus,  Income  Foundation,  Inc.  was  the  sponsor 
and  depositor  for  the  installment  investment  plans  known  as  Income 
Foundation  Investment  contracts,  Plans  A  to  G,  and  Income  Founda- 
tion Fund  Trust  Certificates,  Plans  A  to  E.^^^  Income  Foundation 
Investment  Contracts,  Plans  A,  B,  and  C,  had  fixed  trusts  as  their 
underlying  securities,  but  on  October  6,  1932,  trust  agreements  were 
executed  for  Plans  D  and  E  which  had  Bullock  Fund,  Ltd.,  and  for 
Plans  F  and  G  which  had  Nation-Wide  Securities  Co.  (of  Maryland) , 
both  open-end  investment  companies  but  which  apparently  had  no 
connection  with  this  sponsor.^^"  The  installment  investment  plan 
procedure  was  for  the  trustee  to  purchase  shares  of  the  underlying 
open-end  investment  companies  with  the  payments  made  on  the  in- 
stallment investment  plan  certificate  (less  the  sales  loads  on  these 
certificates)  and  to  credit  each  certificate  holder  with  his  interest  in 
such  underlying  open-end  investment  company  shares."^  From  1932 
through  1935,  a  total  of  $388,655  was  paid  into  these  four  installment 
investment  plans.^''^ 

In  1935  sales  of  the  foregoing  plans  were  terminated  in  favor  of 
Income  Foundation  Fund  Trust  Agreements  and  Certificates  of  Trust, 
Plans  A  to  E,  installment  investment  plans  created  by  a  trust  agree- 


1^2  Ibid.  This  compares  with  total  sales  of  shares  of  Massachusetts  Investors  Trust  of 
$67,290,929  during  the  same  period.      (Id.,  Pt.  IX    [Table  44].) 

^'^Op.  cit.  supra,  note  41,  Pt.  V  (Exhibits  E-2  and  E-3).  Another  selling  plan  in 
connection  with  the  shares  of  Massachusetts  Investors  Trust  was  known  as  Reinvestment 
Associates,  series  A  to  F,  and  Massachusetts  Investors  Cumulative  Trust  Units,  series  G, 
H,  and  I,  a  group  of  irrevocable  trusts  maturing  in  approximately  6  years.  This  was  not 
an  installment  plan  but  a  device  for  the  purchase  of  such  shares  in  units  of  ?500,  the  divi- 
dends from  which,  after  the  payment  of  expenses,  were  to  be  reinvested  in  the  trust  shares. 
This  series  of  nine  trusts  was  created  by  the  principal  distributor  for  Massachusetts 
Rivestors  Trust  between  October  5,  1927,  and  May  15,  1931,  and  represented  a  capital 
investment  of  .$1,217,000.  (Derived  from  summary  statements  supplied  the  Commission 
for  the  respective  trusts.) 

^^  North  American  Bond  &  Share  Bond  and  Participation  Certificates  was  such  an  in- 
stallment investment  plan,  Investing  in  the  shares  of  Massachusetts  Investors  Trust,  while 
Protected  American  Investors,  mentioned  in  this  section,  supra,  was  also  probably  of  this 
type.  For  a  fuU  discussion  of  such  investment  vehicles  see  the  Commission's  report  on 
companies  sponsoring  installment  investment  plans.  See  also  discussion  of  T.  I.  S. 
Management  Corporation,  infra,  pp.  847  et  seq. 

^'>-'  Replies  to  the  Commission's  questionnaire  for  Income  Foundation  Investment  Con- 
tracts and  for  Income  Foundation  Fund  Trust  Certificates. 

1"^  Reply  to  the  Commission's  questionnaire  for  Income  Foundation  Investment  Contracts. 

"'  Ibid.  The  usual  certificate  was  for  a  face  amount  of  $1,200  payahle  $10  a  month, 
and  carried  insurance  provisions  upon  the  life  of  the  investor  for  the  unpaid  balance. 
(Id.,  Table  11  and  Exhibit  A.) 

^"8  Op.  cit.  supra,  note  196,  Table  9. 
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ment  dated  November  20,  1934.^*'''  One  of  these  plans  consisted  of 
fully-paid  subscriptions  while  two  of  the  remaining  installment  plans 
carried  insurance  features.  A  distinguishing  characteristic  of  this 
new  group  of  installment  investment  plans  was  that  the  underlying 
shares  were  issued  by  Income  Foundation  Fund,  Incorporated,  an 
open-end  management  investment  company  also  under  the  sponsorship 
of  Income  Foundation,  Incorporated.-°°  Gross  sales  of  the  shares  of 
Income  Foundation  Fund,  Incorporated,  which  were  offered  only 
through  the  medium  of  these  investment  plan  certificates,  amounted 
to  $571,034  to  December  31, 1935.2°^ 

ifet  another  type  of  installment  investment  plan  company,  which 
in  many  respects  resembles  the  open-end  investment  company,  is 
exemplified  by  Euclid  Investment  Trust  Certificates,  created  under  a 
trust  indenture  dated  December  29,  1930,  by  Euclid  Investors,  Inc.'^^ 
This  was  a  10-year  investment  plan  into  which  the  investor  deposited 
$10  a  month  (or  multiples  thereof)  for  a  total  of  $1,260,  which  in- 
cluded an  initial  payment  or  service  fee  of  $60  for  the  privilege  of 
investing  $1,200  in  the  trust  fund.^°^  The  proceeds  of  these  payments 
were  invested  by  the  trustee  at  the  direction  of  the  sponsor  directly 
in  a  commingled  group  of  diversified  listed  securities  ^°*  and  75%  of 
the  earnings  if  any  were  distributed  to  investors."""'  An  investor  not 
in  default  could  withdraw  at  any  time  and  receive  his  approximate 
pro-rata  interest  in  the  fund  but  a  90-day  notice  could  be  required.  In 
the  event  that  a  contract  was  lapsed,  the  sponsor,  at  its  election,  could 
advance  future  payments  as  a  loan  against  the  investor's  equity.^"''  As 
at  December  31,  1935,  a  total  of  $92,000  had  been  paid  into  the  fund 
for  certificates  representing  a  face  amount  of  $961,200.-°^ 

d.  Open-End  Investment  Companies  with  Leverage 

Although  open-end  investment  companies  almost  invariably  had 
only  one  class  of  shares  of  stocks,  at  least  one  open-end  company — 
Affiliated  Fund,  Inc. — had  senior  securities  in  its  capital  structure.^^^ 

Affiliated  Fund,  Inc. 

Affiliated  Fund,  Inc.,  formerly  Affiliated  Investors  Fund,  Inc.,  was 
incorporated  May  14,  1934,  under  the  laws  of  Delaware  as  an  open-end 


'"^  Ibid.,  and  reply  to  the  Commission's  questionnaire  for  Income  Foundation  Fund  Trust 
Certificates. 

=w  Reply  to  the  Commission's  questionnaire  for  Income  Foundation  Fund  Trust 
Certificates. 

=w  Reply  to  the  Commission's  questionnaire  for  Income  Foundation  Fund,  Incorporated, 
Pt.  V  (Item  46)   and  Pt.  IX   (Table  44). 

2»-  Reply  to  the  Commission's  questionnaire  for  Euclid  Investment  Trust  Certificates 
(Item  1). 

=»3  Ibid. 

20*  The  trust  indenture  provided  certain  percentage  limitations  upon  the  investment 
policy  and  provision  for  elimination  after  the  passage  of  dividends.      (Id.,  Item  32.) 

205  The  sponsor's  management  compensation  was  25%  of  the  earnings  before  dividends, 
while  the  trustee  received  1%  per  annum  of  the  quarterly  value  of  the  fund.  (Op.  cit.  supra, 
note  202,  Item  32.) 

^oi'Op.   cit.  supra,  note  202,  Item  32. 

"°''I(i.,  Tallies  9  and  10.  Contracts  in  the  face  amount  of  $385,200  were  in  effect  at 
December  81,  1935.     (Id.,  Table  11.) 

="^  For  discussion  of  problems  in  connection  with  multiple-security  capital  structures  of 
open-end  companies,  see  Pt.  Three,  Ch.  V,  infra. 
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leverage  investment  company  of  the  restricted  management  type.-°^ 
This  investment  company  was  originally  sponsored  by  Thomas  F.  Lee 
and  associates,  but  since  November  20,  1934,  sponsorship  and  manage- 
ment functions  have  been  assumed  by  Lord,  Abbett  &  Co.,  Inc.,  and 
affiliated  companies.-^°  As  at  December  31,  1936,  the  capitalization 
consisted  of  $122,800  of  10-year  convertible  debentures  due  1944, 
$357,950  of  debentures  due  1945,  $369,750  of  debentures  due  1946,  and 
199,800  shares  of  capital  stock  with  a  par  value  of  $1.25  per  share.^^^ 

Each  share  of  common  stock  represented  a  pro  rata  equity  in  the  net 
assets  of  the  investment  company  subject  to  the  prior  claim  on  prop- 
erty deposited  with  the  Trustee  for  payment  of  principal  and  interest 
on  debentures.-^^  Shares  of  the  capital  stock  were  sold  by  Lord, 
Abbett  &  Co.,  Inc.,  the  principal  distributor;  were  priced  at  asset 
value  on  the  basis  of  closing  sale  prices  of  the  portfolio  securities  on 
the  previous  day;  and  offered  by  the  distributor  at  asset  value  plus 
a  loading  charge  of  approximately  9%  of  the  net  asset  value.-^^ 
Shares  were  repurchased  by  the  fund  from  surplus,  when  legally 
available,  at  asset  value  computed  as  of  the  day  shares  were  tendered 
for  redemption.^^* 

The  5%  ten-year  convertible  secured  debentures  of  Affiliated  Fund, 
Inc.,  were  subject  to  call  by  the  trustee,  could  be  converted  by  the 
holder  into  common  stock  under  certain  conditions,  or  could  be 
tendered  to  the  trustee  for  liquidation  at  the  option  of  the  holder.^^^ 
The  conversion  price  was  equal  to  twice  the  average  net  asset  value 
of  the  fund's  common-stock  shares  during  the  calendar  year  in  which 
the  surrendered  debentures  had  been  issued.^^^  The  certificate  of  in- 
corporation permitted  debentures  to  be  issued  or  to  remain  outstand- 
ing only  if  the  annual  yield  of  all  of  the  corporate  assets  was  214% 
per  annum  or  more  and  the  percentage  ratio  of  such  debentures  to 
total  assets  was  limited  within  a  range  of  from  15%  to  66%,  in  pro- 
portion to  annual  j^ields  ranging  from  2^/2%  to  5%  or  more.-^'^ 

By  the  terms  of  the  trust  agreement,  at  the  time  of  authentication 
of  additional  debentures,  property  of  the  investment  company  held 
by  the  trustee  had  to  possess  a  value  of  at  least  150%  of  the  principal 
amount  of  the  debentures  presently  to  be  outstanding  and  annual 
aggregate  income  on  the  deposited  property  had  to  be  at  least  150% 
of  annual  interest  requirements  of  all  debentures.^^^  The  investment 
company  agreed  to  keep  deposited  property  equal  to  a  value  of  at 
least  125%  of  all  debentures  and  125%  of  annual  interest  require- 
ments of  all  debentures.-^^  The  trustee  w^as  instructed  to  redeem  by 
lot  such  principal  amount  of  debentures  as  was  necessary  to  maintain 
the  required  ratio. ^-° 


2W  Reply  to  the  Commission's  questionnaire  for  Affiliated  Fund,  Inc.,   Pt.   I. 
210  Ibid. 
="  Ibid. 
212  Ibid. 

=''  Op.  cit.   supra,  note  209,  Tt.   I. 
=»Ibid. 

=1=  Ibid.     Debentures  could  be  converted  into  common  stock  at,  the  option  of  the  holder 
up  to  the  tenth  day  prior  to  redemption  or  maturity. 
2'«Op.   cit.  supra,   note  209,   Ft.   I. 
21'  Ibid. 
218  Ibid. 
21"  Ibid. 
»2o  Ibid, 
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In  addition  to  the  foregoing,  debentures  could  be  tendered  to  the 
trustee  for  liquidation  at  the  option  of  the  holders.^-^  Although  this 
right  was  not  granted  in  the  indenture,  by  resolution  of  the  board 
of  directors  a  holder  could  receive  95%  of  the  debenture's  principal 
amount  if  tendered  during  the  calendar  year  in  which  it  was  issued 
or  the  succeeding  year;  951^%  if  tendered  during  the  next  succeeding 
year;  and  %%  more  for  each  succeeding  year  thereafter.^^^ 

George  D.  Cherry,  trust  officer  of  the  First  National  Bank  of  Jersey 
City,  New  Jersey,  which  served  as  trustee  for  Affiliated  Fund,  Inc.^ 
testified  that  if  the  value  of  the  assets  of  the  fund  shrunk  to  the 
touch-off  point  on  the  debentures,  portfolio  securities  would  have  to 
be  sold  and  debentures  called  until  the  necessary  ratio  of  125%  of 
assets  to  principal  amount  of  debentures  was  reestablished.^^^  If  the 
touch-oft'  point  was  reached,  for  every  $1,000  of  capital  stock  which 
the  company  w^as  required  to  purchase  upon  tender  for  redemption,, 
assuming  no  change  in  the  market  value  of  the  assets  of  the  invest- 
ment company,  the  company  would  be  required  to  repurchase  $4,000 
principal  amount  of  debentures.  Mr.  Cherry  testified  in  this  connec- 
tion as  follows :  ^^* 

Q.  *  *  *  suppose  the  assets  amount  to  $125,000*  and  suppose  your  debentures- 
amount  to  $100,000  which  brings  that  right  to  the  touch-off  point,  just  over  the 
line ;  let  us  assume  that  the  market  is  stable  and  you  do  not  have  to  consider  any 
further  market  shrinkage,  so  as  to  make  the  thing  more  simple.  Now,  a  stock- 
holder comes  in,  we  will  say,  with  $1,000  worth  of  stock  in  the  Fund,  and  either 
directly  through  you  or  through  the  corporation  surrenders  his  $1,000  at  its 
liquidating  value  for  redemption.  Would  you  mind  describing  just  wliat  would 
be  involved  and  what  action  you  would  thereupon  take? 

A.  We  would  take  this  action :  after  following  the  procedure  required  by  the 
trust  agreement  for  the  redemption  of  this  stock,  we  would  at  the  significant  time, 
which  I  am  assuming  is  the  time  that  you  mentioned,  we  would  complete  that 
transaction.  That  would  immediately  put  it  below  the  125-percent  mark.  Then 
we  would  immediately  proceed  in  the  usual  course  to  sell,  to  bring  it  up  above 
that  mark,  because  our  bank  as  trustee  has  always  contemplated  the  various 
functions  of  this  trust  as  a  separate  and  distinct  function,  and  the  fact  that  one 
particular  or  phase  of  the  set-up  is,  we  may  say,  bordering  on  the  border  line  which 
might  cause  us  to  do  other  duties,  nevertheless  that  should  not  affect  in  any  way 
the  privilege  which  is  accorded  to  other  individuals  in  regard  to  their  holdings. 
It  comes  down  to  a  very  practical  operation  under  the  circumstances  as  we  view  it. 

Q.  In  other  words  no  matter  what  the  actual  status  of  the  fund  is  as  far  as 
assets  are  concerned,  when  a  stockholder  comes  in  and  asks  for  his  funds  upon 
redemption,  he  is  bound  to  receive  whatever  liquidating  value  his  shares  are  worth, 
irrespective  of  all  other  considerations? 

A.  That  is  the  attitude  we  seek  to  maintain. 

******* 

Q.  So  that  every  time  in  this  hypothetical  case,  $1,000  of  stock  comes  in  for 
redemption,  still  assuming  market  stability,  you  have  to  redeem  $4,000  of  deben- 
tures and  thereby  reduce  your  fund  by  the  net  figure  of  $5,000;  is  that  not  a  fact? 

A.  That  seems  to  be  correct  to  me. 

"1  Ibid. 

--^  Ibid.  The  investment  company  received  95%  of  the  face  amount  of  the  debentures 
at  the  time  of  sale.     (Ibid.) 

==-1  Piihlc  Examination,  Affiliated  Fund,  Inc.,  at  18336.  See  discussion,  supra,  concerning 
the  liquidation   of  portfolio   securities. 

^^  Id.,  at  18338,  18341. 
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The  net  effect  of  this  senior  security  issue  in  the  case  of  Affiliated 
Fund,  Inc.  was  to  accentuate  rather  than  to  diminish  the  selling  and 
management  problems  arising  in  the  ordinary  type  of  open-end  invest- 
ment company.  Thus,  one  method  of  overcoming  the  diminution  in 
the  size  of  the  fund  by  the  sale  of  portfolio  securities  to  meet  redemp- 
tions, was  to  increase  the  sale  of  stock  and  so^  bolster  up  the  assets  of 
the  fund  by  securing  additional  cash  with  which  to  pay  retiring  stock 
and  bondholders.--^ 

The  Equity  Companies  of  Incorporated  Investors 

To  stimulate  the  sale  of  the  stock  of  Incorporated  Investors  by 
taking  advantage  of  the  speculative  fervor  then  prevalent,  three  in- 
vestment companies— United  Equities,  Inc.  (organized  April  17, 1928), 
Incorporated  Equities  (formed  September  24,  1928),  and  Equity  In- 
vestors, Inc.  (created  June  12,  1929,  and  name  changed  July  19,  1929, 
to  Second  Incorporated  Equities) — ^^^  were  formecl  to  facilitate  the 
purchase  by  the  public  of  Incorporated  Investors  stock.  These  com- 
panies were  in  effect  speculative  margin  accounts  in  Incorporated  In- 
vestors stock  by  reason  of  funds  raised  by  bank  loans  and  a  bond  issue 
collateralized  solely  with  the  shares  of  Incorporated  Investors.--' 

William  A.  Parker,  president  of  Incorporated  Investors,  describing 
the  sponsorship  and  the  formation  of  the  first  of  these  Equity  com- 
panies, testified :  -^* 

A.  In  the  year  1928,  speculation  was  the  rule  rather  than  the  exception. 
Every  Tom,  Dick,  and  Harry  in  the  country  was  speculating.  That  spirit  was 
extended  through  not  only  the  people  who  bought  United  States  Steel  and 
General  Motors,  but  went  down  through  the  peoiDle  who  were  purchasers  of 
investment  trust  shares,  to  borrow  against  those  shares  to  buy  additionel 
shares,  thereby  in  their  hopes  and  dreams,  at  least  giving  them  a  chance  to 
make  a  great  deal  more  money.  At  that  time,  it  w?s  often  the  case,  if  not — 
yes,  I  will  say  often  the  case,  that  they  would  borrow  up  to  75  percent  of  the 
value  of  whatever  shares  they  bought,  to  buy  additional  shares. 

At  this  time,  many  of  our  stockholders,  and  many  of  our  dealers,  or  perhaps, 
I  should  say  several  of  our  dealers,  we  didn't  have  many  at  that  time,  came  to 
us  and  asked  us  to  help  them  with  the  banks,  and  give  them  some  help  with 
the  banks,  so  that  it  would  be  easier  for  them  to  borrow  against  our  shares,  and 
speculate  in  our  shares. 


-25  Id.,  at  18.349.  See  also  Ch.  V  of  this  part  of  the  report.  Andrew  J.  Lord,  president  of 
Affiliated  Fund,  Inc.,  in  a  letter  dated  May  26,  1937,  to  one  of  the  directors,  expressed 
some  uncertainty  as  to  the  continuing  advantages  of  leverage  (id.,  at  18386)  : 

It  seems  to  me  fundamental  that  unless  we  have  a  strong  conviction  that  the  trend 
of  the  stock  market  is  upward  for  the  next  two  or  three  years,'  we  have  no  moral 
right  to  continue  Affiliated  Fund  on  its  present  set-up.  We  are  borrowing  money  at 
a  high  rate  of  interest  in  the  expectation  of  being  able  to  use  that  money  to  ad- 
vantage in  the  stock  market.  If  this  premise  is  wrong,  then  our  whole  basis  of 
operation  is  wrong.  But  at  this  stage  of  our  industrial  recovery  we  will  find  few- 
people  who  will  argue  against  the  position  of  the  upward  trend  for  a  long  time. 

In  fact,  I  think  you  know  it  is  my  thought  that  at  some  time  within  the  next  two 
or  three  years  we  should  voluntarily  call  all  outstanding  debentures,  even  though 
such  action  will  result  in  a  substantial  loss  of  management  fees. 

2=8  Derived  from  supplementary  information  supplied  the  Commission  for  Incorporated 
Investors. 

^''  Op.  cit.  supra,  note  84,  at  2653. 
«8  Id.,  at  2646. 
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Well,  we  told  tliem  that  we  did  not  want  them  to  do  that  and  we  advised 
them,  and  the  demand  went  on  and  on,  and  finally  reached  the  point  where  one 
of  our  dealers  said  that  if  we  weren't  going  to  do  it,  that  he  would  do  it,  that 
he  was  going  to  form  a  company  which  we  will  call  an  Equity  company,  because 
we  understand  what  it  means,  to  buy  shares  of  Incorporated  Investors  and 
borrow  against  them. 

We  tried  to  dissuade  him  at  first;  however,  he  persisted  in  that,  and  at  that 
point  we  felt  that  if  he  was  going  to  do  it,  it  would  be  perhaps  wiser  if  we  at 
least  joined  with  him  in  the  thing,  to  see  that  it  was  run  properly. 

We  did  not  like  the  idea  of  an  independent  dealer  or  group  of  dealers  forming 
a  speculative  company  in  our  shares. 

So  to  our  sorrow,  we  joined  with  this  dealer,  in  forming  the  first  equity 
company. 

Q.  Didn't  you  feel  that  you  were  letting  your  name,  and  you  lent  your  spon- 
sorship, and  the  name  of  the  Incorporated  Investors,  and  of  yourselves  as 
sponsors,  to  the  backing  of  this  Equity  company,  which  you  apparently  didn't 
approve  of? 

A.  We  didn't  consider  that  we  were  doing  that,  but  it  may  have  been  stupid 
of  us. 

Q.  And  you  helped  organize  it,  and  the  actual  organization  was  undertaken 
by  you,  wasn't  it? 

A.  Yes.  Well,  I  think  that  even  that  is  perhaps  giving  a  false  impression. 
The  dealer  with  whom — or  of  whom  I  speak,  did  most  of  the  organizing,  and 
we  went  along  with  him  to  see  that  it  was  formed  according  to  or  along  lines 
that  we  were  willing  to  go  along  with,  but  most  of  the  work  connected  with  it 
was  done  by  the  gentleman  I  speak  of. 

The  sponsor-distributors  of  Incorporated  Investors  were  also  directly 
interested  in  the  Equity  companies  and  the  distribution  of  their  securi- 
ties. These  sponsors  therefore  stood  to  profit  not  only  from  the  sales 
of  the  shares  of  the  Equity  companies  themselves  but  also  from  the 
increased  sales  of  Incorporated  Investors."^  The  possibility  of  dis- 
tribution profits  was  further  increased  by  the  practice  of  dealers 
switching  investors  from  the  open-end  investment  company  into  the 
Equity  companies,  as  was  indicated  by  the  testimony  of  Mr.  Parker :  -^^ 

Q.  I  just  want  to  take  up  a  few  more  results  of  tliis  trust.  In  certain  instances 
your  dealers  switched  their  customers  who  had  bought  Incorporated  Investors 
into  these  equities  companies,  didn't  they? 

A.  We  have  no  direct  knowledge  of  that. 

Q.  You  know  that  was  done. 

A.  I  am  confident  that  in  cases  it  was  done. 

That  these  Equity  companies,  as  a  market  for  the  stock  of  Incorpo- 
rated Investors,  were  important  is  indicated  by  the  fact  that  at  Sep- 
tember 30,  1929,  approximately  45%  of  the  outstanding  shares  of  the 
open-end  investment  company  were  held  by  these  three  Equity  com- 
panies.-^^ In  addition,  any  increase  in  the  size  of  the  fund  of  Incor- 
porated Investors  increased  the  size  of  the  management  fees  of  these 
sponsor-distributors.^^2 


2-^  Id.,  at  2650-1. 

i*"  Id.,  at  2658. 

=31  Op.  cit.  suprii.  note  226.  These  Equity  companies  possessed  a  combined  paid-in  capital 
of  about  $12,000,000.     (Ibid.) 

-« Op.  cit.  supra,  note  84,  at  2654.  Those  Equity  companies  paid  $7,500  por  year  to 
Incorporated  Investors  for  expenses,  rent,  and  management.      (Id.,  at  2650.) 
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These  companies  were  admittedly  speculations  looking  to  apprecia- 
tion of  capital,  and  cash  dividends  paid  on  Incorporated  Investors 
stock  were  insufficient  to  cover  the  carrying  charges  of  the  Equity 
companies.-^^  Mr.  Parker  stated  that  no  claim  was  ever  made  that 
such  carrying  charges  would  be  earned :  -^* 

Q.  Taking  this  figure  of  $915.65  whicli  is  left  after  deducting  commissions,  we 
have  calculated  it  out  that  it  means  that  the  Incorporated  Investors  stock  in  these 
companies  would  have  to  earn  4.5  percent  in  order  to  sustain  the  carrying  charges 
alone.  As  a  matter  of  fact,  in  1928  the  cash  dividends  paid  by  Incorporated 
Investors  amounted  only  to  a  little  over  one  percent  and  in  1929  a  little  over  2 
percent,  so  that  the  cash  dividends  were  not  sufficient  to  pay  the  carrying  charges 
of  these  Equity  companies.  This  brings  out  a  fact  which  I  want  to  bring  out  in 
one  other  way,  that  the  carrying  charges  were  greater  than  the  amount  of  money 
coming  in  and  they  had  to  depend  upon  an  increase  in  capital  in  order  to  avoid 
being  eaten  up  by  their  carrying  charges ;  that  is  correct? 

A.  That  is  correct.  Might  I  add  at  this  point  that  that  was  the  avowed  inten- 
tion of  the  company.  No  pretense  was  made  that  carrying  charges  would  neces- 
sarily be  earned.  They  were  frankly  a  speculation,  looking  to  appreciation  of 
capital. 

Q.  To  put  it  another  way,  out  of  that  thousand  dollars  which  was  invested,  if 
we  assume  that  the  stocks  in  the  portfolio  of  Incoi-porated  did  not  go  up  at  all, 
there  will  be  remaining  at  the  end  of  the  year  $875  out  of  the  $1,000'  after, 
deducting  all  charges? 

A.  There  would  have  remained,  if  they  had  not  gone  up. 

Q.  That  is  another  way  of  stating  that  there  had  to  be  about  a  15-percent 
capital  appreciation  in  these  Equity  companies  in  order  to  maintain  their  capital 
intact? 

A,  Well,  I  have  no  means  of  checking  your  figures,  but  I  will  assume  they  are 
correct. 

For  every  dollar  invested  in  the  Equity  companies  another  dollar 
was  borrowed  and  the  two  dollars  would  be  used  to  purchase  stock  of 
Incorporated  Investors,  which  was  used  as  collateral.-"^  Appreciation 
in  the  price  of  the  stock  of  Incorporated  Investors  made  available 
additional  collateral  upon  which  more  funds  could  be  borrowed  to 
buy  additional  Incorporated  Investors  stock.-^^ 

The  effects  of  this  pyramided  leverage  structure  were  evidenced  by 
the  following  situation.  Second  Incorporated  Equities  had  pledged 
129,000  shares  of  Incorporated  Investors  stock  to  secure  its  bond  issue 
of  $5,000,000.-"'  With  the  market  break  in  October  1929,  this  stock 
depreciated  to  such  an  extent  that  the  trustee  for  the  bonds  declared 
the  bonds  due  and  payable.--^  This  substantial  block  of  stock  of 
Incorporated  Investors  held  by  Second  Incorporated  Equities  was 
presented  for  redemption,  creating  a  situation  not  unlike  a  "run"  on  a 
bank.     In  order  to  raise  cash  to  meet  this  redemption  demand  Incor- 


=33  Id.,  at  2652. 

^  Ibid. 

^=  Id.,  at  2653. 

233  Id.,  at  2653-4.  The  first  two  Equity  companies  utilized  £uch  funds  to  purchase  more- 
Incorporated  Investors  stock.  The  third  companj'  was  formed  too  close  to  the  marl^ijt 
break  of  October  1929  to  have  much  opportunity  to  utilize  such  a  procedure. 

-='  Op.  cit.  supra,  note  84,  at  2662. 

M'^Ibid. 

153373— 41— -pt.  3 5 
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porated  Investors  had  either  to  sell  its  underlying  portfolio  securities 
or  borrow  the  necessary  funds.  On  November  13,  1929,  it  was  deter- 
mined to  borrow  from  the  banks  sufficient  funds  to  meet  this  emer- 
gency.^^*' By  such  borrowings,  Incorporated  Investors,  an  open-end 
company,  became  in  effect  a  leverage  company. 

United  Equities,  Inq.,  Incorporated  Equities,  Inc.,  and  Second 
Incorporated  Equities  were  on  June  14,  1930,  consolidated  into  one 
corporation,  Consolidated  Equities,  Inc.-*°  Although  none  of  the 
three  original  Equity  companies  were  of  the  open-end  type,  Consoli- 
dated Equities,  after  August  31,  1935,  agreed  to  purchase  its  outstand- 
ing shares  at  asset  value  less  5%.-"  This  open-end  provision  operated 
only  with  respect  to  repurchases  and  new  shares  were  not  offered 
under  a  continuous  selling  campaign. -"- 

As  pointed  out  above,  the  earning  capacity  of  the  three  predecessor 
companies  had  been  insufficient  to  meet  their  fixed  charges.  _  Mean- 
while, depreciation  in  market  value  of  its  assets  and  funds  disbursed 
upon  redemptions  further  diminished  the  size  of  the  investment  com- 
pany so  that  its  net  assets,  which  reached  a  peak  of  $19,000,000  in 
1929,  declined  to  a  low  of  less  than  $500,000  at  the  end  of  1935.^43 

e.  Advertising  Methods 

Considerable  effort  and  money  were  expended  by  open-end  invest- 
ment companies  and  by  their  principal  distributors  on  newspaper  and 
periodical  advertising,  radio  programs,  house  organs,  pamphlets,  and 
circulars,  and  other  general  merchandising  activities.  This  material 
was  prepared  by  the  principal  distributor  and  was  characterized  by 
its  promotional  appeal  rather  than  its  informative  value. 

The  Parker  Corporation  during  the  years  1930  and  1931  conducted 
radio  broadcasts,  and  the  program  was  linked  with  its  book,  "Famous 
Fortunes."  ^^^    William  A.  Parker  testified  as  follows :  ^^^ 

A.  The  psychology  behind  the  stories  in  the  series  of  broadcasts,  which  again 
came  out  in  the  booli,  was  the  background  of  ownership  growth.  It  was  the 
story  of  the  Famous  Fortunes  in  this  country — du  Pont,  Rockefeller,  Astors,  and 
so  on,  whose  wealth  had  come  through  ownership  rather  than  through  the  lending 
of  money;  in  other  words,  the  common  stock  theory  as  opposed  to  the  bond 
theory.     It  was  the  background  supporting  the  common  stock  theory. 

Q.  So  you  think  the  life  of  John  D.  Rockefeller,  starting  out  in  the  oil  indus- 
try, is  in  support  of  the  common  stock  theory,  and,  therefore,  of  investing  in 
Incorporated  Investors  ? 

A.  I  certainly  do.'*' 


™  Id.,  at  2665. 
2*''  Op.  eit.  supra,  note  226. 
2^1  Ibid. 
^  Ibid. 

2-13  Id.,    a1    2649-50.     Mr.    Parker    testified    that    Consolidated   Equities,    Inc.,    was   being 
operated  only  "out  of  a  sense  of  responsibility  to  the  shareholders".     (Id.,  at  2659-60.) 
=«  Op.  cit.  supra,  note  226. 
^*^  Op.  cit.  supra,  note  84,  at  2569. 

^^  The  broadcast  opened  with  a  bugle  call  and  was  followed  by  an  announcement  sub- 
stantially as  follows    (op.  cit.  supra,  note  226)  : 

This  program  comes  to  you  through  the  courtesy  of  the  Parker  Corporation,  gen- 
eral distributors  of  Incorporated  Investors,  60  State  Street,  Boston. 

Incorpi^rated  Investors  is  one  of  the  largest  and  oldest  of  the  Boston  investment 
trusts.  Shares  may  be  purchased  through  the  Parker  Corpoi'ation  or  through  dealers 
in  principal  cities. 
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A  similar  sort  of  radio  program  was  broadcast  under  the  ausjDices 
of  Distributors  Group,  Inc.,  sponsors  of  an  open-end  investment  com- 
pany known  as  Group  Securities,  Inc.,  and  a  series  of  fixed  trusts 
known  as  North  American  Trust  Shares.  John  S.  Myers  of  tlie  spon- 
sor company  described  these  broadcasts  as  follows :  ^^^ 

Q.  I  have  some  of  your  advertisements  and  also  you  have  a  radio  program 
entitled  "Fortune  Builders"  in  which  you  attempted  to  stimulate  interest  in  the 
person  of  founders  of  great  fortune. 

A.  No ;  the  radio  campaign  called  "Fortune  Building"  consisted  of  a  biography 
given  with  the  permission  of  the  heads  of  the  companies  represented  in  various 
I)ortfolios.  In  each  instance  the  biography  was  submitted  to  the  gentleman  to 
be  discussed  and  had  his  or  his  representative's  approval  and  together  with  the 
program  it  was  put  on  the  air. 

The  Parker  Corporation,  principal  distributor  for  Incorporated 
Investors,  publishecl  a  regular  monthly  sheet  or  "house  organ"  entitled 
"The  Incorporated  Investor,"  -^^  which  was  circulated  among  dealers,, 
who  apparently  used  this  material  in  their  sales  promotion  of  Incor- 
porated Investors  stock.  These  circulars  were  supplemented  by  pros- 
pectuses and  newspaper  advertisements  and  were  all  part  of  an  active 
selling  campaign. ^^^ 

Massachusetts  Distributors,  Inc.,  which  handled  the  distribution  of 
Massachusetts  Investors  Trust  but  was  not  affiliated  with  the  invest- 
ment company,-°°  published  a  house  organ  known  as  "Brevets."  Dr. 
Sprague,  member  of  the  Advisory  Board,  testified  with  respect  to  the 
investment  company's  responsibility  for  the  sales  literature  employed 
as  follows :  ^^^ 

A.  Well,  I  will  say  this,  that  it  is  always  exceedingly  difficult  to  hold  down  the 
salesmen  of  any  product  whatever  ;  that  I  think  it  is  highly  desirable  that  the  form 
of  literature  sent  out  by  the  selling  house  be  placed  before  the  trustees  and  the 
advisory  board  before  it  goes  out. 

Q.  All  of  it,  Mr.  Sprague? 

A.  All  of  it. 

Q.  So  that  you  would  feel  some  duty  in  respect  of  the  advei'tisiug  of  these 
shares? 

A.  I  think  so,  and  there  have  been  two  or  three  instances  in  recent  years  in 
which  questions  have  been  raised  regarding  some  things  which  have  been  said 
about  the  trust. 

Q.  You  mean,  rather  oral  representation,  than  written? 

A.  Some  one  or  two  things  in  some  of  the  literature.  They  have  a  weekly,  a 
tittle  sheet,  which  is  apt  to  contain  things  which  may  be  apt  to  make  one's  hair 
curl  a  little  bit. 

Q.  That  is  published  by  the  distributors? 

A.  Yes. 

Q.  And  circulated  rather  widely? 

A.  Among  the  dealers. 

The  use  of  spreads  in  newspapers  and  periodicals  probably  consti- 
tuted the  bulk  of  the  advertising  done  by  open-end  management  invest- 

^■^  Public  Examination,  Distributors  Grroup,  nic,  at  10496. 

2«0p.  cit.  supra,  note  5,  Pt.  I. 

^  Ibid.,  and  op.  cit.  supra,  note  84,  at  2570-2. 

250  Op.  cit.  supra,  note  63,  at  2404. 

2=1  Id.,  at  2428. 
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ment  companies,  by  their  sponsors,  distributors,  and  dealers.  For 
example,  John  S.  Myers  of  Distributors  Group,  Inc.,  gave  some  indica- 
tion as  to  the  amount  of  this  type  of  advertising  done  by  that  firm :  ^^^ 

A.  Our  advertising  was  very  substantial. 

Q.  "What  was  the  nature  of  your  advertising  generally? 

A.  Newspapers  all  over  the  country.  I  believe  we  have  a  list  of  the  advertising 
which  used  to  go  to  probably  75  newspapers  in  the  larger  centers  where  we  used 
to  run  periodic  advertising,  magazines  of  national  character,  such  as  Collier's, 
Literary  Digest,  Time,  and  we  also  put  on  for  a  period  of  13  weeks  a  radio  cam- 
paign in  1931. 

The  widespread  nature  of  the  newspaper  campaigns  is  illustrated 
by  the  variety  of  media  used  by  the  Parker  Corporation  in  selling  the 
shares  of  Incorporated  Investors.  This  list  contained  17  widely  scat- 
tered daily  newspapers,  three  financial  dailies,  two  financial  weeklies, 
and  two  magazines  dealing  with  current  events. -^^  In  addition,  this 
distributor  attempted  to  appeal  to  the  investor's  psychology  through 
the  use  of  such  catch-phrases  as — 

The  Foundation  for  To-morrov/'s  Profits. 

Management   Stewardship. 

Day  always  Follows  Night. 

Safeguards  to  the  Investor. 

Income  that  has  not  Failed.^^* 

Hugh  Bullock,  when  examined  upon  one  of  the  circulars  used,  testi- 
fied :  25= 

Q.  *  *  *  I  notice  you  have  a  picture  here  on  one  page  of  the  Bank  of  Eng- 
land, and  on  the  next  page  of  No.  1  Wall  Street.  I  take  it  that  that  is  put  in  to 
suggest  stability? 

A.  No,  frankly,  it  is  put  in  to  break  up  the  reading  matter  so  people  will  read 
anything. 

Q.  But  don't  you  think  there  is  some  psychological  connection?  One  Wall 
Street  is  your  oflace,  isn't  it? 

A.  Yes.  If  I  must  explain,  I  will  be  very  glad  to.  Some  friends  of  ours  for 
several  years  had  been  featuring  the  State  House  in  Boston.  We  thought  we 
would  go  them  one  better. 

The  cost  of  advertising  often  constituted  a  substantial  part  of  the 
operating  expenses  of  the  principal  distributor.  For  example,  ex- 
penses for  advertising  and  literature  incurred  by  Calvin  Bullock,  as 
distributor  for  Dividend  Shares,  Inc.,  totaled  $104,523  from  1932  to 
December  31, 1935,  or  37%  of  the  total  selling  expenses  of  the  principal 
distributor,  exclusive  of  branch  managers'  and  salesmen's  compensation 
and  expenses.-^*' 

In  the  case  of  Bullock  Fund,  Ltd.,  another  open-end  investment 
company  of  the  Calvin  Bullock  group,  the  cost  of  advertising  and  lit- 
erature constituted  59%  of  total  selling  expense  for  that  company, 


252  Op.  cit.  supra,  note  247,  at  10494. 

253  Op.  cit.  supra,  note  226. 

251  Op.  cit.  supra,  note  5,  Pt.  I. 
2w  Op.  cit.  supra,  note  54,  at  42.31. 

256  Derived  from  supplementary  information  supplied  the  Commission  for  Bullocli  Fund, 
Ltd. 
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exclusive  of  branch  managers'  and  salesmen's  compensation  and  ex- 
penses, for  the  period  1932  through  1935.^^' 

During  the  9-year  period  from  1927  to  1935,  inclusive,  the  Parker 
Corporation  spent  approximately  $265,000  for  advertising  and  sales 
promotion,-^^  in  adclition  to  about  $7,200  on  radio  broadcasting.^^^ 
These  expenditures  represented  about  14  of  1%  of  the  total  dollar 
amount  of  sales  of  the  shares  of  this  investment  company  tO'  the  pub- 
lic or  19%  of  the  total  expenses  of  the  principal  distributor,  exclusive 
of  salaries,  or  about  34%  of  total  expenses  of  the  principal  distrib- 
utor, exclusive  of  both  salaries  and  commissions.  Excepting  salaries 
and  commissions,  the  expenditures  for  advertising  and  sales  promo- 
tion constituted  the  largest  single  item  of  the  total  operating  cost  of 
the  distributor  corporation.^*^"  Additional  expenses  of  this  character 
included  payment  of  salaries  to  persons  within  the  organization  pre- 
paring such  material.  Since  the  selling  loads  on  open-end  company 
shares  were  computed  to  cover  the  expenses  of  selling,  investors  were 
in  fact  financing  the  advertising  and  other  sales  promotional  activi- 
ties of  these  distributors. 

D.  Problems  in  Connection  Willi  the  Mechanical  Operation  of  the 
Open-End  System  of  Sales  and  Repurchases 

1.  RANGE  OF  POTENTIAL  DISTRIBUTION  AND  TRADING 
PROFIT  (T.  I.  S.  MANAGEMENT  CORPORATION) 

In  addition  to  the  multiple  and  hidden  loads  paid  by  purchasers 
of  open-end  investment  company  securities,^^^  a  variety  of  other  pos- 
sible distribution  and  trading  profits  to  distributors  and  dealers  ex- 
isted. These  profits,  which  were  directly  or  indirectly  borne  by  the 
investors,  had  not  ordinarily  been  anticipated  by  or  disclosed  to  the 
purchasers  of  shares  and  varied  with  the  machinery  devised  for  sales 
and  redemptions  in  individual  cases. 

Illustrative  of  such  hidden  loads  is  the  case  of  T.  I.  S.  Man- 
agement Corporation,  sponsor  and  depositor  of  Trusteed  Industry 
Shares,  an  open-end  investment  trust  of  the  restricted  manage- 
ment tyi)e.  The  effectiveness  of  the  registration  statements  filed  by 
T.  I.  S.  Management  Corporation  under  the  Securities  Act  of  1933 
was  suspended  by  the  Commission  on  February  25,  1938,  pursuant  to 
a  stop  order  proceeding  under  Section  8  (d)  of  that  Act.  The  defi- 
ciencies in  these  registration  statements  resulted  "*  *  *  from  the 
registrant's  failure  to  disclose  its  practice  of  trading  for  its  own 
accounts  in  the  registered  shares  in  connection  with  their  distribu- 
tion and  the  full  extent  of  the  profits  which  it  had  thus  realized  at 
the  expense  of  the  trust  and  the  shareholders.''  -^-  The  basic  defi- 
ciencies and  inequities  of  these  practices,  for  which  disclosure  has  not 


»T  Ibid. 

2^  Op.  cit.  supra,  note  226. 
2^  Ibid. 
2«o  Ibid. 

2<=i  See  supra,  p.  813. 

262  Securities  Act  of  1933,  Release  No.  1689,  February  25,  1938,  In  the  Matter  of  T.  I.  8. 
Management  Corporation,  3  S.  E.  C.  174  (1938). 
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provided  a  complete  or  effective  remedy,  will  be  discussed  in  the  suc- 
ceeding subsections  hereof. 

The  shares  of  Trusteed  Industry  Shares,  an  open-end  investment 
trust  of  the  restricted  management  type  created  under  a  trust  agree- 
ment dated  April  1,  1933,  were  first  effectively  registered  under  the 
Securities  Act  of  1933  as  of  April  15,  1935.2^3  This  trust  agreement 
was  amended  October  1,  1936,  to  comply  with  Section  48  (e)  of  the 
Revenue  Act  of  1936,  so  that  Trusteed  Industry  Shares  might  attain 
the  status  of  a  "mutual  investment  company."  ^^^  Shareholders  of 
record  could  at  any  time  tender  all  or  any  part  of  their  shares  to 
the  Trustee  for  redemption  and  receive  in  cash  the  net  asset  value  of 
these  shares  less  one-half  cent  a  share  conversion  fee.^^^ 

T.  I.  S.  Management  Corporation  was  incorporated  January  1, 
1935,  under  the  laws  of  New  Jersey  to  manage  and  distribute  Trus- 
teed Industry  Shares.^''''  The  depositor  agreement  between  Trusteed 
Industry  Shares  and  Affiliated  Management,  Inc.  was  acquired  by 
T.  I.  S.  Management  Corporation  on  January  24,  1935.^®^ 

T.  I.  S.  Management  Corporation,  as  principal,  purchased  the 
shares  of  the  open-end  trust.  Trusteed  Industry  Shares,  and  then 
resold  these  shares  to  dealers  through  T.  I.  S.  Distributors  Company, 
the  depositor's  wholesale  representative,  and  to  various  installment 
investment  plans  which  used  this  trust's  shares  as  the  security  under- 
lying the  installment  certificates.-'^^  Of  the  9%%  load  or  premium 
added  to  the  basic  price  of  shares  of  the  Trusteed  Industry  Shares 
by  the  principal  distributor,  dealers  received  6%  and  T.  I.  S.  Dis- 
tributors Company  received  2%.  In  cases  where  the  trust  shares 
were  sold  to  the  sponsors  or  distributors  of  monthly  installment  plans 
the  distributor  of  the  installment  certificate  received  8%  of  the  load 
on  the  trust  share  and  the  principal  distributor  of  the  trust  share 
retained  the  balance  of  the  load.^*^^ 

Although  the  trust  agreement  provided  for  the  method  of  comput- 
ing the  price  at  which  trust  shares  were  to  be  issued  by  the  trust, 
the  agreement  did  not  specify  the  price  and  conditions  at  which  these 
shares  were  to  be  sold  by  the  distributor  to  the  public.^^°  When  ex- 
amined on  this  lack  of  control,  F.  D.  Crosby  of  T.  I.  S.  Manage- 
ment Corporation  testified :  ^^^ 

Q.  In  other  words,  when  you  buy  trust  shares  from  the  trust,  you  buy  them 
at  the  price  computed  in  the  trust  indenture,  is  that  so? 

A.  That  is  correct. 


'"»  The  set-up  of  Trusteed  Industry  Shares  in  some  respects  resembled  a  fixed  or  semi- 
fixed investment  trust. 

='"*  Registration  Statement,  T.  I.  S.  Management  Corporation,  File  No.  2-3485-1-2  (Pros- 
pectus dated  November  29.  1937,  pp.  3,  6,  11). 

^'^  A  minimum  fee  was  charged  of  either  3%  of  the  value  of  the  shares  being  converted 
or  $1.00,  whichever  was  lower.      (Id.,  at  5.) 

206  Public  Exammation  pursuant  to  stop  order,  T.  I.  S.  Management  Corporation,  Com- 
mission's Exhibit  No.  14  (p.  9). 

^•'''Op.  cit.  supra,  note  264   (Prospectus  dated  Nov.  29,  1937,  p.  101. 

M8  Ibid. 

^»  Ibid.  In  addition  to  this  portion  of  the  load  on  the  underlying  investment  trust 
share,  the  distributor  of  the  installment  investment  plan  certificates  received  an  additional 
load  of  approximately  10%  on  the  installment  certificate. 

"«  Op.  cit.  supra,  note  262,  at  2. 

^  Op.  cit.  supra,  note  266,  at  52. 
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Q.  And  whenever  you  sell  trust  shares,  you  could,  under  the  trust  indenture, 
sell  them  at  whatever  price  you  pleased. 

A.  That  is  correct. 

Q.  And  you  have  the  right  and  exclusive  right  to  set  the  selling  price? 

A.  That  is  correct. 

Q.  In  other  words,  if  anybody  w^ants  to  buy  Trusteed  Industry  Shares  from 
you,  they  have  to  buy  at  your  price. 

A.  That  is  correct. 

There  were  four  ways,  undisclosed  to  the  public,  by  which  the  dis- 
tributor of  the  trust  shares  increased  its  profits  over  the  published 
load  of  91/2%  per  share  :-'- 

(1)  profits  derived  from  the  difference  between  the  basic  price  at 
which  shares  were  issued  by  the  trust  to  the  distributor  and  the  basic 
price  at  which  these  shares  were  sold  by  the  distributor  to  the  public ; 

(2)  "breakage  profits"  arising  from  fixing  the  price  of  the  shares  to 
the  public  at  the  next  full  cent  when  fractions  were  involved ; 

(3)  profits  resulting  from  the  computation  of  the  published  load 
upon  the  distributor's  basic  price  instead  of  the  trust's  basic  price ;  and 

(4)  profits  derived  from  trading  against  the  trust  in  the  shares  of 
the  trust,  both  by  long  jDOsitions  and  short  positions. 

All  of  these  factors  were  material  in  determining  the  actual  load 
and  the  price  paid  by  the  investor. 

a.  Kaising  the  Basic  Price 

By  the  terms  of  the  trust  agreement,  the  price  paid  by  T.  I.  S. 
Management  Corporation,  the  principal  distributor,  for  shares  of 
Trusteed  Industry  Shares  on  any  particular  day  was  based  on  the 
previous  day's  closing  bid  prices  on  the  stock  exchange  of  the  port- 
folio securities  of  the  trust.^^^  To  the  aggregate  value  of  the  port- 
folio securities,  based  on  their  previous  day's  closing  bid  prices  and 
the  cash  in  the  trust,  certain  brokerage  fees,  taxes,  and  accumulated 
dividends  were  added.  This  total  was  clivided  by  the  number  of  shares 
of  the  trust  outstanding  in  order  to  determine  the  asset  value  per  share 
of  the  outstanding  trust  shares  which  wa,s  the  basic  price  per  share  to 
the  principal  distributor.-^*  However,  the  distributor  computed  the 
basic  price  of  the  shares  to  the  public  not  on  the  basis  of  the  closing  bid 
prices  of  the  portfolio  securities  of  the  trust  but  on  the  previous  day's 
clo.sing  sale  prices  of  these  portfolio  securities. ^^^  Since  the  bid  price 
was  never  higher  than  the  closing  sales  price  and  almost  invariably  the 
bid  price  was  lower  than  the  last  sales  price,  the  principal  distributor 
had  as  one  source  of  profit  the  aggregate  of  the  differences  between  the 
bid  price  and  sales  price  on  each  of  the  portfolio  securities.  This  wag 
illustrated  by  the  testimony  of  Mr.  Crosby,  as  follows :  -^^ 

Q.  And  at  the  time  you  filed  the  three  registration  statements,  the  depositor, 
meaning  T.  I.  S.  Management  Corporation,  was  entitled  to  the  difference  between 
the  closing  bid  price  and  the  closing  sales  price. 

A.  That  is  correct. 


=''2  Op.  cit.  supra,  note  262,  at  4. 
^3  Op.  cit.  supra,  note  266,  at  12. 
274  Ibid. 
2T5  Ibid. 
a-^'Id.,  at  13. 
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Q.  And  in  every  instance  wouldn't  you  say  the  closing  bid  price  was  lower  than 
the  closing  sales  price? 

A.  That  is  correct. 

Q.  So  there  was  at  all  times  an  additional  source  of  profit  to  you  as  a  de- 
positor. 

A.  That  is  correct. 

b.  Rounding-  Off  or  "Breakage" 

The  distributor,  after  computing  the  basic  price  of  the  open-end 
investment  company  shares  on  the  basis  of  the  previous  day's  closing 
sales  prices  of  the  trust's  portfolio  securities,  added  brokerage  and  tax 
charges  as  well  as  the  9^4%  premium  or  load  to  that  valuation  as 
noted  above.  If  a  fractional  cent  resulted  from  this  computation  of 
the  resale  price  of  the  trust's  shares,  the  distributor  raised  the  price  to 
the  next  full  cent  and  retained  this  so-called  "breakage"  as  part  of  its 
profits.-'^^ 

For  the  first  11  months  of  1937  the  breakage  averaged  three-tenths 
of  1%  of  the  daily  offering  price. -^^  The  significance  of  this  ,sum  in 
comparison  to  the  9%%  load  depended,  of  course,  upon  the  market 
value  of  the  individual  share  ancl  the  volume  of  sales.  The  cumula- 
tive effect  of  this  factor  on  the  published  load  is  noted  in  the  ensuing 
section. 

c.  Increasing  the  Published  Load 

Because  of  the  fact  that  the  published  load  of  91/2%  was  figured  on 
the  basic  price  computed  by  the  di.stributor  the  actual  load  paid  by 
the  investor  was  equal  to  more  than  9%%  on  the  creation  value  of 
the  shares  as  issued  by  the  investment  trust.  Mr.  Crosby  testified  as 
follows  concerning  this  hidden  load :  -^^ 

Q.  I  think  you  testified  a  short  while  ago,  Mr.  Crosby,  that  the  load  was  9.5 
percent,  approximately.    Is  that  correct? 

A.  Based  on  the  closing  sales  price. 

******* 

Q.  What  does  the  load  amount  to  on  the  creation  price? 

A.  That  I  don't  know  ofthand. 

Q.  Approximately. 

A.  We  would  probably  add  %  of  1  percent  more  to  it  on  the  average  for  the 
year. 

Q.  Arid  what  would  that  %  of  1  percent  represent? 

A.  The  spread  between  the  closing  bid  and  the  closing  sale. 

Q.  And  you  have  the  breakage. 

A.  That  is  correct. 

Q.  So  instead  of  9.5  percent,  it  would  be  a  figure  close  to  10  percent ;  approxi- 
mately 10  percent. 

A.  On  the  closing  bid  prices. 

d.  Profits  from  Riskless  Trading  in  Trust  Shares 

Another  possible  source  of  profit  to  the  distributor  or  dealer,  which 
was  made  at  the  expense  of  open-end  investment  companies  and  their 

^"  Id.,  Commission's  Exhibits  Nos.  7,  8,  and  9. 

2^«0p.  cit.  supra,  note  264   (Post-effective  amendment  filed  December  10,  1937). 

^^  Op.  cit.  supra,  note  266,  at  30. 
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shareholders  was  the  trading-  in  the  shares  of  the  open-end  company. 
For  example,  T,  I.  S.  Management  Corporation,  distributor  of  Trus- 
teed Industry  Shares,  acted  in  the  capacity  of  principal  in  purchasing 
these  shares  from  the  trust  and  selling  them  to  the  public. ^^"^  The 
distribution  practice  was  to  buy  shares  from  the  trust  at  the  creation 
price  and  then  to  resell  such  shares  on  the  basis  of  closing  sales 
prices  to  dealers  and  to  five  companies  which  sold  installment  in- 
vestment plans  with  the  shares  of  Trusteed  Industry  Shares  as  the 
underlying  security. ^^^  Because  of  its  right  to  buy  trust  shares  as 
principal  in  such  amounts  as  it  desired,  the  distributor  could  take 
long  or  short  positions  in  these  trust  shares. 

The  asset  value  of  the  shares  or  certificates  of  the  company  or  trust 
was  determined  on  the  basis  of  the  market  price  of  the  underlying 
securities  which  prevailed  at  the  close  of  the  market  on  the  previous 
day.  The  asset  value  in  effect  from  10  a.  m.  Tuesday  until  10  a.  m. 
Wednesday,  which  was,  of  course,  the  basis  of  the  retail  selling  price 
and  of  the  price  to  principal  distributors  and  dealers  during  that  time, 
was  determined  by  the  price  of  the  underlying  securities  at  the  close 
(3  p.  m.)  of  jNIonday's  stock  market.  Similarly,  the  price  of  shares 
or  certificates  from  10  a,  m.  Wednesday  to  10  a.  m.  Thursday  was 
based  on  the  market  prices  of  the  underlying  securities  at  the  close 
of  Tuesday's  market.  Therefore,  after  3  p.  m.  Tuesday  the  prin- 
cipal distributor  or  dealers  could  determine  the  price  which  would  be 
in  effect  from  10  a.  m.  Wednesday  to  10  a.  m.  Thursday,  and  at  the 
same  time  could  take  down  shares  until  10  a.  m.  Wednesday  at  a 
price  based  on  Monday's  closing  prices. 

Sales  of  shares  or  certificates  by  the  distributor  or  by  dealers  during 
Tuesday  were  based  on  the  price  effective  that  day,  that  is,  the  price 
based  on  Monday's  closing  quotations  for  the  underlying  securities. 
However,  the  distributor  or  dealer  did  not  have  to  deliver  to  the 
customer  until  several  days  later  so  that  it  was  not  essential  to  take 
clown  shares  or  certificates  from  the  company  or  trust  immediately 
upon  confirmation  of  the  public's  order  at  the  effective  price  of  that 
day. 

The  ability  to  defer  purchases  together  with  the  method  of  selling, 
permitted  the  principal  distributor  and  dealers  during  the  period 
from  Tuesday  at  3  p.  m.  to  Wednesday  at  10  a.  m.  to  choose,  with- 
out risk,  between  the  price  based  on  Monday's  closing  quotations 
and  that  based  on  Tuesday's  closing  quotations.  If  the  market  quota- 
tions of  the  underlying  securities  at  the  close  of  Tuesday's  market 
were  higher  than  the  prices  at  the  close  of  Monday's  market,  then 
Wednesday's  price  for  the  investment  company  issue  would  of  course 
b3  higher  than  Tuesday's,  and  the  principal  distributor  or  dealer 
would  take  down  from  the  company  or  trust  at  Tuesday's  price  and 
fill  the  public  orders  confirmed  on  Tuesday  at  that  price  with  the 
certificates  so  taken  down.  In  such  event  no  trading  profit  would 
be  realized  by  the  principal  distributor  or  dealer. 

However,  if  Tuesday's  closing  market  quotations  for  the  underlying 
securities  were  lower  than  Monday's  closing  prices,  then  Wednesday's 
take-down  price  of  the  shares  or  certificates  would  be  lower  than  that 


2»»Id.,  at  51.  ' 
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in  effect  on  Tuesday.  The  principal  distributor  then  would  remain 
short  until  Tuesday's  closing  prices  became  effective  on  Wednesday  and 
would  not  take  down  shares  or  certificates  to  fill  the  orders  confirmed 
to  the  public  on  Tuesday  until  Wednesday.  Since  in  this  event  the 
orders  confirmed  to  the  public  would  be  on  the  basis  of  the  higher  price 
prevailing  on  Tuesday,  and  since  the  distributor  would  take  down 
shares  at  Wednesday's  lower  take-clown  price,  the  principal  distributor 
or  dealers  would  make  a  trading  profit  in  addition  to  their  regular 
spread. 

In  other  words,  the  securities  would  be  confirmed  on  Tuesday  to  the 
public  on  the  basis  of  Monday's  market  prices.  The  principal  dis- 
tributor or  dealer  could  wait  until  the  close  of  the  market  on  Tuesday, 
and  at  that  time  could  either  take  down  the  shares  or  certificates  from 
the  open-end  company  or  trust  at  a  price  based  on  Monday's  market 
prices  or  could  wait  until  Wednesday  to  take  down  shares  based  on 
Tuesday's  closing  prices,  which  he  knew.  He,  therefore,  had  the 
equivalent  of  a  "call"  or  a  "stop  loss  order"  protecting  his  short  posi- 
tion and  could  choose  the  lower  price  and  retain  for  himself  any  profit 
resulting  from  his  buying  on  a  lower  price  basis  than  was  available  to 
the  public. 

When  principal  distributors  or  dealers  availed  themselves  of  the 
profit  opportunities  inherent  in  this  situation  the  investment  trust  or 
investment  company  would,  instead  of  receiving  the  higher  of  the  two 
prevailing  prices  for  its  shares  or  certificates,  receive  the  lower  of  these 
two  prices,  a  process  which  would  constitute  a  dilution  of  the  equity 
or  interests  of  the  existing  shareholders  or  certificate  holders. 

Mr.  Crosby,  when  examined  concerning  the  mechanics  of  taking  a 
short  position  in  the  trust  shares,  testified :  ^^- 

Q.  Assume  that  the  closing  sales  price  of  the  securities  in  the  portfolio  made 
the  average  price  per  share  of  Trusteed  Industry  Shares  that  would  be  offered  to 
the  public  today  $1.20,  and  assume  that  the  market  falls  off  so  that  by  shortly 
after  three  o'clock,  at  the  close  of  the  Stock  Exchange,  you  can  exactly  calculate 
what  the  price  will  be  that  will  be  offered  to  the  public  tomorrow,  which,  say  is 
ten  cents  lower,  $1.10. 

A.  That  would  be  quite  a  drop.     I  would  rather  make  it  four  cents  lower. 

Q.  Make  it  $1.15  if  you  like.  Assuming  also  that  you  had  a  fairly  constant 
demand,  that  orders  have  come  in  for  5,000  shares,  you  would  not  cover  or  pull 
down  any  shares  of  the  trustee  at  all  ? 

A.  That  is  correct. 

Q.  You  would  go  short.  Assuming  the  market  fell  off  again  that  day  so  that 
the  next  day  it  would  be  a  $1.10  offering  price  to  the  public  and  you  got  another 
5,000  orders,  you  still  wouldn't  cover  those  shares,  and  assuming  the  next  day 
that  the  price  you  could  immediately  calculate  went  up  to  $1.15  again,  you  would 
cover  by  4:  30  for  ten  thousand  shares  at  $1.10,  v^^ould  you  not? 

A.  That  is  correct. 

Mr.  Crosby  admitted  that  there  was  no  risk  involved  in  taking  such 
a  short  position  :  ^^^ 

Q.  And  you  in  no  instance  incur  any  risk  in  that  sort  of  situation,  inasmuch 
as  you  know  what  orders  you  have  on  hand  and  you  know  you  don't  have  to  fill 
those  so  long  as  the  market  is  going  down. 


^  Op.  cit.  supra,  note  266,  at  31. 
^  Id.,  at  32. 
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A.  That  is  correct. 

Q.  And  as  soon  as  the  market  goes  up  you  can  always  fill  those  orders  imme- 
diately you  know  the  market  is  going  to  be  higher  the  next  day  and  realize  the 
maximum  profit. 

A.  That  is  correct. 

The  practical  api^lication  of  this  riskless  trading  practice  was 
graphically  illustrated  by  the  fact  that  on  or  about  October  21  or  22, 
1937,  immediately  after  the  market  break  of  October  19,  1937,  T.  I.  S. 
Management  Corporation  purchased  190,000  shares  from  the  trust  at 
depressed  prices,  with  which  it  covered  an  existing  short  position  at  a 
substantial  profit.^^*     Mr,  Crosbj'  testified :  ^^^ 

Q.  In  the  course  of  our  investigation,  Mr.  Crosby,  it  is  learned  that  on  or  about 
October  21  or  22  of  this  year  T.  I.  S.  Management  Corporation  bought  190,000 
shares  from  the  trustee.     Is  that  correct? 

A.  That  is,  I  believe,  correct. 

Q.  And  that  is  shortly  after  the  severe  market  break  of  October  19? 

A.  That  is  correct. 

Q.  As  I  recall  it,  the  purchase  price  of  those  shares  was  about  880 ;  is  that 
correct  ? 

A.  I  don't  know  that. 

Q.  It  was  fairly  low. 

A.  I  imagine  that  is  probably  correct. 

Q.  And  as  a  result  of  that  transaction  I  gather  the  depositor  reaped  a  sub- 
stantial profit. 

A.  That  is  probably  correct. 

Q.  And  at  the  time  of  purchase  of  shares,  I  assume  the  depositor  corporation 
had  a  fairly  substantial  short  position. 

A.  That  is  probably  correct. 

Q.  And  by  being  able  to  purchase  these  shares  at  8S<i  approximately,  and  cover 
all  outstanding  orders,  the  profit  naturally  would  be  quite  substantial,  would  it 
not? 

A.  I  believe  so,  though  I  do  not  know  the  figure. 

Conversely,  the  distributor  or  dealer  may  have  assumed  a  long  posi- 
tion in  the  trust  shares  in  a  rising  security  market.  Whereas  the  as- 
sumption of  a  short  position  in  the  trust  shares  involved  no  risk  on 
the  part  of  the  distributor  or  dealer,  the  assumption  of  a  long  position 
did  involve  a  certain  element  of  risk.-^'^  To  make  a  profit  on  a  long 
position,  the  distributor  or  dealer  must  have  taken  down  or  purchased 
from  the  trust  a  block  of  trust  shares  in  anticipation  of  orders  from 
the  public  at  higher  prices  because  of  the  rising  market  price.^^'^  This 
element  of  risk  was  almost  entirely  eliminated  in  the  case  of  T.  I.  S. 
Management  Corporation  because  the  majority  of  its  shares  w^ere  sold 
to  the  five  companies  offering  installment  investment  plans,  which 
provided  a  fairly  constant  demand  for  shares.  The  distributor  was  in 
a  position  to  gauge  with  reasonable  accuracy  in  advance  the  day  by 
day  minimum  demand  for  trust  shares  by  these  plans. 

28^  Id.,  at  28-9. 

^  Ibid. 

^Id.,  at  34  and  66. 

^■'16.,  at  24. 
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Witli  reference  to  the  sliares  sold  to  these  investment  plans,  Mr. 
Crosby  stated :  ~^^ 

Q.  And  since  there  is  generally  a  normally  constant  demand  due  to  the  opera- 
tion of  these  deposit  plans,  etc.,  you  can  more  or  less  generally  calcvilate,  although 
there  is  a  certain  possibility  of  error,  how  much  to  go  long  on  any  given  situa- 
tion ? 

A.  Within  reasonable  limits  ;  yes. 

******* 

Q.  I  believe  you  testified  that  there  was  a  risk  involved  in  taking  a  long  posi- 
tion. 

A.  That  is  correct. 

Q.  Wouldn't  you  say  that  generally  the  risk  was  quite  insignificant  in  view  of 
the  fairly  constant  demand  for  Trust  Shares  which  you  say  you  had  created? 

A.  I  would  be  willing  to  say  that  I  generally  made  a  profit  from  long  positions, 
but  I  would  not  hazard  a  guess  as  to  the  amount  of  risk. 

Even  in  the  case  of  the  sale  of  trust  shares  by  dealers  it  was  possible 
for  the  distributor  to  foretell  the  demand  for  shares  and  the  long  posi- 
tion to  assiime.^^^  Mr.  Crosby  stated  that  it  was  possible  for  dealers, 
who  sold  only  about  20%  of  the  shares  distributed,  to  trade  against 
the  distributor :  -^° 

Q.  And  what  is  the  percentage  of  shares  purchased  through  dealers ;  about  20 
percent  ? 

A.  It  is  constantly  growing,  but  currently  about  20'  percent. 

Q.  In  other  words,  the  80  percent  are  purchased  by  thrift  funds  [installment 
investment  plans]  through  yourself? 

A.  That  is  probably  correct. 

******* 

Q.  So  can't  the  assumption  be  made,  generally  speaking,  that  you  aren't  ex- 
posing yourself  too  much  to  a  risk  of  loss? 

A.  I  am  not  exposing  myself  to  bankruptcy ;  no ;  but  I  am  exposing  myself  to 
loss  by  reason  of  the  fact  that  dealers  can  take  a  position  against  me;  yes. 
Whether  or  not  there  would  be  a  loss  is  very  hard  to  determine. 

T.  I.  S.  Management  Corporation  exercised  no  control  over  its  deal- 
ers, who  also  could  take  long  or  short  positions  in  the  trust  shares 
against  their  customers'  orders.'^^  This  advantage  was  sometimes 
passed  on  to  the  investor  as  a  retail  selling  argument.^^-  The  dis- 
tributor even  went  so  far  as  to  notify  dealers  by  telegraph  of  the 
existence  of  the  two  prices  for  the  trust  shares,  allegedly  to  encourage 
sales  of  these  shares,  although  the  existence  of  these  two  prices  may 
also  have  encouraged  dealers  to  trade  against  the  fund.^'"*^ 

The  general  effect  of  the  distributor  and  dealers  taking  positions  in 
trust  sliares  was  that  the  distributor  or  dealer  retained  part  of  the 
money  paid  by  the  purchaser  of  trust  shares  which  woulcl  ordinarily 
have  gone  to  the  investment  trust.-''*  Thus  this  practice  resulted  in 
a  diminution  of  the  equity  of  existing  stockholders  in  the  fund.^^' 


and    34. 
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That  these  practices  were  of  consequence  is  indicated  by  the  fact 
that  T.  I.  S.  Management  Corporation  made  a  gross  profit  of  approxi- 
mately $37,000  for  the  first  9  months  of  1937  from  these  4  sources : 
raising  the  basic  price,  breakage,  increasing  the  published  load,  and 
riskless  trading  in  the  trust  shares  against  the  trust  fund.-^*^  The 
effect  of  these  practices  is  also  illustrated  by  the  fact  that  approxi- 
mately only  88%  of  the  investor's  funds  paid  for  the  trust  shares 
actually  reached  the  investment  trust,-"  whereas  the  prospectus  for 
Trusteed  Industry  Shares  stated  that  the  estimated  net  proceeds  to 
the  trust  was  approximately  91%.^^^  The  misleading  character  of 
this  statement  in  the  prospectus  was  admitted  at  the  public  examina- 
tion.-'^''  The  percentage  of  gross  profits  from  the  distribution  of  these 
trust  shares  amounted  to  approximately  12%,  for  the  first  9  months  of 
1937.^°°  Mr.  Crosby,  examined  in  relation  to  these  practices,  testi- 
fied : '°' 

Q.  Mr.  Crosby,  would  you  say  that  tliis  was  an  unusual  set-up  for  an  iuvest- 
meut  trust?  Is  this  a  general,  typical  plan  that  is  followed  by  most  investment 
trusts  in  similar  activities? 

A.  Most  investment  trusts  are  incorporated  and  ours  is  unincorporated,  but  I 
would  say  that  taking  positions  is  an  accepted  practice  in  the  operation  of 
investment  trusts. 

Q.  With  the  same  fore-knowledge  of  what  the  price  would  be  the  next  day? 

A.  Some  have  even  a  greater  fore-knowledge  than  we  have. 

Q.  That  is  a  general  practice? 

A.  Some  can  wait  up  until  one  o'clock  on  Wednesday  to  create  Monday's  close, 
and  twelve  o'clock  on  Wednesday,  so  they  have  a  longer  or  greater  fore-knowledge 
of  price  change  than  we  have. 

Q.  When  this  scheme  had  ample  precedent,  is  that  right? 

A.  I  would  say  it  is  an  accepted  practice. 

2.  TKADING  PRACTICES 

After  the  original  distribution  of  the  shares  of  closed-end  invest- 
ment companies,  the  prices  obtainable  by  shareholders  for  their  shares 
were  essentially  open  market  prices.  However,  the  open-end  invest- 
ment company,  because  of  its  continuous  sales  and  redemptions,  pro- 
vided the  market  for  its  shares.  The  investor  could  always  sell  to 
and  usually  could  buy  from  the  open-end  investment  company.  Con- 
sequently, the  open-end  investment  company  shareholder  had  no  need 
for  an  exchange  or  over-the-counter  market,  and  the  supply  or  demand 
for  the  shares  of  the  open-end  investment  company  had  little  effect 
(except  possibly  upon  the  size  of  the  sales  load)  upon  the  price  of 
the  shares  which  was  based  upon  the  market  price  for  the  underlying 
portfolio  securities. 

If  the  investing  public  lost  confidence  in  the  management  of  a  closed- 
end  investment  company,  the  volume  of  sales  would  increase  and  the 


=*"  Op.  cit.  supra,  note  262,  at  6.  This  amount  did  not  include  profits  made  from  the 
short  position  of  the  distributor  during  the  declining  market  subsequent  to  September  30, 
1937.     (Op.  cit.  supra,  note  266,  at  29.) 

2^^  Op.  cit.   supra,  note  262,  at  6. 

^'^  Op.  cit.  supra,  note  266,  Commission's  Exhibit  No.   14. 
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300  Op.  cit.  supra,  note  262,  at  6. 

'01  Op.   cit.   supra,  note  266,  at  46. 
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market  price  would  tend  to  decline.  In  many  instances  the  closed- 
end  investment  company  shares  sold  at  a  discount — at  a  market  price 
below  asset  values.  Conversely,  confidence  in  the  management  of  a 
closed-end  investment  company  might  cause  the  shares  to  sell  at  a 
premium — at  a  market  price  above  asset  value.  In  an  open-end  in- 
vestment company,  the  shares  virtually  never  sold  at  a  premium  or 
discount  since  the  shares  could  be  sold  or  purchased  at  about  asset 
value.  The  confidence  or  lack  of  confidence  in  the  management  of 
open-end  investment  companies  was  not,  therefore,  reflected  in  pre- 
miums or  discounts  for  the  open-end  investment  company  shares  but 
rather  in  increases  in  sales  of  shares  or  increases  in  redemptions,  re- 
spectively. An  increase  in  redemptions  of  shares  was  usually  accom- 
panied by  increased  selling  pressure  with  higher  loading  charges  to 
overcome  the  diminution  in  the  size  of  the  company  caused  by  the 
redemptions.^"^ 

a.  Maintaining  a  Market  for  the  Shares  of  Open-End  Investment 
Companies 

Prior  to  the  market  break  in  October  1929  the  premiums  above  asset 
values  commanded  by  the  shares  of  many  closed-end  investment  com- 
panies made  the  sale  of  such  security  issues  an  easy  undertaking. 
However,  during  the  declining  markets  following  1929,  when  such 
shares  customarily  sold  at  discounts  below  asset  values  in  spite  of 
substantial  repurchases  by  some  closed-end  investment  companies  of 
their  own  security  issues,  the  successful  marketing  of  new  issues  of 
that  character  was  practically  impossible.  However,  the  shares  of 
open-end  investment  companies  did  not  sell  at  discounts  since  the 
shareholders  were  at  all  times  assured  of  asset  values  from  the  issuing 
companies  and  prospective  purchasers  could  not  generally  buy  shares 
of  an  open-end  investment  company  except  at  asset  value  plus  a  load- 
ing charge  above  asset  value.  This  right  to  obtain  the  approximate 
asset  values  of  open -end  investment  company  shares  at  any  time  as- 
sisted the  sale  of  open-end  investment  company  shares  during  the 
depression  period,  and  open  market  operations  for  the  purpose  of 
supporting  such  sales  were  not  necessary. 

The  basic  market  for  the  shares  of  open-end  investment  companies 
was  created  and  maintained  by  each  open-end  investment  company 
for  its  own  shares,  usually  pursuant  to  provisions  set  forth  in  the 
charter  or  trust  agreement.^°^  In  the  case  of  a  few  open-end  invest- 
ment companies — companies  sponsored  and  managed  by  investment 
counsel — distributors  and  the  various  selling  devices  were  not  utilized. 
Prospective  purchasers,  instead  of  being  solicited  went  directly  to 
the  investment  company,  or  the  sponsor's  investment  counsel,  if  they 
desired  to  acquire  shares  in  the  open-end  investment  company.  Fur- 
thermore, the  trust  shares  could  ordinarily  be  sold  by  stocldiolders 
only  to  the  investment  companies  from  which  they  were  purchased. 

Many  open-end  investment  company  shares,  however,  were  sold  by 
distributors  and  dealers  who  created  and  maintained  active  markets 
of  their  own  in  the  shares  of  those  companies  in  which  they  were 


'  See  discussion  supra,  p.  806. 
See  supra,  pp.  799  et  seq. 
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interested.^°*  These  secondary  markets  necessarily  were  based  upon, 
and  ordinarily  operated  between,  the  bid  and  asked  quotations  set 
by  the  open-end  investment  companies  from  day  to  day.  Several 
factors  operated  to  make  such  distributor  markets  the  active  markets 
for  open-end  investment  company  shares.  First,  in  many  cases  the 
distributor  could  act  as  a  principal  in  the  sale  and  repurchase  of 
shares  and  trade  in  such  shares  for  his  own  account  which  opened  up 
a  source  of  profit  in  addition  to  the  loading  charge.^°°  Second,  open- 
end  investment  companies  would  sometimes  be  authorized  to  redeem 
shares  only  at  or  near  the  liquidating-  value  as  determined  at  the  close 
of  the  next  succeeding  day  to  that  on  which  such  shares  were  turned 
in  for  redemption.  This  practice  meant  that  the  outgoing  stock- 
holder had  to  wait  a  day  to  ascertain  the  precise  amount  he  could 
receive  for  his  shares  and  wait  even  a  longer  period  for  his  cash.  The 
dealer  or  distributor  making  a  market  would  ordinarily  repurchase 
the  shares  of  the  outgoing  stockholder  and  pay  cash  immediately .^°*^ 

Third,  in  practically  all  cases,  the  principal  distributor  had  the 
exclusive  rights  to  sell  the  stock  of  the  open-end  investment  company 
and  the  prospective  purchaser  was  compelled  to  buy  shares  from  the 
distributor  or  his  authorized  clealers.^°'^  This,  in  effect,  made  the  dis- 
tributor the  focal  point  for  the  purchase  and  sale  of  shares. 

Fourth,  in  at  least  one  case,  the  distributor  had  a  right  to  purchase, 
and  did  purchase  for  resale,  all  trust  shares  which  were  tendered.^°^ 
This  practice  obviated  the  necessity  for  disclosing  to  the  shareholders 
of  the  company  the  extent  of  tenders  for  redemption  and  consequently 
the  extent  of  anv  loss  of  confidence  of  these  holders  in  the  manage- 
ment.309 

b.  Trading  Against  the  Load  and  Matching  Orders 

A  brief  outline  of  the  mechanics  of  handling  the  sale  and  repur- 
chase of  open-end  investment  company  shares  will  indicate  more  fully 
the  opportunities  for  indirect  and  hidden  profits  in  addition  to  the 
published  load.  The  asset  value  and  the  offering  price  for  a  share  of 
an  open-end  investment  company  varied  from  day  to  day  and  was 
effective  during  a  set  period,  usually  from  10 :  00  a.  m.  one  day  to 
10:00  a.  m.  the  following  clay.  Dealers  were  notified  by  the  dis- 
tributor before  the  daily  price  change  became  effective. 

In  the  case  of  a  buying  order  where  both  the  dealer  and  distributor 
acted  as  agent  for  the  open-end  investment  company,  the  procedure 
for  the  sale  of  shares  of  National  Investors  Corporation  was  described 
as  follows  by  H.  Dudley  Swim  :  ^^° 

Local  dealer's  salesman  secures  order.  Prospectus  furnished.  There  is  noth- 
ing to  prevent  either  customer  or  dealer  (for  customer's  account)  from  withhold- 


304  See  Pt.  Two  (House  Doc.  No.  70,  76lh  Cong.),  Ch.  Ill,  pp.  241-4. 

^^  See  T.  I.  S.  Management  Corporation,  supra,  pp.  847  et  seq. 

^<*  The  dealer  or  distributor  probably  would  pay  an  amount  a  little  less  than  his  estimate 
of  t'le  liquidating  value  at  the  close  on  the  following  day,  unless  there  were  prospects 
of  immediate  resale  or  a  rising  market.      (Op.  cit.  supra,  note  128.) 

3"^  For  discussion  of  trading  of  open-end  company  shares  in  the  "bootleg  market"  see 
infra,  p.  865. 

^"^  Op.  cit.   supra,   note  266,  at  39. 

="«  Id.,  at  74. 

^-°  Op.   cit.   supra,    note   102. 
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ing  actual  placement  of  order  for  [execution]  until  a  day  when  stock  market 
prices  have  risen,  the  order  then  being  executed  at  that  day's  offering  price 
which  is  based  on  the  next  preceding  day's  asset  value.  When,  where,  or  how 
the  payment  is  received  by  the  local  dealer  from  his  customer  is  a  matter  of  his 
determination. 

Dealer  communicates  order  to  distributoi- — usually  by  telephone  or  telegraph. 
Order  is  not  effective  until  accepted  by  distributor,  and  acceptance  is  subject  to 
distributor's  sole  discretion. 

******* 

Distributor  confirms  to  Corporation's  New  Jersey  agent  by  4 :15  p.  m.  New 
York  business  time  (12 :  15  p.  m.  on  a  Satvirday)  all  purchases  and  sales  effected 
up  to  4:00  p.  m.  (12:00  noon  on  a^  Saturday).  Purchases  and  sales  are  not 
netted  but  reported  separately. 

Detailed  confirmations  are  received  on  following  morning  showing  each  deal- 
er's orders  against  which  the  distributor  has  purchased  stock  fi'om  the  cor- 
poration    *     *     *_ 

Corporation  directs  transfer  agent  to  issue  stocl?  in  names  and  denominations 
requisitioned  or  to  be  requisitioned  by  distributor,  and  deliver  such  stock  to 
distributor  against  receipt  of  payment  in  current  funds.  Distributing  contract 
provides  that  registration  instructions  must  be  received  from  distributor  within 
two  full  business  days  after  sale,  and  delivery  must  be  taken  against  payment 
within  10  days. 

If  distributor  receives  payment  at  or  shortly  after  receipt  of  order,  stock  is 
registered  in  name  requested  by  dealer  and  shipped  by  distributor  to  dealer 
"free."  If  dealer  does  not  remit  payment  to  distributor,  stock  is  registered  in 
distributor's  name  or  "street  name"  and  shipped  by  distributor's  bank  to  dealer 
with  draft  attached  and  with  open  endorsement  on  certificate.  Distributor  has 
arranged  with  its  own  bank  to  handle  all  "clearances"  and  to  finance  the  "float" 
which  results  from  draft-attached  shipments. 

Dealer  handles  delivery  of  stock  to  his  customer. 

In  cases  where  the  dealer  acted  as  principal  and  received  a  buying 
order,  the  necessary  shares  could  be  furnished  from  the  dealer's  in- 
ventory, purchased  either  from  some  other  dealer  usually  at  a  dis- 
count, from  the  distributor,  or  borrowed  for  delivery  if  the  dealer 
was  short  the  shares.  Similarly,  if  the  dealer  Avere  acting  as  agent 
in  such  a  transaction  and  the  distributor  were  acting  as  principal, 
shares  could  be  procured  by  the  latter  either  from  its  own  inventory 
or  the  investment  company,  or  borrowed  for  delivery  purposes. 

In  the  first  type  of  transaction,  where  both  dealer  and  distributor 
acted  as  agents  in  the  sale  of  shares  for  the  open-end  investment  com- 
pany, the  published  loading  charged  or  known  premium  paid  by  the 
investor  was  returned  by  the  investment  company  to  the  principal 
distributor,  who  reallowed  a  certain  portion  of  it  to  the  dealer.  For 
example,  the  selling  agreement  between  Dividend  Shares,  Inc.,  and 
Calvin  Bullock,  the  distributor,  provided  for  a  loading  charge  of  8%% 
of  the  offering  price."'"  About  5%  went  to  the  dealer,  vvdio,  in  turn, 
reallowed  his  salesmen  2i/2%  of  this  amount.^^-  Of  the  remaining 
3%%  retained  by  the  distributor,  an  amount  was  given  to  the  whole- 
saler equal  to  1%  of  what  the  latter  wholesaled  in  dollar  volume.^^^ 


3"  Op.  cit.  supra,  note  3,  Pt.  IX,  "Selling  agreement  of  February  28,  1936." 
="2  Op.  cit.  supra,  note  54,  at  4201. 
"3  Ibid. 
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In  the  second  type  of  transaction  noted  above,  however,  where  a 
dealer  acted  as  principal,  the  profits  on  a  buying  order  could  be  sub- 
stantially increased.  If  the  dealer  held  a  long-  position  in  the  shares 
of  the  trust  at  a  price  equal  to  current  liquidating  value  and  received 
a  buying  order  which  he  filled  with  such  shares,  he  received  the  full 
amount  of  the  load,  as  the  distributor  was  not  called  upon  to  furnish 
the  shares.  The  matching  of  a  selling  order  with  a  purchase  order  also 
accomplished  this  result.  If  the  cost  of  his  inventory  position  of  one 
share  was  less  than  current  liquidating  value,  he  pocketed  this  differ- 
ential plus  the  load.  If  the  cost  of  his  inventory  position  was  more 
than  the  current  liquidating  value,  he  still  made  profits  over  and  above 
his  normal  percentage  of  the  load,  up  to  a  point  where  the  cost  of  his 
inventory  position  was  equal  to  the  wholesale  price. 

Thus,  the  dealer  on  any  inventory  position  always  had  the  full 
amount  of  the  load  with  which  to  hedge.  In  addition,  the  dealer  could 
always  turn  in  his  inventory  to  the  principal  distributor  for  redemp- 
tion or  resale  and  receive  current  asset  value.  When  these  opportuni- 
ties for  the  dealer  were  coupled  with  the  operation  of  the  two-price 
system,  discussed  hereafter,'^*  the  result  w^as  to  place  the  dealer  in  a 
position  where  he  could  trade  against  the  underlying  fund  at  no  risk 
to  himself. 

Opportunities  similar  to  those  enjoyed  by  the  dealer  were  also  avail* 
able  to  the  principal  distributor,  although  more  limited  in  their  scope. 
Inasmuch  as  the  distributor  could  not  secure  any  more  of  the  load  by 
acting  a$  principal  than  he  could  by  acting  as  agent  (unless  he  sold 
retail),  profits  on  an  inventory  position  could  only  be  derived  from  a 
favorable  price  differential  between  the  cost  of  inventory  and  the 
current  asset  value  of  the  shares. 

As  in  the  case  of  the  dealer,  the  distributor  could  utilize  that  por- 
tion of  the  load  retained  to  hedge  his  inventory  position.  Unlike  the 
dealer,  however,  who  could  obtain  cash  from  the  distributor  if  he 
wished  to  liquidate  his  inventory,  the  distributor  could  not  immedi- 
ately liquidate  his  inventory  position  with  the  investment  company, 
because  of  the  one-day  lag  usual  in  determining  the  redemption 
price.^^^  This  factor  introduced  an  element  of  risk  into  the  distribu- 
tor's trading  position.^^^ 

Long  positions  were  assumed  by  the  distributor  or  the  dealer  in  two 
ways — either  by  purchasing  shares  for  their  own  account  from  the 
open-end  investment  company  (or  sometimes  from  the  distributor  in 
the  case  of  the  dealer),  or  by  purchasing  shares  turned  in  for  redemp- 
tion. As  in  the  case  of  a  buying  order,  distributors  and  dealers 
acted  either  as  agent  or  as  principal  for  the  retiring  stockholder. s^' 

3"  See  infra,  pp.  860  et  seq. 

31°  On  the  other  hand,  Massachusetts  Investors  Trust  repurchased  shares  at  10  a.  m. 
at  the  net  liquidating  value  at  the  previous  closing  of  the  Exchange.  (Registration  State- 
ment,  Massachusetts   Investors  Trust,   file  No.   2-3512    [Prospectus,   December   15,    1937].) 

Shares  were  repurchased  by  Incorporated  Investors  at  the  price  as  of  the  day  of  reac- 
quisition.      (Op.   cit.   supra,    note   5,   Pt.   IX.) 

^''"The  extent  to  which  the  element  of  risk  could  be  eliminated  has  already  been 
pointed  out  above  in  the  case  of  T.  I.  S.  Management  Corporation,  supra,  pp.  847-54. 

3"  The  80%  of  total  repurchases  for  39  open-end  investment  companies  and  investment 
trusts  for  the  period  1927-1935  which  were  made  through  the  distributor  as  agent  did 
not  include  shares  repurchased  by  distributors  and  dealers  which  were  subsequently  resold 
and  is,  therefore,  not  an  accurate  indication  of  the  turnover  of  shares  in  the  hands  of 
the  public.      (See  supra,  p.  809.) 

153373—41 — pt.  3 6 


860  SECURITIES    AND    EXCHANGE    COMMISSION 

Profits  from  the  repurchase  of  shares  could  be  secured  only  if  such 
shares  could  be  resold,  either  back  to  the  investment  company  or  to 
prospective  investors.^^^ 

c.  Trading  Against  the  Fund 

The  two-price  system  has  been  employed  by  almost  all  open-end 
investment  companies,^^'*  and  although  it  represented  an  improvement 
over  methods  of  more  infrequent  pricing  used  in  the  past,  it  can  be 
operated  to  the  detriment  of  investors  and  stockholders.^^" 

The  prospectus  of  Dividend  Shares,  Inc.,  describes  the  typical  oper- 
ation of  the  two-price  system  as  follows :  ^-^ 

The  Company's  shares  are  offered  for  sale  by  Calvin  Bullock  (a  New  York 
joint-stock  association),  the  Distributor,  at  a  price  equivalent  to  their  approxi- 
mate liquidating  value  (as  above  described)  determined  as  of  the  close  of  busi- 
ness on  the  last  business  day  on  which  the  New  York  Stock  Exchange  was  open 
next  preceding  the  date  on  which  a  subscription  is  accepted,  plus  a  premium  of 
8%%  of  offering  price  (i.  e.,  slightly  less  than  9^2%  of  liquidating  value). 
******* 

Calvin  Bullock's  offering  price,  on  any  day,  based  on  the  previous  business 
day's  liquidating  value  as  aforesaid,  remains  in  effect  until  12:00  p.  m.  (or  such 
earlier  time  as  Calvin  Bullock  may  fix  from  time  to  time).  New  York  Business 
Time,  on  each  day  shares  are  offered.  A  tentative  estimate  of  the  nqxt  day's 
offering  price  is  available  to  dealers  at  Calvin  Bullock's  offices  approximately 
one  and  one-half  hours  after  the  close  of  the  New  York  Stock  Exchange  on  each 
business  day,  and  dealers  are  advised  of  such  tentative  estimate  at  that  time, 
principally  by  mail  and  telephone.  S'ince  a  tentative  estimate  of  the  new  offer- 
ing price  is  known  while  the  previous  offering  price  is  still  in  effect,  dealers  and 
investors  may  defer  purchasing  shares  at  the  then  effective  price  when  it  ai> 
pears  that  the  price  to  become  effective  the  next  biisiness  day  will  be  lower,  and, 
conversely,  may  purchase  shares  at  the  then  effective  price  when  it  is  known 
that  the  price  to  become  effective  the  next  day  will  be  higher.  All  such  pur- 
chasers thus  have  and  have  had  the  opportunity  of  placing  orders  after  the  time 
when  there  has  been  an  increase  in  the  asset  value  of  the  Company's  shares  and 
before  the  higher  liquidating  value  becomes  effective,  thereby  securing  the  ad- 
vantage of  the  lower  public  offering  price  then  in  effect. 


318  Mr.  Crosby  admitted  with  reference  to  T.  I.  S.  Management  Corporation  that  the 
differential  between  thd  repurchase  price  of  such  sliares  and  the  current  value  of  new 
shares  issued  by  the  Trust  constituted  a  source  of  profit  to  the  distributors.  (Op.  cit.  supra, 
note  266,  at  39.) 

^^  Four  exceptions  were :  Axe-Houghton  Fund  A,  Inc.  ;  Axe-Houghton  Fund  B.  Inc.  ; 
Institutional  Securities,  Limited ;  and  Corporate  Investors,  Limited.  ISIassachusetts  In- 
vestors Trust,  for  example,  prior  to  January  1,  1928,  changed  its  price  every  2  weelis  and 
between  July  9,  1931,  and  February  1,  1932,  an  inventory  was  fallen  whenever  the  Dow- 
Jones  Industrial  Averages  changed  4  points  either  way  from  the  previous  inventory,  pro- 
vided, however,  that  in  any  event  a  new  inventory  should  be  taken  every  7  days.  Since 
February  1,  1932,  the  net  asset  value  has  been  redetermined  on  an  appraisal  b.asis  every 
24  hours.  (Reply  to  the  Commission's  questionnaire  for  Massachusetts  Investors  Trust, 
Pt.  IX.) 

''-"  See  T.  I.  S.  Management  Corporation  supra,  pp.  847  et  seq. 

321  Registration  Statement,  Dividend  Shares,  Inc.,  File  No.  2-3588  (Prospectus,  July 
23,  1938). 
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(1)  RISKLESS  TRADING  PROFITS  FOR  THE  DEALER 

From  the  point  of  view  of  the  dealer  acting  as  a  principal,  the 
maintenance  of  the  two-price  system  made  it  posible  for  him  to  take 
long  or  short  positions  in  the  shares  of  open-end  investment  com- 
panies and  investment  trusts  at  no  substantial  risk  to  himself.  The 
fact  that  riskless  trading  operations  have  been  indulged  in  by  dealers 
for  open-end  investment  companies  was  demonstrated  in  the  case  of 
T.  I.  S.  Management  Corporation.^--  In  the  preceding  section  it 
was  pointed  out  how  dealers  could  make  extra  profits  from  the  resale 
of  shares  turned  in  for  redemption.  These  operations  were  put  on 
a  riskless  basis  by  the  two-price  system. 

In  connection  with  such  trading  there  has  been  the  added  advan- 
tage afforded  dealers  for  investment  companies  located  in  the  eastern 
part  of  the  country  to  sell  such  shares  in  the  western  part  of  the 
country  because  of  "the  difference  in  time.  The  west  coast  dealer  has 
the  advantage  of  a  business  day  that  is  three  hours  later  than  that  in 
the  east.  Thus,  if  the  next  day's  liquidating  value  for  the  shares 
of  an  open-end  investment  company  is  determined  in  New  York  at 
4 :  00  p.  m.  New  York  Time,  it  is  only  1 :  00  p.  m.  West  Coast  Time, 
and  the  dealer  has  all  the  afternoon  to  trade  against  the  two  prices. 

A  dealer  in  the  shares  of  an  open-end  investment  company  who 
assumed  a  long  position  in  the  face  of  a  rising  market  coulcl  liquidate 
such  a  position,  if  necessary,  at  no  risk  to  himself  and  usually  at  a 
profit,  even  in  the  face  of  a  declining  market.  The  bid  and  asked 
prices  for  the  shares  of  one  investment  company  for  the  three  days 
April  1,  2,  3,  of  1935  were  as  follows :  ^-^ 

Bid  Asked 

April  1,  1935 $18.08         $19.65 

April  2,  1935 18.14  19.72 

.  April  3,  1935 18.  06  19.  63 

The  offering  price  of  $19.65  for  Aj^ril  1  had  been  determined  on  the 
basis  of  the  preceding  day's  asset  value.  The  offering  price  of  $19.65 
for  April  1  remained  effective  from  10 :  00  a.  m.  the  morning  of  April  1 
to  10 :  00  a.  m.  the  morning  of  April  2.  The  dealer,  however,  knew 
after  the  close  of  the  securities  markets  on  April  1,  that  the  price 
the  following  day  would  be  higher.  Thus,  by  taking  a  long  position 
he  could  hope  to  profit  from  this  differential  on  all  shares  sold  at 
the  higher  price. 

In  order  to  take  a  long  position  shares  could  be  purchased  by  the 
dealer  from  the  distributor  at  a  discount  of  31/2%  from  the  offering 
price,  from  other  dealers  at  the  offering  price  less  1%,  or  perhaps 
from  retiring  stockholders  at  the  bid  price  of  the  distributor.  In 
terms  of  the  ])rices  quoted  for  April  1  above,  the  dealer  coulcl  have 
purchased  a  share  from  the  distributor  for  $18.96  ($19.65  less  31/2%), 
from  another  member  of  the  selling  group  for  $19.45  ($19.65^  less 
1%),  or  perhaps  from  a  retiring  stockholder  for  $18.08  (the  dis- 
tributor's bid  price).  The  differential  in  the  three  prices  represented 
the  premium  which  the  dealer  had  to  pay  above  the  distributor's  bid 
price  in  order  to  secure  a  share. 

^  See  supra,  pp.  847  et  seq. 

^  The  asked  price  was  the  offering  price  to  the  public  ;  the  bid  price  represented  what 
the  distributor  would  paj'  on  redemption. 
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The  method  by  which  dealers  could  make  profits  from  such  an 
inventory  position  and  use  the  load  as  a  hedg-e  against  a  decline  in 
price  has  already  been  described  in  the  preceding  subsection.^-^  Al- 
though such  trading  operations  were  speculative  in  their  nature,  the 
risk  in  such  a  position  could  sometimes  be  entirely  eliminated  by  the 
dealer  if  he  purchased  his  long  position  at  the  distributor's  bid  price, 
from  a  retiring  stockholder.  This  required  a  combination  of  three 
things :  the  fact  that  the  distributor  customarily  maintained  an  inde- 
pendent market,"-^  the  fact  that  the  dealer  paid  no  premium  on  the 
shares  purchased,  and  the  fact  that  the  dealer  knew  in  advance  the 
next  day's  price. 

For  example,  suppose  the  dealer  purchased  a  share  from  a  retiring 
stockholder  at  the  distributor's  bid  price  of  $18.08  on  April  1  in  antic- 
ipation of  the  known  price  rise  on  April  2.  A  buying  order  did  not 
materialize  on  April  2  and  the  dealer  was  faced  with  a  known  decline 
in  the  price  on  April  3.  To  avoid  any  chance  of  loss  the  dealer  could 
liquidate  his  share  with  the  distributor  at  a  price  of  $18.14  on  April 
2  after  he  had  become  aware  of  the  fact  that  the  next  day's  price 
Avould  be  lower.  Thus,  not  only  was  no  risk  taken  by  assuming  this 
long  position,  but  the  dealer  made  a  profit  of  $0.06  in  the  face  of  a, 
declining  market. 

This  profit  received  on  liquidation  could  be  increased  considerably 
in  a  case  where  the  market  steadily  rose  over  a  period  of  days.  Deal- 
ers could  take  such  long  positions,  hold  them  as  long  as  the  market 
rose,  and  then,  when  they  were  apprised  that  the  next  effective  price 
would  be  lower,  redeem  the  shares  with  the  distributor  and  secure  a 
riskless  profit.  At  no  point  did  the  public  purchaser  enter  into  such  a 
situation;  the  dealer  w^as  trading  against  the  distributor  and  ulti- 
mately against  the  underlying  f  und.^-*^  The  investor  could  not  readily 
indulge  in  a  similar  practice  because  he  had  to  pay  a  premium  over 
asset  or  liquidating  value,  a  premium  which  was  lost  upon 
redemption. ^27 

As  in  the  case  of  the  long  position  noted  above,  the  dealer,  as  a 
result  of  the  operation  of  the  two-price  system,  could  also  make  riskless 
profits  from  a  short  position.  In  this  situation  the  dealer  would 
know  that  the  market  had  declined,  and,  because  of  the  fact  that 
actual  delivery  of  shares  could  be  delayed,  orders  to  customers  could 
be  confirmed  at  the  higher  price  and  covered  at  the  lower  price.  Un- 
like a  long  position  against  which  orders  were  anticipated  at  a  higher 
price,  the  short  position  of  the  dealer  involved  the  confirmation  of 
orders  for  shares  which  the  dealer  did  not  possess  but  which  he  ex- 
pected to  procure  at  a  price  lower  than  that  at  which  he  had  confirmed 
such  orders  to  his  customers. 


32*  See  supra,  p.  857. 

3^5  If  the  investment  company  repurchased  at  current  prices  the  distributor's  market 
was  unnecessary  for  the  dealer's  purposes.  See  supra,  p.  856,  and  op.  cit.  supra,  note 
128. ) 

3="  In  some  cases  the  public  received  the  benefit  of  the  two-price  differential,  (See 
supra,  p.  854,  and  op.  cit.  supra,  note  128.) 

3"  In  Massachusetts  Investors  Trust,  however,  officers  and  employees  of  the  Trust  and 
of  the  distributor  could  purchase  shares  at  liquidating  value  "for  investment".  (Registra- 
tion Statement,  Massachusetts  Investors  Trust,  file  No.  2-3512  [Prospectus,  January  16, 
1929].) 
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Taking  the  same  case  again,  for  the  sake  of  illustration,  the  pub- 
lished bid  and  asked  prices  for  the  2  days,  February  20-21,  1935,  were 
as  follows : 

Bid  Asked 

February  20,  1935 $19.  02        $20.  67 

February  21,  193-5 18.  96  20.  61 

Suppose  that  on  February  20  the  dealer  received  a  buying  order 
Avhich  he  confirmed  at  the  offering  price  of  $20.67.  After  the  close  of 
the  securities  markets  on  February  20,  he  was  apprised  that  the  next 
effective  offering  price  would  be  still  lower,  namely,  $20.61  for  Febru- 
ary 21.  Instead  of  placing  an  order  with  the  distributor  at  $20.67  so 
as  to  cover  his  short  position  of  February  20,  he  delayed  placement  of 
the  order  until  after  10 :  00  a.  m.  the  morning  of  February  21,  when 
the  new  low  price  became  effective.  Thus,  the  investor  paicl  $20.67  for 
his  share  ancl  the  dealer  secured  the  benefit  of  the  lower  price  the  next 
day.  No  risk  accrued  to  the  dealer  in  such  a  transaction  because  of 
his  knowledge  of  the  next  effective  offering  price  before  he  had  to 
place  the  order  with  the  distributor.^--  In  the  case  of  a  steadily  declin- 
ing market,  the  dealer  could  have  maintained  his  short  position  until 
the  price  turned  upward,  limited  only  by  his  customer's  demand  for 
delivery.^"'' 

(2)  RISKLESS  TRADING  PROFITS  FOR  THE  PRINCIPAL  DISTRIBUTOR 

If  the  distributor  for  an  open-end  investment  company  were  to  take 
down  shares  ^^°  in  anticipation  of  orders  to  be  received  at  a  higher 
price,  an  element  of  risk  and  potential  loss  was  always  present  unless 
future  orders  could  be  accurately  forecast,  as  in  the  case  of  T.  I.  S. 
Management  Corporation,^^^  or  where  such  a  position  could  be  liqui- 
dated with  the  open-end  investment  company ,at  the  purchase  price  or 
above.'^-  Whereas  the  long  position  of  the  dealer  could  always  be 
liquidated  with  the  distributor  at  the  latter's  current  bid  price,  the 
liquidation  of  the  distributor's  long  position  could  only  be  effected 
through  the  investment  company  and  often  entailed  at  least  a  24-hour 
delay  for  the  determination  of  the  redemption  price. ^^'^  However,  the 
anomaly  is  sometimes  presented  in  a  rising  market  of  an  investment 
company  offering  its  shares  on  the  basis  of  asset  value  computed  on 
the  previous  day's  market  close,  or  at  a  price  lower  than  the  redemption 
or  bid  price  of  the  shares  based  upon  the  same  day's  market  close 
and  therefore  higher  than  the  current  offering  price. 


328  A  variation  of  this  type  of  transaction  would  be  provided  where  a  dealer  could  con- 
ceivably sell  shares  short  to  the  distributor  knowing  that  his  position  could  be  covered 
through  the  repurchase  of  shares  from  retiring  stocliholders  at  a  lower  price  the  following 
day. 

323  Dealers  could  often  borrow  stock  for  delivery  if  necessary. 

830  Of  course  the  assumption  of  any  position  depended  upon  whetlier  the  distributor  could 
act  as  a  principal.     (See  supra,  pp.  856-7.) 

331  See  supra,  pp.  847  et  seq. 

3*2  See  supra,  pp.  856-7,  and  note  305. 

333  gee  Table  7,  supra,  p.  815. 
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To  illustrate,  suppose  the  distributor  acquired  a  long  position  in  the 
open-end  company  shares  at  the  price  of  $9  per  share  after  the  close  of 
market  because  he  knew  that  the  effective  price  for  the  next  day  would 
be  $10  per  share.  The  next  day  anticipated  orders  did  not  materialize, 
and  after  the  close  he  was  apprised  that  the  price  would  drop  to  $8 
on  the  following  day.  He  could  not  always  liquidate  his  position  with 
the  investment  company  without  a  potential  loss,  because  if  he  turned 
his  shares  in  for  redemption,  even  when  the  price  of  $10  was  still 
effective,  the  liquidating  value  he  received  was  often  determined  as  at 
the  close  on  the  following  day,  concerning  which  he  could  have  no 
advance  knowledge.  However,  on  a  rising  market  and  with  no  load 
to  overcome,  the  risk  taken  by  the  distributor  would  be  minimized. 
Furthermore,  if  the  investment  company  redeemed  on  the  basis  of  the 
current  day's  market  close  the  risk  was  eliminated. 

The  policy  of  Massachusetts  Investors  Trust  concerning  redemp- 
tions was  stated  in  its  prospectus,  as  follows :  ^^* 

The  Trustees  at  present  repurchase  shares  at  10  A.  M.  at  the  "net  liquidathig 
value"  at  the  previous  closing  of  the  Exchange. 

It  would  be  possible  for  a  distributor  operating  under  such  an  ar- 
rangement to  trade  against  the  underlying  fund.  For  instance,  the 
distributor  might  purchase  a  long  position  at  the  price  of  $9  after  the 
close  if  he  knew  that  the  effective  price  for  the  next  day  would  be 
$10.  The  distributor  could  then  turn  in  his  long  position  taken  at  $9 
for  redemption  the  next  day  at  the  higher  price  of  $10  which  he  knew 
would  be  effective.^^^ 

The  potentialities  of  these  situations  were  recognized  by  H.  Dudley 
Swim,  vice  president  of  National  Investors  Corporation :  ^^'^ 

Even  vrorse  than  the  possible  trading  against  the  lag  or  "option"  is  the  con- 
ceivable situation  when  a  distributor,  if  not  restricted  by  contract,  would  have 
a  cross-arbitrage  between  the  bid  and  asked  price  on  days  when  the  trust's  re- 
demption price  should  exceed  the  offering  price  net  to  the  corporation.  This  po- 
tential situation  would  frequently  occur  where,  as  is  the  custom,  the  selling 
price  is  based  on  the  preceding  day's  closing  asset  value  and  the  redemption 
price  is  based  on  the  current  or  the  next  day's  asset  value. 

The  fact  that  a  dealer  could  make  riskless  profits  from  short  posi- 
tions ^^^  was  equally  true  in  the  case  of  the  distributor.  Any  orders 
received  from  dealers  by  the  distributor  could  be  delayed  in  the  face 
of  a  declining  market  and  covered  by  the  distributor  at  a  lower  price 
through  his  ability  to  take  down  shares  from  the  trust  at  liquidating 

value- 


rs* Registration  statement,  Massachusetts  Investors  Trust,  File  No.  2-3512  (Prospectus, 
December  15,  1937).  This  policy  was  also  in  effect  December  31,  1935.  (Op.  cit.  supra, 
note  63,  at  2413.) 

33=  Since  December  31,  1935,  the  policy  of  the  distributor  for  Massachusetts  Investora 
Trust  has  been  revised  and  clarified  so  as  to  prevent  the  assumption  of  a  long  position 
through  the  repurchase  of  shares  from  dealers  or  retiring  stockholders  except  as  agent  for 
the  trust.  (Registration  Statement,  Massachusetts  Investors  Trust,  File  No.  2-3512  [Pro- 
spectus August  27,  1938].) 

"^  Op.   cit.   supra,   note   102. 

3"  See  supra,  pp.  861  et  seq. 
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The  fact  that  the  price  lag  in  the  two-price  system  could  benefit  the 
incoming  stockholder  and  the  distributor  as  well  as  the  dealer  was 
also  observed  by  Mr.  Swim :  ^^^ 

Conceivably,  the  advantage  of  this  lag  may  accrue  to  either  the  incoming 
stockholder,  the  dealer,  or  the  wholesale  distributor.  Apparently  new  investors 
are  becoming  increasingly  aware  of  the  advantage  of  this  one-day  lag  and 
place  their  orders  at  a  time  when  the  lag  represents  a  substantial  differential. 
Many  dealers  make  a  particular  sales  point  of  this  lag  to  prospective  buyers 
and  double  their  efforts  on  days  when  the  market  has  risen  sharply,  sometimes 
pointing  out  that  the  selling  lead  is  largely  or  almost  wholly  offset  by  the  day's 
increase  in  asset  value.  A  none  too  scrupulous  dealer  whose  customer  is  not 
aware  of  the  actual  operation  of  this  lag  could  conceivably  confirm  an  order 
to  his  customer  upon  receipt  and  actually  "bucket"  the  order  at  absolutely  no 
risk  of  loss  in  finally  covering,  because  of  the  one-day  lag  which  he  always 
has  for  covering  himself  against  any  rise  in  the  market.  Similarly,  a  dis- 
tributor— unless  prevented  by  contract — could  conceivably  trade  against  the 
fund  without  any  risk  of  loss  in  view  of  the  one-day  lag,  by  withholding  orders 
on  a  day  when  the  market  has  declined — which  withholding  might  continue 
over  several  days  in  a  continuously  declining  market — or  by  buying  for 
inventory  on  a  day  when  the  market  has  risen. 

(3)  THE  SO-CALLED  "BOOTLEG"  MARKET 

The  so-called  "bootleg  market''  was  the  market  made  by  dealers  who 
traded  in  the  shares  of  open-end  investment  companies  without  the 
authority  of  the  principal  distributors  for  those  companies.  These 
dealers  would  often  offer  a  little  more  than  the  published  redemption 
price  and  ask  a  little  less  than  the  published  sale  price.  In  an  active 
market,  the  unauthorized  dealer  could  still  get  a  greater  spread  than 
the  authorized  dealer.^^^  A  certain  amount  of  protection  was  re- 
ceived by  such  operators  through  their  ability  to  obtain  shares  from 
the  legitimate  distributors  if  these  dealers  were  short. ^*°  Such  opera- 
tions actually  had  the  effect  of  initiating  a  small  scale  price  war  be- 
tween retailers  and  tended  generally  to  disrupt  the  established  offer- 
ing price.^*^  Certain  open-end  investment  companies  attempted  to 
overcome  this  by  restricting  the  negotiability  of  their  shares,^^"  pro- 
viding substantially  that  the  shares  could  only  be  sold  or  tendered 
for  redemption  to  the  open-end  investment  company. 

d.  Diminution  in  Asset  Value  from  the  Two-Price  System 

Although  the  informed  incoming  stockholder  could  benefit  from 
the  operation  of  the  two-price  system  because  he  could  buy  in  a  ris- 


338  Derived   from  supplementary   information   .supplied    the   Commission   for   National   In- 
vestors Corporation   (memorandum  from  H.  Dudley  Swim,  June  30,  1938). 

33"  See  Pt.  Two    (House  Doc.   No.  70,  76th   Cong.),  Ch.   Ill,   note  101. 

8*»  Op.  cit.  supra,  note  128. 

^^  Ihid. 

3*2  For  example,  Group  Securities,  Inc.  stated  as  follows  in  its  prospectus    (Registration 
Statement,  Group  Securities,  Inc.,  File  No.   2-1120   [Prospectus,  March  28,   1938])  : 

Certificates  of  stock  of  Group  Securities,  Inc.  are  fully  registered  in  the  name  of 
the  owner.  They  are  freely  assignable  by  way  of  pledge  (as,  for  example,  for  col- 
lateral purposes)  but  are  otherwise  nontransferable,  in  the  absence  of  consent  of  the 
corporation,  unless  the  registered  holder,  or  any  legal  representative  of  the  registered 
holder,  or  any  purchaser  on  execution  or  at  any  judicial  sale,  or  any  pledgee  thereof 
has  first  offered  same  to  the  corporation  and  it  has  failed  to  purchase  the  shares 
represented  thereby  in  the  manner  and  on  the  terms  fully  described  elsewhere  in  this 
prospectus. 
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ing  market  at  the  lower  of  two  prices,  the  existing  stockholder  never- 
theless sustained  a  diminution  of  the  asset  value  of  his  shares.  The 
prospectus  of  Dividend  Shares,  Inc.,  described  this  situation  as  fol- 
lows :  ^*3 

By  reason  of  the  method  of  calculating  the  offering  price,  it  may  not  ac- 
curately reflect  the  asset  value  of  the  shares  at  the  moment  of  purchase.  Thus, 
during  a  day  on  which  security  prices  are  advancing,  the  Company  will,  when 
it  sells  a  share,  receive  less  than  the  asset  value  existing  at  the  time  of  the 
sale,  thereby  causing  a  dilution  in  the  asset  value  of  the  outstanding  shares. 
During  a  day  on  which  security  prices  are  falling,  the  Company  will,  when  it 
sells  a  share,  receive  more  than  the  asset  value  at  the  time  of  sale.  If,  there- 
fore, a  preponderance  of  sales  should  take  place  on  days  of  advancing  prices, 
the  asset  value  of  the  outstanding  shares  would  suffer  a  net  dilution,  the 
amount  of  which  is  indeterminable. 

That  a  preponderance  of  sales  occurred  on  days  when  the  market 
had  risen  and  that  dilution  on  this  account  could  assume  substantial 
proportions  was  admitted  by  Mr.  Swim :  ^** 

The  present  practice  of  selling  shares  on  a  basis  of  the  preceding  day's  asset 
value — in  fact,  in  some  cases  the  asset  value  carries  over  as  the  basis  of  the 
offering  price  until  ten  o'clock  on  the  morning  of  the  second  succeeding  day — 
offers  a  "free  ride"  to  new  subscribers  at  the  expense  of  existing  stockholders. 

The  dilution  on  this  account  in  a  trust  which  is  selling  actively  could  easily 
amount  to  several  hundred  thousand  dollars  per  year. 

Experience  shows  that  the  bulk  of  subscriptions  are  received  on  days  when 
the  market  has  risen,  the  subscription  prices  being  based  upon  the  lower  asset 
value  of  the  preceding  day.  This  lag  is  tantamount  to  a  continuing  1-day  option. 
To  the  same  extent  that  the  incoming  subscriber  secures  a  benefit,  it  is  a  detri- 
ment to  the  existing  investors. 

The  dilution  occurring  in  the  net  asset  value  of  outstanding  shares 
arose  from  the  fact  that  in  a  period  of  rising  prices  new  shares  were 
purchased  at  less  than  current  asset  value  under  the  two-price  system. 
Thus,  if  the  offering  price  amounted  to  $10  per  share  on  the  basis 
of  the  previous  day's  close,  and  if  the  market  value  of  tlie  underlying 
fund  rose  during  the  day  so  that  after  the  close  the  asset  value  equaled 
$12  per  share,  shares  could  be  purchased  on  the  basis  of  $10  up  to  the 
opening  of  the  markets  on  the  following  morning.  Thus,  every  share 
purchased  at  $10  was  bought  below  the  actual  current  asset  value 
at  the  time  of  purchase.  The  purchaser  paid  less  for  his  interest 
than  such  interest  was  actuall}^  worth  at  the  time  of  purchase,  and 
the  fund  received  less  than  the  current  asset  value  of  the  shares  which 
it  sold. 

This  diminution  of  asset  value  which  always  resulted  from  riskless 
trading,3*5  arose  basically  from  the  lag  in  the  effective  price.  The 
lag  could  only  be  eliminated  through  constantly  changing  the  effec- 
tive price  in  accordance  with  the  continuously  fluctuating  asset  value 
or  by  eliminating  the  sale  of  shares  at  a  previous  price  during  the 
periods  when  the  securities  markets  were  open.  Although  at  least 
one  attempt  has  been  made  to  surmount  the  mechanicaf  difficulties 


3"  Registration  Statement,  Dividend  Shares,  Inc.,  File  No.  2-3588  (Prospectus,  July  23, 
1938). 

^-*  Op.   cit.    supra,   note   338. 
3"=  See  supra,  pp.  800  et  seq. 
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involved  in  constantly  changin<i-  the  price/^*^  more  attempts  have 
been  made  to  limit  sales  at  an  old  price  when  a  new  one  was  already 
known. ^*'' 

e.  Attempts    by    Open-End    Investment    Companies    to    Eliminate 
Abuses  Under  the  Two-Price  System 

Since  December  31,  1935,  a  number  of  open-end  investment  compa- 
nies and  investment  trusts  have  revised  or  clarified  their  distribution 
policies  so  as  to  make  the  prospective  purchaser  aware  of  the  oper- 
ation of  the  two-price  system,  of  the  possibilities  for  indirect  profits 
hj  insiders,  and  have  even  attempted  to  limit  trading  practices  detri- 
mental to  stockholders  and  investors.  A  few  investment  companies 
have  attempted  to  eliminate  the  two-price  system  entirely.^''® 

(1)    LIMITATIONS    VOLUNTARILY    IMPOSED    ON   THE    TWO-PRICE 

SYSTEM 

Prior  to  December  31,  1935,  the  prospectuses  of  open-end  invest- 
ment companies  contained  no  description  of  the  two-price  system  and 
its  operation.  Ordinarily  the  investor  or  the  stockholder  had  no  way 
of  knowing  that  he  could  have  a  choice  of  two  prices  unless  the  dealer 
apprised  him  of  the  fact.  The  investor  apparently  was  not  aware 
that  the  dealer  and  distributor  could  make  indirect  profits  from  price 
calculation  adjustments,  breakage,  matching  orders,  and  riskless  trad- 
ing. He  was  not  told  that  the  two-price  system  resulted  in  a  dimi- 
nution of  the  asset  value  of  outstanding  shares. 

For  example,  the  prospectus  of  Dividend  Shares,  Inc.,  dated  August 
14,  1935,  did  not  disclose  the  existence  of  the  two-price  system,  but 
merely  stated :  ^"'^ 

The  Company's  shares  are  offered  for  sale  at  a  price  equivalent  to  their 
approximate  liquidating  value  *  *  *  determined  as  of  the  close  of  business 
on  the  last  business  day  on  which  the  New  York  Stock  Exchange  was  open  next 
preceding  the  date  on  which  a  subscription  is  accepted,  plus  a  premium  of  9i/2% 
of  such  liquidating  value.  In  the  event  of  odd  fractions,  the  offering  price  is 
adjusted  to  the  nearest  cent. 

When  this  statement  is  compared  with  the  description  of  the  two- 
price  system  as  given  in  the  prospectus  of  the  same  company  of  July 
23,  1938,^^°  it  becomes  obvious  that  information  vital  to  a  prospective 
jDurchaser  was  previously  omitted. 

Although  the  earlier  prospectus  for  Dividend  Shares,  Inc.,  said 
nothing  concerning  trading  practices  by  the  distributor,  Calvin  Bul- 
lock, the  prospectus  of  July  23,  1938,  stated  that  it  had  been  the  prac- 
tice of  Calvin  Bullock  to  match  purchases  and  sales. ^^^  This  policy 
was  revised  so  that  the  distributor  was  unable  to  match  purchases  and 
sales  or  assume  an  inventory  position  on  repurchase  of  shares,  al- 


^  Institutional   Securities,  Limited. 
^'  See  infra. 

3«  Impetus  was  apparently  given  this  movement  by  the  stop-order  proceedings  instituted 
by  the  Commission  against  T.  I.  S.  Management  Corporation.     (See  supra,  pp.  847  et  seq.) 
*"•  Op.  cit.  supra,  note  .S,  Pt.  I   (Ex.  9-3). 

'^  Registration  Statement,  Dividend  Shares,  Inc.,  File  No.  2-3588. 
»i  Ibid. 
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though  the  selling  agreement  between  the  distributor  and  the  invest- 
ment  company  has  never  been  so  amended. ^^^  The  policy  of  Calvin 
Bullock  has  been  further  defined  as  follows :  ^^^ 

However,  it  is  and  will  be  the  practice  of  Calvin  Bullock  to  buy  shares  from 
the  Company  under  the  distributing  agreement  referred  to  below  (at  the  then 
current  offering  price,  less  the  aforesaid  premium)  only  in  an  amount  equal  to 
the  number  of  shares  called  for  by  Calvin  Bullock's  customers'  orders  at  the 
same  offering  price. 

Thus,  Calvin  Bullock  could  not  assume  a  long  position  by  taking 
down  shares  from  the  company  because  it  was  limited  to  filling  orders 
on  hand,  and  it  could  not  assume  a  short  position  on  the  basis  of  cur- 
rent orders,  because  shares  had  to  be  purchased  from  the  company 
at  the  same  offering  price  as  that  at  which  its  orders  were  received. 
However,  it  was  stated  that  because  of  the  bid  maintained  by  Calvin 
Bullock  in  the  market,  the  distributor  could  receive  profits  or  suffer 
losses  from  the  liquidation  of  shares  with  the  investment  company  by 
reason  of  the  lag  in  the  determination  of  the  repurchase  price  and 
also  because  of  unavoidable  delays  in  the  delivery  of  the  shares.^^^ 

Although  the  possibilities  for  distributor  trading  operations  have 
been  limited  by  revisions  of  Calvin  Bullock's  policy,  no  formal  at- 
tempt has  been  made  by  that  distributor  to  eliminate  dealer  practices 
detrimental  to  stockholders  and  investors.^°^ 

Recently  the  contract  of  Massachusetts  Investors  Trust,  with  Mass- 
achusetts Distributors,  Inc.,  was  amended  to  permit  the  taking  of  a 
long  position  by  the  distributor  through  the  repurchase  of  shares 
from  dealers  or  retiring  stockholders  only  as  agent  for  the  investment 
company.^^*'  Furthermore,  the  distributor 
of  a  long  or  short  position  against  the  trust. 

It  is  and  will  be  the  general  distributor's  practice  to  purchase  from  the 
Trust  no  more  shares  than  are  needed  to  meet  purchase  orders  on  hand;  and, 
in  filling  such  orders,  not  to  avail  itself  (or  knowingly  to  permit  dealers  to 
avail  themselves)  of  the  opportunity  to  withhold  placing  orders  from  one  day 
to  the  next  to  profit  the  general  distributor  or  dealers  by  a  change  in  the  net 
asset  value  from  that  used  in  determining  the  price  in  their  respective  purchase 
orders. 


362  Ibid. 
3M  Ibid. 

3^  Ibid.  In  this  connection,  it  shonld  be  emphasized  that  Calvin  Bullock  was  the 
sponsor  and  manager  of  Dividend  Shai-es,  Inc.,  as  well  as  distributor. 

355  Ibid.  "Calvin  Bullock  has  no  agreements  with  dealers  requiring  them  to  purchase 
shares  only  against  their  customers'  orders,  or  prohibiting  dealers  from  purchasing  shares 
for  inventory  purposes  or  from  selling  short.  Neither  the  Company  nor  Calvin  Bullock 
knows  the  extent  to  which  the  latter  practices  are  engaged  in  by  dealers  or  the  amounts 
of  profits,  if  any,  made  or  to  be  made  by  dealers  as  a  result  of  such  practices." 

35<i  An  amendment  dated  August  18,  1938,  to  the  agreement  dated  April  27,  1936,  be- 
tween Ma.ssachusetts  Investors  Trust  and  Massachusetts  Distributors,  Inc..  provides  in 
part  as  follows  (Registration  Statement,  Massachusetts  Investors  Trust,  File  No.  2-3512)  : 

The  general   distributor  agrees  that  all  repurchases  of  the  Trust  shares  made  by 
it  after  this  agreement  becomes  effective,  shall  be  made  only  as  agent  for  the  account 
of  the  Trust  and  pursuant  to  the  terms  and  conditions  herein  set  forth. 
3=7  Registration  Statement,  Massachusetts  Investors  Trust,  File  No.  2-3512.     The  pros- 
pectus stated  further  (ibid.)  : 

The  general  distributor  and  dealers  may  and  do,  if  so  instructed  by  their  customers, 
withhold  orders  for  the  customer's  account  pendng  a  price  change. 
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When  the  distributor  was  in  a  position  to  match  purchases  and 
sales  it  had  a  twofold  effect.  First,  the  distributor  could  engage 
in  trading  operations  in  addition  to  and  perhaps  in  conflict  with  its 
normal  functions.  Second,  such  trading  operations  on  the  part  of 
the  distributor,  whether  it  was  profitable  or  not,  tended  to  "window- 
dress"  the  financial  statements  of  the  trust  by  decreasing  the  volume 
of  redemptions  reported.  Inasmuch  as  statements  for  the  distributor 
corporation  were  not  submitted  to  shareholders  or  contained  in  the 
prospectus  of  the  trust,  neither  the  stockholder  nor  the  prospective 
investor  had  any  information  as  to  this  added  turnover  of  shares.^^* 
Such  a  situation  existed  in  the  case  of  The  Broad  Street  Invest- 
ing Company,  Inc.,  where  the  distributor,  Broad  Street  Sales 
Corporation,  was  empowered  to  trade  freely  in  the  shares  of  the 
investment  company.-"^  Although  the  policy  of  the  distributor  was 
so  defined  that  it  precluded  the  possibilities  of  taking  long  or  short 
positions  against  the  investment  company,  there  were  no  liniitations 
preventing  the  distributor  from  assuming  a  long  position  in  stock 
repurchased  from  sources  other  than  the  investment  company. ^®° 

The  Parker  Corporation,  principal  distributor  for  Incorporated 
Investors,  on  the  other  hand,  could  assume  no  trading  positions  in  the 
trust  shares,  because  it  acted  solely  as  agent  for  the  company  in  the 
sale  and  repurchase  of  such  shares.^'^^  The  investment  company, 
itself,  maintained  a  bid  price  at  which  it  would  repurchase  its 
shares.^*'"  Any  profit  or  loss  from  such  liquidations  accrued  to  the 
investment  company  rather  than  to  the  distributor. 

In  order  to  avoid  trading  operations  on  the  part  of  distributors 
and  dealers.  National  Investors  Corporation  placed  emphasis  on  the 
"bona  fide"  order :  ^'^^ 

All  subscription  orders  placed  by  the  Distributor  must  represent  bona  fide 
orders  effective  on  the  day  received  from  the  dealer.  Under  the  selling  agree- 
ment between  the  Distributor  and  the  dealer,  the  dealer's  order  also  must  repre- 
sent a  bona  fide  order  from  his  customer.  Neither  the  Distributor  nor  the 
dealer  is  permitted  to  buy  stock  for  his  own  account. 

H.  Dudley  Swim,  vice  president  of  National  Investors  Corporation, 
commented  as  follows  with  respect  to  the  foregoing  provision :  ^^* 

This  eliminates  speculation  in  the  company's  stock  by  those  who  receive  con- 
cessions from  the  offering  price  as  sales  compensation.  As  a  matter  of  general 
practice  it  would  also  be  a  factor  in  closing  the  door  against  possible  'bucket- 
ing" of  orders. 

All  of  the  foregoing  measures  are  by  no  means  automatic  and  are 
effective  only  if  enforced.  The  management  of  the  principal  distrib- 
utor is  often  identical  with  the  management  of  the  fund  while  the 


==8  Ibid.     For  the  significance  of  share  turnover,  see  supra,  p.  856. 

359  Registration  Statement,  The  Broad  Street  Investing  Company,  Inc.,  File  No.  2-1906. 

^eo  Ibid.  Prior  to  December  31,  1935,  it  was  the  practice  of  the  distributor  to  act  as 
agent.  Current  practice  is  not  defined  in  its  prospectus.  (Reply  to  the  Commission's  ques- 
tionnaire for  The  Broad  Street  Investing  Company,  Inc.,  Pt.  IX.) 

361  Registration  Statement,  Incorporated  Investors,  File  Nos.  2-3774  and  2-3775. 

362  Ibid. 

3<B0p.  cit.  supra,  note  338. 
3"  Ibid. 
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dealer,  who  enjoys  the  first  opportunity  to  take  advantage  of  the  two- 
price  system,  is  often  too  remote  to  be  effectively  policed.^*^^ 

(2)  ATTEMPTS  TO  ELIMINATE  THE  TWO-PRICE  SYSTEM 

All  of  the  examples  discussed  in  the  preceding  subsection  illustrate 
ways  in  which  certain  open-end  investment  companies  attempted  to 
limit  those  trading  practices  of  distributors  and  dealers  which  flour- 
ished under  the  two-price  system.  Yet,  if  both  the  sales  and  redemp- 
tion prices  were  based  on  the  closing  asset  value  on  the  day  of  the 
receipt  of  the  order  many  abusive  trading  practices  of  distributors 
and  dealers  which  existed  or  were  possible  under  the  two-price  system 
could  be  eliminated.  In  addition,  if  sales  and  repurchases  were  made 
upon  such  a  basis  between  sessions  of  the  securities  markets,  no 
diminution  in  asset  value  could  result  as  the  investment  company 
would  always  receive  the  current  rather  than  the  preceding  day's 
asset  value.  The  objection  commonly  invoked  against  this  method 
of  pricing  and  selling  shares  is  that  since  the  price  of  the  shares 
could  not  be  determined  until  the  close  of  the  market,  dealers  could 
not  sell  such  shares  during  the  day  without  a  firm  or  specific  price. 
H.  Dudley  Swim,  discussing  this  argument,  stated :  ^^*^ 

There  would  of  covirse  be  some  opposition  to  such  a  pricing  policy  from 
dealers  on  the  ground  that  they  would  not  have  a  definite  offering  price.  This 
does  not  weigh  heavily  with  me  because  there  would  be  a  definite  oiferiug  price 
available  from  shortly  after  3  P.  M.  until  10  A.  M.  on  the  following  day,  and 
at  the  present  time  most  orders  are  received  after  the  close  when  the  buyer 
has  an  opportunity  to  estimate  the  day's  closing  asset  value  for  comparison 
with  the  offering  price  based  on  the  preceding  day's  asset  value.  Moreover, 
investment  trust  shares  are  intended  only  for  the  long-term  investor,  who 
should  not  be  greatly  concerned  over  any  given  day's  price. 

Two  open-end  investment  funds,  x\.xe-Houghton  Fund  A,  Inc., 
and  Axe-Houghton  Fund  B,  Inc.,  both  under  the  same  sponsorship 
and  management,  did  inaugurate  such  a  pricing  policy.^" 

Axe-Houghton  Fund  A,  Inc.,  incorporated  August  5,  1938,  under 
the  laws  of  Delaware  as  a  general  management  investment  company 
with  open-end  provisions,^*^^  was  sponsored  by  E.  W.  Axe  &  Co.,  Inc., 
an  investment  counsel  firm.  E.  W.  Axe  &  Co.,  Inc.,  also  had  a  man- 
agement contract  with  the  investment  company.  The  fund  was  de- 
signed for  those  individuals  who  were  desirous  of  availing  themselves 
of  the  investment  counsel  service  of  that  firm  but  who  had  less  than 
$100,000  for  investment  in  a  diversified  portfolio.  Shareholders  were 
entitled  to  redeem  their  stock  at  liquidating  value,  ordinarily  deter- 
mined as  of  the  next  close  of  the  New  York  Stock  Exchange  follow- 
ing the  day  on  which  the  stock  was  received  for  redemption. 

Selling  contracts  were  made  between  the  investment  company  and 
two  dealers,  Counselled  Funds  Distributors,  Inc.,  and  T.  P.  Burke 


3"=  See  also  supra,  p.  826. 

s^s  Op.  cit.  supra,  note  3.S8. 

30'  Axe-Houghton  Fund  B,  Inc.,  which  was  identical  with  "Fund  A"  except  for  its  invest- 
ment policy,  will  not  be  discussed  separately.  (Registration  Statement,  Axe-Houghton 
Fund  B,  Inc.,  File  No.  2-3777.) 

308  The  following  material  was  derived  from  the  Registration  Statement  of  Axe-Houghton 
Fund  A,  Inc.,  File  No.  2-3776. 
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r.nd  Company,  Incorporated.  Similar  contracts  were  to  be  made  with 
other  dealers  upon  selection.  Under  these  contracts  dealers  were  to 
order  shares  subject  to  the  acceptance  of  each  order  by  the  company 
upon  its  receipt.  Subsequent  to  the  30-day  initial  offering  period, 
orders  were  to  be  filled  to  the  dealer  "*  '  *  *  at  the  next  asset 
value  as  of  the  close  of  business  on  the  day  the  order  is  received_  (or 
at  the  close  of  business  on  the  previous  day  when  the  order  is  received 
before  10  a.  m.),  except  that,  when  a  dealer  orders  delivery  of  any 
certificate  for  shares  whose  basic  cost  to  him  was  less  than  $500,  an 
additional  charge  of  40  cents  will  be  made."  ^°^ 

Two  factors  made  this  method  of  distribution  essentially  different 
fi^om  the  customary  policies  of  open-end  investment  companies.  Fii*st, 
this  open-end  investment  company  did  not  plan  to  employ  a  principal 
distributor.  Instead,  selling  contracts  were  entered  into  directly  with 
two  dealers  and  the  number  of  dealers  under  contract  was  to  be  in- 
creased in  the  future.  Second,  the  liquidating  or  asset  value  at  which 
dealers  purchased  shares  from  the  investment  company  was  not  based 
on  the  asset  value  of  the  preceding  day,  but  on  the  asset  value  deter- 
mined at  the  close  on  the  day  the  order  was  received. 

With  respect  to  the  first  factor,  direct  selling  contracts  with  dealers 
eliminated  any  chance  of  distributor  trading  operations  which  might 
be  detrimental  to  stockliolclers  or  investors,  while  the  direct  relation- 
ship probably  made  dealer  supervision  easier.  However,  it  must  be 
noted  that  the  elimination  of  the  distributor  also  did  away  with  the 
protection  against  distribution  losses  which  was  ordinarily  assumed 
by  the  distributor.  In  the  purchase  of  shares  from  the  company,  the 
dealer,  subsequent  to  the  initial  30-day  selling  period,  could  resell 
such  shares  only  ""*  *  *  at  the  net  asset  value  taken  as  of  the  close 
of  business  on  the  day  of  resale  (except  that  if  the  resale  is  before 
10  a.  m.  it  is  taken  as  of  the  close  of  business  the  previous  day)  plus 
in  either  case  the  applicable  selling  premium  stated  below    *    *    *."  ^^° 

The  selling  contracts  did  not  permit  dealers  to  make  resales  of 
shares  to  persons  other  than  bona  fide  investors  without  the  consent 
of  the  investor  company  nor  at  any  prices  other  than  the  established 
sales  premiums.^'^  However,  officers  and  directors  could  buy  shares 
for  cash  without  any  premium,  and  hence  were  able  to  take  a  trading 
position  in  a  fund  they  were  managing. 

The  provisions  described  above  plus  the  fact  that  dealers  did  not 
have  a  choice  of  two  prices  tended  to  eliminate  dealer  trading  opera- 
tions in  the  shares  of  the  investment  company.'''-  Further,  inasmuch 
as  shares  were  sold  only  between  the  closing  and  opening  of  the  New 
York  Stock  Exchange,  such  shares  were  sold  at  actual  current  asset 
value,  thereby  avoiding  any  diminution  in  the  asset  value  of  shares 
outstanding. 


383  Id.      (Prospectus.   September  1938.) 

3^"  Ibid.  This  selling  premium  was  computed  upon  a  sliding  scale  ranging  from  5%  on 
ttie  first  $5,000  to  i/4  %  on  sales  representing  a  net  asset  value  in  excess  of  $75,000. 

3^  At  the  discretion  of  the  investment  company,  securities,  suitable  for  investment, 
would  be  accepted  at  current  value  in  payment  for  shares.  In  addition,  the  premium  was 
cut  50%  if  shareholders  of  Fund  B  wished  to  switch  to  Fund  A,  or  vice  versa. 

3'2  Although  there  were  no  restrictions  against  the  matching  of  purchases  and  sales  by 
dealers,  there  was  no  extra  profit  incentive  for  such  an  operation  because  the  dealer 
received  the  full  load  in  any  case. 


872  SECURITIES    AND    EXCHAls^GE    COMMISSION 

Corporate  Investors,  Ltd.,  incorporated  July  30,  1931,  under  the 
laws  of  the  Dominion  of  Canada  as  an  investment  company  of  the 
general  management  type,  devised  a  method  of  postponing  the  oper- 
ation of  the  two-price  system. ^'^  On  March  14,  1938,  the  original 
authorized  capitalization  of  1,000,000  common  shares  without  nom- 
inal or  par  value  was  converted  into  999,000  Class  A  shares  and  1,000 
Class  B  shares,  both  with  a  par  value  of  $5  each,  by  Supplementary 
Letters  Patent  so  as  to  provide  a  method  of  redemption  of  shares 
for  fihareholders.^^*  The  investment  company  was  sponsored  and 
managed  by  a  group  of  Ontario  financial  and  business  executives. 
Shares  were  to  be  sold  by  City  and  Dominion  Company,  Ltd.,  the 
sole  agent  and  general  distributor  for  the  investment  company,  upon 
an  agency  and  a  commission  basis." ^  The  method  of  distribution 
employed  by  Corporate  Investors,  Ltd.,  was  through  a  principal 
distributor  who  acted  as  agent  and  dealer. 

In  determining  the  price  of  its  shares,  the  investment  company 
attempted  to  eliminate  the  inequalities  of  the  two-price  system 
through  the  use  of  a  stabilization  load.  This  was  described  as 
follows :  ^~^ 

The  officers  of  the  Company  are  authorized  to  adjust  the  offering  price  of 
shares  from  time  to  time  to  an  amount  equivalent  to  tlie  liquidating  value  of 
shares  plus  an  amount  not  exceeding  9%  of  the  offering  price,  provided  that 
no  shares  will  be  offered  below  the  par  value  of  $5  per  share.  The  contract 
with  the  Company's  Sales  Agent  provides  for  maximum  commission  of  7%  on 
sale  of  the  Company's  shares  and  the  9%  spread  thus  provides  a  margin  or 
leeway  over  liquidating  value  plus  Agents'  commission. 

The  stabilization  load  of  2%  (the  difference  between  the  9%  spread 
and  the  7%  selling  commission),  charged  by  Corporate  Investors, 
Ltd.,  was  designed  to  maintain  a  single  effective  price  over  a  longer 
period  than  would  othervv^se  be  possible  and  to  prevent  any  dilution 
in  the  shareholders'  equity.  Due  to  the  operation  of  this  stabiliza- 
tion load  or  excess  charge,  the  investment  company  ordinarily 
received  asset  value  or  more  for  every  share  sold.  In  the  usual  two- 
price  system  where  a  dealer  could  trade  against  the  fund,  the  invest- 
ment company  would  ordinarily  receive  asset  value  or  less.  Thus, 
from  the  point  of  view  of  the  stockholders  of  Corporate  Investors, 
Ltd.,  the  asset  value  of  the  outstanding  shares  could  suffer  no  dilution. 

If  an  investor  purchased  a  share  as  soon  as  a  new  offering  price 
had  been  determined,  he  gave  the  investment  company  2%  more  than 
the  liquidating  value  of  his  share.  If  the  liquidating  value  increased, 
the  next  investor  gave  the  investment  company  the  same  amount  oi 
money,  but  a  larger  amount  represented  the  liquidating  value  and  a 
proportionately  smaller  amount  represented  the  stabilization  load. 


373  The  following  information  was  derived  from  the  Registration  Statement  for  Cor- 
porate Investors,  Ltd.,  File  No.  2-1646. 

3'4  Under  the  Dominion  Companies  Act,  redemption  of  shares  is  permissible  only  in  the 
case  of  shares  of  stated  par  value.  Further,  the  Act  requii-es  that  there  shall  be  two 
case  of  shares  of  stated  par  value.  Further,  the  Act  requires  that  there  shall  be  two 
classes  of  shares,  only  one  of  which  will  have  the  redemption  privilege.  (Ibid.,  Prospectus, 
July  20,  1938.) 

375  The  loading  charge  was  not  to  exceed  7%  of  the  offering  price. 

370  Op.  cit.  supra,  note  373. 
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In  a  rising  market  this  proportion  of  liquidating  value  to  excess  kept 
changing  until  the  increase  in  liquidating  value  had  absorbed  the 
entire  excess,  at  which  point  a  new  offering  price  would_  be  estab- 
lished. In  other  words,  the  total  spread  between  actual  liquidating 
value  and  the  offering  price  (exclusive  of  the  selling  commission) 
decreased  by  the  amount  that  the  liquidating  value  increased,  to  a 
maximum  of  2%. 

It  is  not  clearly  revealed  in  the  prospectus  as  to  when  the  price  is 
changed  upon  the  declining  market.  If  the  offering  price  is  main- 
tained during  a  2%  decline  in  asset  value  the  investor  will  bear  this 
2%  decline  in  addition  to  the  original  2%  stabilization  load,  or  a 
total  load  of  almost  11%. 

The  effect  of  this  system  of  pricing  was  to  avoid  dilution  by  charg- 
ing the  investor,  in  most  all  cases,  a  premium  over  and  above  the 
asset  value  and  selling  costs.^'^  Although  Corporate  Investors,  Ltd., 
utilized  the  two-price  system  to  the  extent  that  valuation  of  shares 
was  based  on  the  portfolio  values  of  the  preceding  day,  there  was  no 
overlapping  of  prices,  as  the  new  value  became  effective  immediately 
upon  determination  and  trading  against  the  fund  could  be  indulged 
in  only  to  the  extent  that  a  change  could  be  anticipated.  Further- 
more, both  the  distributor  and  dealers  acted  as  agents  in  the  sale 
of  shares  for  the  investment  company. 

Finally,  Institutional  Securities,  Ltd.,  incorporated  under  the  laws 
of  Delaware  on  March  18,  1936,  as  a  restricted  management  invest- 
ment company  with  open-end  provisions,  tried  to  keep  pace  with 
market  fluctuations.^'®  The  authorized  capitalization  consisted  of 
50,000,000  shares  of  the  par  value  of  one  cent  per  share.  As  of 
September  1,  1938,  5,000,000  shares  were  classified  as  Bank  Group 
Shares  (also  known  as  "Class  I  Shares")  and  5,000,000  shares  were 
classifiecl  as  Insurance  Group  Shares  (also  known  as  "Class  II 
Shares").  The  assets  underlying  each  Group  were  required  to  be 
invested  only  in  those  bank  or  insurance  stocks  listed  as  eligible  and 
were  segregated  so  that  each  Group  represented  a  separate  fund. 

The  investment  company  was  sponsored  by  Emlen  S.  Hare  and  his 
associates,  was  managed  by  Hare's  Research  &  Management,  Ltd., 
and  its  securities  were  distributed  through  Hare's,  Ltd.,  exclusive 
v/holesale  representative  and  principal  distributors. ^^^ 

Shares  were  to  be  repurchased  by  the  investment  company  at 
"liquidating  asset  value"  determined  as  of  the  close  of  business  on 
the  next  day  after  shares  were  surrendered  for  redemption  less  a 
charge  of  one  cent  per  share.  Any  holder  of  5,000  Insurance  Group 
or  Bank  Group  Shares   (or  multiples  thereof)   could  receive  upon 


"^  Of  course  dilution  would  occur  where  the  market  fluctuated  more  than  the  excess  and 
the  price  was  not  immediately  redetermined.  The  Company  stated  it  would  suspend  sale 
of  shares  under  such  conditions. 

3^8  Registration  Statement  for  Institutional  Securities,  Ltd.,  File  No.  2-2115. 

3^8  The  retail  offering  price  to  the  public  included  a  commission  or  load  of  8.1%  based 
on  liquidating  value,  equivalent  to  7%%  of  the  offering  price.  Discounts  from  this  com- 
mission were  originally  allowed  on  single  orders  of  substantial  size,  from  %%  of  the 
aggregate  retail  offering  price  on  orders  from  $10,000  to  $22,499,  to  5%  on  all  orders  of 
$250,000  and  over.  Further,  special  discounts  were  allowed  on  special  retail  sales  involv- 
ing the  reinvesting  of  proceeds  of  sale  or  redemption  of  other  investment  shares. 
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redemption  a  proportionate  amount  of  the  underlying  securities 
upon  payment  of  the  transfer  charges,  etc.,  appertaining  thereto. 

Institutional  Securities,  Ltd.  attempted  to  overcome  the  inequal- 
ities and  trading  opportunities  presented  by  the  two-price  system 
through  a  constant  adjustment  of  the  offering  price.  In  contrast 
with  the  system  of  Corporate  Investors,  Ltd.  previously  described, 
which  attempted  to  maintain  a  fairly  constant  offering  price,  Insti- 
tutional Securities,  Ltd.  described  its  method  as  follows:^*" 

In  order  to  protect  shareholders  against  dilution  of  their  assets  which  may 
occur  when  the  price  of  Shares  is  permitted  to  remain  unchanged  after  a 
higher  price  is  indicated  by  the  market  prices  of  the  underlying  stocks,  the 
Corporation  follows  the  practice  of  constantly  computing  throughout  the  day 
the  market  value  of  its  portfolio  stocks  and  a  price  change  is  made  effective  at 
any  time  during  the  day  that  one  is  indicated.  There  is  only  one  offering  price 
for  the  shares  at  any  time,  in  that  the  offering  price  is  promptly  changed 
whenever  variations  in  the  prices  of  the  portfolio  stocks  result  in  putting  the 
offering  price  above  the  next  higher  even  cent  or  below  the  lower  even  cent. 
Prices  are  constantly  obtained  by  the  Corporation  from  the  trading  depart- 
ment of  Hare's,  Ltd.,  which  obtains  its  figures  through  constant  contact  with 
dealers  and  their  quoted  prices  *  *  *.  As  there  is  only  one  price  and 
that  is  based  on  actual  "asked  prices"  of  portfolio  stocks,  neither  Hare's,  Ltd., 
or  any  dealer  or  investor  has  any  means  of  profiting  at  the  expense  of  the 
Corporation  or  its  stockholders  through  holding  back  orders  or  similar  devices. 
Nor  have  we  found  any  dilution  through  current  investments  being  made  at 
higher  prices  than  the  figures  on  which  the  pricing  is  based. 

Because  only  one  price  was  effective  at  any  one  time  and  there  was 
no  foreknowledge  of  the  next  price,  trading  practices  tended  to  be 
eliminated.  With  respect  to  dilution,  theoretically  a  very  small  dilu- 
tion might  occur  where  shares  w^ere  purchased  while  the  investment 
company  was  computing  a  higher  price  because  of  a  market  rise. 
However,  the  fact  that  the  underlying  portfolios  of  this  investment 
company  were  limited  to  bank  and  insurance  stocks,  tended,  in  the 
first  place,  to  reduce  any  rapid  price  fluctuations.  This  had  the  effect 
of  making  it  easier  for  the  investment  company  to  follow^  the  market 
fluctuations  of  its  underlying  securities  and  to  keep  the  price  of  its 
own  shares  in  line. 

It  is  not  intended  to  imply  that  all  sponsors  or  persons  connected 
with  the  operation  or  sale  of  the  securities  of  open-end  investment 
companies  took  advantage  of  the  mechanical  defects  of  that  vehicle 
to  engage  in  the  abusive  practices  herein  enumerated.  However,  the 
existence  of  opportunities  to  profit  in  the  distribution  of  the  securi- 
ties of  open-end  investment  companies  at  the  expense  of  investors  is 
particularly  significant  in  the  light  of  the  emphasis  upon  distribution 
inherent  in  such  companies,  the  position  of  influence  or  control 
usually  occupied  by  the  principal  distributor  and  the  large  number 
of  independent  dealers  upon  whose  good  will  and  industry  such 
distribution  depends. 


'Op.  cit.  supra,  note  .378  (Prospectus,  September  1,  1938). 
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II.  PROBLEMS  IN  CONNECTION  WITH  THE  DISTRIBU- 
TION OF  THE  SHARES  OF  CLOSED-END  MANAGEMENT 
INVESTMENT  TRUSTS  AND  INVESTMENT  COMPANIES 

A.  Methods  of  Distribution 

The  i^eriod  from  1926  to  the  end  of  1929  was  the  era  of  principal  or- 
ganization and  expansion  of  closed-end  management  investment  trusts 
and  investment  companies — investment  trusts  and  companies  which 
offered  no  continuing  plan  for  the  sale  or  redemption  of  their  own 
shares.^  The  1929  market  collapse  virtually  ended  the  public  offer- 
ings of  securities  of  closed-end  management  investment  trusts  and 
investment  companies  because  these  shares  began  to  sell  in  the  market 
at  prices  below  asset  values  rather  than  at  prices  above  asset  values, 
at  which  many  investment  company  issues  had  previously  been 
selling.^ 

These  closed-end  investment  company  securities  were  distributed  in 
any  one  or  more  of  the  following  ways:  (1)  tluough  public  offer- 
ings, (2)  through  private  offerings  including  sales  to  sponsors, 
(3)  through  offerings  to  own  stockholders  usually  by  means  of  war- 
rants or  right  to  purchase  additional  securities,  (4)  through  inter- 
company sales  and  exchanges  including  offers  of  exchange  of  shares 
for  shares  of  other  investment  companies,  (5)  through  the  exercise 
of  options,  and  (6)  through  gifts,  bonuses,  and  stock  dividends.^ 

1.  PUBLIC  OFFERINGS 

By  far  the  most  common  method  of  distribution  employed  by  closed- 
end  management  investment  companies  was  the  public  offering — sales 
to  the  public  generally  throug;h  the  means  of  underwriting  syndicates 
and  retail  distributors.  This  type  of  distribution  accounted  for 
$2,242,000,000,  or  55%  of  the  total  value  of  stocks  and  bonds  sold  by 
all  closed-end  investment  trusts  and  investment  companies  during  the 
1927-1935  period.*  In  fact,  practically  every  investment  company 
referred  to  hereafter  in  this  section  at  some  time  had  a  public  dis- 
tribution of  its  securities. 

The  public  offering  as  the  primary  method  of  distribution  for 
closed-end  management  investment  trust  and  investment  company 
securities  has  already  been  surveyed  in  detail  with  respect  to  its 
mechanical  operations.''  The  ways  in  which  that  method  was  em- 
ployed by  the  sponsors  of  such  enterprises  for  their  own  advantage 
will  be  considered  in  this  section  of  the  report. 


1  See  Pt.  Two  (House  Doc.  No.  70,  76th  Cong.),  Ch.  Ill,  Table  60.  This  absence  of  a 
continuing  sale  or  redemption  plan  is  herein  referred  to  as  "closed-end,"  as  contrasted 
with  the  so-called  "open-end"  investment  trusts  and  investment  companies  previously 
discussed. 

2  See  Ch.  I  of  this  part  of  the  report,  pp.  17-31. 

'A  statistical  survey  of  the  principal  methods  of  distribution  employed  by  closed-end 
management  investment  trusts  and  investment  companies  is  contained  in  Pt.  Two  (House 
Doc.  No.  70,  76th  Cong.),  Ch.  Ill,  pp.  193-201. 

*  If  intercompany  transactions  are  excluded  from  this  figure,  public  offerings  accounted 
for  78%  of  the  resulting  total.  (See  Pt.  Two  [House  Doc.  No.  70,  76th  Cong.],  Ch.  Ill, 
pp.  196-201,  and  Table  62.) 

=  See  Pt.  Two  (House  Doc.  No.  70,  76th  Cong.),  Ch.  Ill,  pp.  196-201. 

153373— 41— pt.  3 7 
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Uiidei'Avriters  were  employed  in  the  offering  of  issues  representing 
97%  of  the  total  gross  proceeds  of  all  such  public  offerings.  This 
general  ratio  prevailed  in  every  year  for  the  1927-1935  period  and 
also  for  every  type  of  security."' 

The  close  relationship  between  investment  bankers  on  the  one  hand^ 
and  investment  trusts  and  investment  companies  on  the  other,  was  a 
basic  factor  in  the  formation  and  the  exploitation  of  such  enter- 
prises.^ Because  of  this  identity  of  interests,  insiders  were  in  a  posi- 
tion to  determine  among  themselves  the  underwriting  arrangements 
covering  the  issuance,  sale,  and  repurchase  of  the  invesment  secu- 
rities, and  thereby  to  regulate  the  costs  of  distribution  to  the  public 
as  well  as  the  potential  profits  to  themselves.  In  some  instances 
sponsors  apparently  organized  investment  trusts  and  investment  com- 
panies as  well  as  series  of  such  trusts  and  companies  because  of  their 
salability.* 

2.  PRIVATE  OFFERINGS  AND  SALES  TO  SPONSORS 

Another  method  of  marketing  the  stock  issues  of  closed-end  man- 
agement investment  trusts  and  investment  companies  was  through 
private  offerings,  including  sales  to  "selected"  persons.  Shares  val- 
ued at  approximately  $176,000,000,  including  intercompany  transac- 
tions, were  distributed  by  this  method  during  the  1927-1935  period, 
while  $167,000,000  of  securities  were  sold  to  sponsoring  investment 
bankers,  banks,  and  others  (exclusive  of  investment  trusts  or  invest- 
ment companies)  directly  without  public  offering.  These  two  forms 
of  placing  (private  offerings  and  sales  to  sponsors)  accounted  for 
8%  of  the  total  security  sales  of  closed-end  investment  trusts  and 
investment  companies.''  Wliile  some  of  the  securities  sold  to  sponsors 
were  retained  by  them  for  purposes  of  control,  undoubtedly  a  sub- 
stantial portion  was  resold  to  the  public.^° 

Almost  25%,  or  over  $40,000,000,  of  the  total  shares  sold  by  private 
offerings  was  paid  for  not  with  cash  but  with  securities  which  went 
into  the  portfolios  of  the  issuing  trusts  or  companies.  This  com- 
pares with  3.5%,  or  approximately  $78,000,000,  of  the  securities  of 
investment  trusts  and  investment  companies  paid  for  in  this  manner 
through  public  offerings.^^  When  private  offerings  were  made  to 
sponsors  or  other  insiders,  particularly  when  payment  was  made  not 

<"'  Id.,  p.  201,  and  Table  65. 

^  See  infra,  pp.  879  et  seq. 

s Ibid. 

'See  Pt.  Two  (House  Doc.  No.  70,  76th  Cong.),  Ch.  Ill,  pp.  207-9. 

wThus,  tlie  large  controlling  interest  of  Dillon,  Read  &  Co.  in  United  States  &  Foreign 
Securities  Corporation  was  somewhat  reduced  by  subsequent  sales.  (See  infra,  pp.  943  et 
seq.) 

"See  Pt.  Two  (House  No.  70,  76th  Cong.),  Ch.  Ill,  pp.  207-9.  Blue  Ridge 
Corporation,  formed  in  August  1929,  purchased  $70,000,000  of  the  security  holdings  of 
its  sponsors.  Central  States  Electric  Corporation  and  The  Goldman  Sachs  Trading  Cor- 
poration, which  Avas  made  possible  largely  by  the  sale  of  its  common  stock  to  a  subsidiary 
of  those  sponsors.  The  public  offerings  by  Blue  Ridge  Corporation  Included  an  offer  to 
investors  to  exchange  common  shares  of  any  of  21  stated  industrial  and  other  corpora- 
tions for  units  of  the  preference  and  common  stock  of  Blue  Ridge  Corporation.  This 
offer  provided  the  investment  company  with  only  $1,133,00  of  additional  capital.  (Reply 
to  the  Commission's  questionnaire  for  Blue  Ridge  Corporation,  Pt.  I,  and  Public  Exami- 
nation, Central  States  Electric  Corporation,  at  13609-20  and  Commission's  Exhibits  Nos 
1288  and  1289.) 
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in  cash  but  in  securities,  the  same  parties  were,  in  effect,  dealing  with 
themselves  because  of  their  control  of  the  investment  companies 
involved.^^ 

3.  OFFERINGS  TO  STOCKHOLDERS 

In  addition  to  the  foregoing  methods  of  public  and  private  offer- 
ings, $252,000,000  of  securities  were  sold  by  closed-end  investment 
companies  through  offerings  to  their  own  stockholders,  although_  the 
charter  provision  of  most  investment  companies  expressly  deprived 
their  stockholders  of  preemptive  rights— the  right  to  subscribe  to 
their  proportionate  part  of  additional  issues  of  securities.^^  This 
amount  represents  the  sale  of  additional  issues  by  established  com- 
panies to  their  own  stockholders  rather  than  original  offerings  to  the 
public  generally."  The  small  amount  of  securities  sold  in  this  man- 
ner was  probably  due  in  some  measure  to  the  fact  that  few  closed- 
end  management  investment  trusts  and  investment  companies  had 
been  established  long  enough  prior  to  the  1929  market  crash  to 
attempt  any  expansion  in  this  manner. 

Approximately  63%  of  the  securities  sold  by  closed-end  investment 
companies  to  their  own  stockholders  during  1928  and  1929  were  under- 
written by  investment  bankers,  who  were  usually  the  sponsors  or 
managers  of  the  investment  companies.^^ 

4.  IXTERCOMPANY  SALES  AND  EXCHANGES 

The  securities  of  closed-end  management  investment  trusts  and 
investment  companies  issued  in  connection  with  intercompany  trans- 
actions during  the  period  1927-1935  amounted  to  approximately 
$1,200,000,000,  but  this  figure  does  not  represent  the  acquisition  of  new 
money  or  capital  but  a  reallocation  of  existing  funds  among  the 
companies  in  the  industry .^^ 

Cash  sales  of  investment  company  securities  to  other  investment 
companies  and  exchanges  of  such  securities  for  the  securities  of  affi- 
liated investment  companies,  most  of  which  occurred  during  the  pe- 
riod prior  to  1929,  alone  accounted  for  $347,000,000  or  8.5%  of  total 
sales  by  closed-end  management  investment  companies  proper  and 
management  investment-holding  companies."  Such  financing  was 
especially  popular  in  some  of  the  investment  company  systems  which 
developed  a  detfinite  technique  whereby  reciprocal  sales  and  ex- 
changes were  made  between  affiliated  companies  at  advancing  prices. 
Little  or  no  money  actually  changed  hands  until  the  shares  were 
finally  sold  to  the  public  at  inflated  prices. 

Investment  company  securities  issued  in  exchange  for  shares  of 
other  investment  companies  in  connection  with  mergers  and  consoli- 


^2  See  infra,  p.  936,  for  discussion  of  sales  to  preferred  lists  and  selected  persons. 

"  See  Pt.  Two,  Ch.  Ill,  pp.  206-7,  and  Ch.  V  of  this  part  of  the  report,  Sec.  VI,  C,  4. 
An  analysis  of  the  charters  of  161  management  investment  companies  filing  questionnaire 
replies  with  this  Commission  indicates  that  98  of  these  companies  denied  preemptive  rights 
to  their  shareholders  without  qualification.  (Derived  from  the  replies  to  the  Commission's 
questionnaire  for  the  respective  investment  companies,  Pt.  I.) 

"  See  Pt.  Two  (House  Doc.  No.  70,  76th  Cong.),  Ch.  III.  pp.  206-7. 

1=  Ibid. 

w  Id.,  pp.  209-11. 

1^  Id.,  Table  62. 
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dations  aggregated  $873,000,000  and  were  accounted  for  largely  by 
the  securities  issued  by  Atlas  Corporation  and  The  Equity  Corpora- 
tion and  their  affiliates  in  the  acquisition  of  investment  companies. 
These  two  investment  companies  and  their  affiliates  issued  in  connec- 
tion with  such  acquisitions  $529,000,000  of  securities,  or  61%  of  the 
securities  issued  by  all  investment  companies  in  connection  with  ac- 
quisition of  control  of  other  investment  companies.^^  The  amount  of 
securities  issued  in  connection  with  mergers  and  consolidations  was 
particularly  important  after  1929. 

5.  OFFERINGS  THROUGH  OPTIONS 

During  the  period  of  rapid  growth  and  wide  distribution  of  the 
securities  of  closed-end  management  investment  trusts  and  invest- 
ment companies  short-term  ojDtion  warrants — securities  evidencing 
the  right  to  subscribe  to  or  otherwise  acquire  stock  at  a  specified 
price  during  a  fixed  period  of  time — were  rarely  issued.  However, 
these  warrants  were  sometimes  used  as  part  of  the  distribution  ar- 
rangements.^^ On  the  other  hand,  long-term  option  warrants  were 
frequently  employed  to  "sweeten"  security  issues  and  thereby  facil- 
itate the  distribution  of  these  issues  -°  or  as  special  compensation  to 
the  sponsoring,  distributing,  or  management  groups.^^  These  option 
warrants  had  active  markets  and  could  be  sold.  Apparently  few 
warrant  holders  exercised  their  options  and  consequently  little  addi- 
tional capital  was  raised  by  this  means.  The  market  decline  after 
1929  foreclosed  the  profitable  exercise  of  such  options,  and  their  con- 
tinued existence  only  hindered  adjustments  in  the  capital  structures 
and  mergers  and  consolidations  thereafter  undertaken.-^  Only 
$32,500,000  or  less  than  1%  of  closed-end  investment  company  secur- 
ities (exclusive  of  sales  through  options  forming  part  of  under- 
writing mechanisms)  were  sold  through  this  device.^^ 

6.  GIFTS,  BONUSES  AND  STOCK  DIVIDENDS 

Sometimes  blocks  of  stock  of  closed-end  management  investment 
trusts  and  investment  companies  w^ere  issued  to  sponsors  and  others 
not  for  cash,  securities  or  other  property,  but  in  consideration  of 
services  performed  in  the  organization,  distribution  and  management 
of  these  companies.  It  would  appear,  however,  that  but  little  stock 
was  distributed  in  that  manner.-^ 

On  the  other  hand,  stock  dividends  (the  issuance  of  additional  stock 
to  existing  security  holders  as  a  dividend)  and  stock  split-ups  (divid- 
ing outstanding  shares  into  a  greater  number  of  shares)  were  com- 
mon.25    When  properly   charged   against  earned   surplus   or   undi- 


es Ibid. 

"See   infra,    p.    920.       (International    Superpower    Corporation),    and    Ft.    Two    (House 
Doc.  No.  70,  76th  Cong.),  Cli.  Ill,  Table  66. 
2"  See  infra,  pp.  904  et  seq. 

21  See  infra,  p.  932  (National  Investors  Group). 

22  Ibid. 

23  See  Pt.  Two  (House  Doc.  No.  70,  76th  Cong.),  Ch.  Ill,  Table  62,  p.  198. 
2^  Id.,  Table  66,  p.  248. 

25  The  distinctions  between  stock  dividends  and  stock  split-ups  were  in  some  instances 
ohscured  by  the  accounting  practices  of  investment  trusts  and  investment  companies  and 
the  "new  capitar'  thus  obtained  by  the  industry  was  largely  theoretical.  (See  Ch.  VI  of 
this  part  of  the  report  for  a  discussion  of  stock  dividend  practices.) 


INVESTMENT   TRUSTS   AND   INVESTMENT   COMPANIES         879 

vided  profits,  stock  dividends  were  in  the  nature  of  compulsory  sub- 
scriptions by  existing  shareholders.  These  methods  of  distribution 
cannot  be  considered  as  supplying  new  or  additional  money  to  the 
industry. 

B.  Opportunities  for  Underwriting  and  Investment  Banking 
Business 

The  fact  that  a  large  proportion  of  the  closed-end  investment  com- 
panies was  sponsored  by  persons  or  firms  engaged  in  the  investment 
banking  or  security  business  may  be  some  indication  that  the  forma- 
tion of  these  investment  companies  was  motivated  by  a  desire  for 
unclerwriting  business.  The  statistical  analysis  of  the  sponsorship  of 
closed-end  management  investment  trusts  and  investment  companies 
was  complicated  by  the  variety  of  businesses  conducted  by  the  spon- 
sors as  well  as  by  the  varying  degrees  of  influence  or  control  exer- 
cised by  them.  Therefore,  only  general  classifications  of  the  domi- 
nant management  groups  were  made. 

As  at  December  31,  1929,  out  of  a  total  of  162  closed-end  manage- 
ment investment  trusts  and  investment  companies,  109  were  spon- 
sored principally  by  houses  of  issue,  bank  affiliates,  brokers  and  deal- 
ers.^^  In  other  words,  during  the  period  of  greatest  expansion,  ap- 
proximately two-thirds  of  these  investment  companies  were  domi- 
nated by  sponsors  whose  principal  business  activities  involved  the 
distribution  of  securities. 

The  investment  company  represented  a  medium  for  a  variety  of 
underwriting  opportunities.  For  example,  American  European  Se- 
curities Co.  was  a  reorganized  Swiss  company  formed  to  invest  in 
the  rapidly  expanding  electrical  industry  in  the  United  States.-^  The 
American  company  was  created  to  facilitate  the  raising  of  new  cap- 
ital in  the  United  States.  Similarly,  Bonbright  &  Co.  Inc.  spon- 
sored the  formation  of  American  Superpower  Corporation  in  March 
1923  to  absorb  the  equity  issues  of  utility  holding  companies  which 
at  that  time  possessed  a  poor  market  and  for  which  securities  the  nec- 
essary underwritings  were  often  unavailable.-®  By  March  1930  ap- 
proximately $99,000,000  in  cash  or  property  had  been  received  for  the 
issuance  of  its  securities.  One  of  the  more  common  variations  in 
the  objective  of  employing  investment  companies  to  stimulate  under- 
writing or  investment  banking  business  was  the  practice  of  forming 
these  companies  to  act  as  co-entrepreneurs  with  the  investment  bank- 
ing sponsors  in  various  investment  banking  transactions.  For  exam- 
ple, United  States  &  International  Securities  Corporation  participated 
in  18  banking,  purchase,  distributing  and  underwriting  accounts,  16 
of  which  were  managed  by  Dillon,  Read  &  Co.,  its  sponsor.-^ 

28  See  Pt.  Two  (House  Doc.  No.  70,  76th  Cong.),  Ch.  II,  pp.  56-9,  and  TaWe  25. 
Mergers  and  consolidations  reduced  this  group  to  122  investment  companies  as  at  Decem- 
ber 31,  1935,  when  61,  or  exactly  half,  were  so  sponsored.  With  the  decline  in  the  security 
markets  there  was  some  reduction  in  the  ratio  of  investment  companies  so  sponsored. 
(Ibid.) 

'''This  reorganization  was  effected  in  1925.  For  further  details  with  respect  to  this 
company  see  Pt.  One,  Ch.  Ill   (House  Doc.  No.   707,  75th  Cong.),  p.  72. 

=8  For  further  details  see  id.,  p.  74. 

=^  Hearings  before  the  Senate  Committee  on  Banking  and  Currency,  pursuant  to  S.  Res. 
84,  72d  Congress  and  S.  Res.  56  and  S.  Res.  97,  73d  Congress,  Pt.  4,  Committee 
Exhibit  C. 
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In  the  underwriting  of  the  securities  of  an  investment  company 
sponsored  by  investment  bankers  and  security  dealers  the  sponsors 
could  determine  its  functions,  capital  structure,  distribution  contract, 
management  contract,  and  investment  policy.  Typically,  the  charters 
of  investment  companies  contained  few  if  any  restrictions  upon  their 
activities  and  powers;  centralized  these  powers  in  the  sponsors,  who 
made  up  the  officers,  directors,  executive  and  other  committees;  as- 
sured to  the  sponsors  continuity  of  control  through  a  variety  of  de- 
vices; and  permitted  the  dominant  persons  to  enter  into  contracts 
with  their  investment  companies  involving  matters  in  which  they 
were  personally  interested.  When  examined  as  to  the  dominance  of 
the  sponsor  in  making  the  distribution  arrangements  Hugh  Bullock, 
vice  president  of  Calvin  Bullock,  testified  in  connection  with  its 
formation  of  International  Superpower  Corporation  :  ®° 

Q.  Isn't  the  effect  of  all  that  you  and  Mr.  Jaretzki  did  to  completely  set  the 
stage  for  the  public  offering,  in  the  way  that  you  decided  you  wanted  it? 

I  mean,  that  happens  in  every  corporation,  I  suppose,  and  it  happened  here? 
You  set  up  the  corporation  and  the  corporation  enters  into  certain  agreements 
which  give  a  monopoly  or  a  semimonopoly  over  the  sale  of  its  stock  for  ten 
years? 

A.  That  is  quite  customary. 

As  has  been  indicated,  most  closed-end  investment  companies  en- 
tered into  underwriting  agreements  for  the  public  distribution  of 
their  securities.  These  agreements  fixed  the  sizes  of  the  offerings, 
the  prices,  the  spreads  or  the  rates  of  compensation  to  the  distributors, 
and  the  obligations  and  liability  of  the  underwriter — that  is,  the  un- 
derwriter contracted  to  purchase  the  securities  (made  a  firm  com- 
mitment) or  merely  undertook  to  act  as  agent  to  sell  the  securities 
{made  a  "best  effort"  contract).  Only  59  out  of  181  investment 
companies  filing  copies  of  their  original  "underwriting"  agreements 
with  this  Commission  provided  for  firm  commitments  for  the  shares 
to  be  offered  and  27,  or  almost  half  of  this  group  of  59  companies, 
were  firm  only  as  to  a  fraction  of  the  total  offering.  One  conse- 
quence of  the  widespread  use  of  so-called  "best  efforts"  underwriting 
contracts  was  that  the  closed-end  investment  companies  and  their 
prospective  shareholders  had  no  assurances  that  the  amount  of  cap- 
ital which  the  prospectuses  anticipated  would  ever  be  raised.  For 
example,  Federated  Capital  Corporation  was  organized  on  April  7, 
1927,  with  an  authorized  capital  of  $10,000,000.^^  The  underwriters 
made  a  firm  commitment  only  for  $360,000  of  the  preferred  and  com- 
mon stocks  at  the  time  of  original  public  offering  and  for  25,000 
additional  common  shares  for  $1,250,000  on  January  18,  1929  (which 
the  investment  company  later  consented  to  release  as  to  8,000 
shares).^-  The  balance  of  the  $10,000,000  was  to  be  raised  through 
the   best   efforts    of    the    underwriters.     However,    ultimately    only 


3«  Public  Examination,  Calvin  Bullock  Group,  at  3999. 

31  Reply  to  tli|e  Commission's  questionnaire  for  Federated  Capital  Corporation,  Pt.  I. 

3=  Ibid.     For  further  details  see  infra,  pp.  940  et  seq. 
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$6,122,680  was  raised.^^  William  J.  Thorold,  president  of  the  invest- 
ment company,  testified  as  follows :  ^^ 

Q.  And  where  there  is  no  underwriting  or  no  requirement  that  the  corpora- 
tion have  a  minimum  amount  of  capital  before  it  gets  started,  he  doesn't  know 
what  sort  of  an  investment  trust  he  may  be  in.  He  may  be  in  an  investment 
trust  of  $50,000,000  or  in  an  investment  trust  that  has  $500,000,  isn't  that  so? 

A.  Quite  true. 

>jc  >!c  4:  >l=  «  «:  >!< 

Q.  Although  you  gave  every  assurance  that  you  could  run  a  half  million 
•dollar  trust  as  well  as  somebody  with  a  hundred  million  dollars,  of  course  it 
is  his  money  that  you  are  seeking  to  have  put  into  the  venture,  isn't  that  so? 

A.  Yes,  sir. 

Q.  And  don't  you  think  that  the  least  that  he  ought  to  be  able  to  tell  with 
some  degree  of  certainty,  is  what  the  size  of  the  trust  is  going  to  be  before  he 
puts  his  money  in? 

A.  It  might  be  of  advantage,  and  I  can't  differ  from  you  very  well,  you  are 
so  right. 

A  similar  contract  was  entered  into  by  Samuel  Ungerleider  &  Co, 
on  May  13,  1929,  for  the  distribution  of  the  sliares  of  Ungerleider 
Financial  Corporation.'^  Although  this  sponsor  was  firmly  commit- 
ted for  the  purchase  of  100,000  shares  for  $5,000,000  the  underwriting 
contract  as  well  as  the  offering  circular  ^^  anticipated  the  placement 
of  400,000  additional  shares  to  net  the  investment  company  a  total 
paid-in  capital  of  $25,000,000.  However,  the  offering  did  not  prove 
successful  and  necessitated  extensive  trading  operations  by  the  in- 
vestment company.  Ultimately  only  244,400  shares  were  outstanding 
which  netted  the  investment  companv  a  total  of  $13,205,575.76,  in- 
stead of  the  expected  $25,000,000.^' 

So  too,  C.  D.  Parker  &  Co.,  Inc.,  an  investment  banking  firm  of 
Boston,  Massachusetts,  after  having  successfully  completed  the  public 
offerings  totaling  approximately  $23,000,000  for  Seaboard  Utilities 
Shares  Corporation  and  Railroad  Shares  Corporation,  offered  to  the 
public  on  November  5,  1929,  a  third  investment  company  known  as 
Utilities  Hydro  &  Rails  Shares  Corporation.^^  The  authorized  capi- 
tal of  this  investment  company  was  15,000,000  shares  of  one  class  of 
stock  of  which  it  was  anticipated  half  would  be  offered  to  the  public 
at  $10,50  a  share  and  the  balance  would  be  reserved  for  delivery  under' 
option  warrants.^''  The  proposed  initial  capitalization  of  some 
$75,000,000  would  make  this  new  investment  company  about  three 
times  the  size  of  the  previously  organized  two  companies  combined. 
However,  because  of  the  unfavorable  market  conditions  during  that 
period  only  $1,573,508.80  was  raised  through  the  sale  of  the  securi- 
ties and  instead  of  being  the  largest  investment  company  of  the 
group  it  was  by  far  the  smallest.**' 


^  Public  Examination,  Federated  Capital  Corporation,  Commission's  Exliibits  Nos.  1472, 
1476,  1480. 

^  Id.,  at  14439-40. 

=^  For  further  details  see  infra,  pp.  937  et  seq. 

^8  Reply  to  the  Commission's  questionnaire  for  Ungerleider  Financial  Corporation,  Pt.  I. 

3^  Public  Examination,  Ungerleider  Financial  Corporation,  at  14909-10. 

^  For  further  details  see  Ch.  II  of  this  part  of  the  report,  pp.  76-94. 

39  Public  Examination,  C.  D.  Parker  &  Co.,  Inc.,  at  21087-8. 

*>  Id.,  Commission's  Exhibit  No.  3244. 
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Another  variant  of  this  type  of  situation  was  Chatham  Phenix 
Allied  Corporation,  later  known  as  Securities  Allied  Corporation. 
The  entire  common  stock  issues  of  this  investment  company,  which 
were  offered  to  net  $50,000,000,  were  underwritten  by  Qiatham  Phenix 
Corporation,  the  security  aifiliate  of  Chatham  Phenix  National  Bank 
&  Trust  Company."  By  October  8,  1929,  the  date  upon  which  the 
underwriter  was  required  to  take  down  the  securities  from  the  invest- 
ment company,  the  sponsor  had  been  unable  to  market  the  entire 
public  offering  and  consequently  was  without  sufficient  funds  to  make 
full  payment.  However,  the  investment  company  loaned  the  sponsor 
the  sum  of  $18,000,000  in  order  to  permit  it  to  complete  its  commit- 
ment. In  lieu  of  commencing  business  with  $50,000,000  in  cash,  the 
investment  company  had  only  $32,000,000  in  cash  and  an  obligation 
for  $18,000,000  by  its  sponsor.  Nevertheless,  the  management  of  the 
company  published  a  circular  dated  December  4,  1929,  reading  in 
part  as  follows:*^ 

This  Corporation  was  in  the  advantageous  position  of  having  $50,000,000  in 
cash,  all  of  which  was  available  when  the  serious  decline  in  the  market  began, 
and  as  of  November  30,  1929,  the  Corporation  was  in  the  fortunate  position  of 
having  $36,615,725  in  cash,  call,  or  time  loans,  which  is  over  72%  of  its  total 
assets,  and  amounted  to  $18.30  per  share  of  the  Common  Stock  outstanding. 
The  balance  of  its  assets  has  been  invested  mainly  in  listed  and  readily  market- 
able dividend-paying  common  stocks  of  the  leading  Railroad,  Public  Utility,  and 
Industrial  companies. 

This  $18,000,000  obligation  of  the  sponsor  to  the  investment  com- 
pany continued  in  varying  amounts  and  was  never  less  than  $7,000,- 
000.  Control  of  the  investment  company  was  sold  to  Atlas  Corpora- 
tion on  August  11,  1931,  when  the  balance  of  $10,566,933  of  this  debt 
was  paid  off. 

Illustrative  of  the  rapid  successive  formation  of  investment  com- 
panies by  their  investment  banking  sponsors  are  the  companies  formed 
by  Field,  Glore  &  Co.  of  Chicago,  and  J.  &  W.  Seligman  &  Co.  of 
New  York  City.*^     A  discussion  of  them  follows. 

The  Chicago  Corporation  and  Continental  Chicago  Corporation 

The  Chicago  Corporation  was  organized  on  February  9,  1929,  as 
a  general  management  investment  company  under  the  sponsorship  of 
Field,  Glore  &  Co.,  investment  bankers.*^  Its  original  net  capital  was 
$59,375,000,  raised  largely  by  the  sale  of  units  consisting  of  both 
common  and  preferred  stocks  from  which  the  sponsors  received  a 
gross  underwriting  profit  of  $2,625,000.^*^  The  function  of  the  invest- 
ment company  was  to  serve  as  a  trading  concern  operating  "in  the 
field  of  finance  that  lies  somewhere  in  between  the  commercial  bank- 
ing activities  and  those  of  an  investment  banker."^*'     Specifically  it 


*i  For  detailed  discussion  of  Chatham  Phenix  Allied  Corporation,  see  Ch.  II  of  this  part 
of  the  report,  pp.  115-146. 

^2  Reply  to  the  Commission's  questionnaire  for  Chatham  Phenix  Allied  Corporation, 
Pt.  I  (Exhibit  10). 

^3  See  Ch.  I  of  this  part  of  the  report,  pp.  2-11. 

**  Reply  to  the  Commission's  questionnaire  for  The  Chicago  Corporation,  Pt.  I. 

^s  Public  Examination,  The  Chicago  Corporation,  at  9731.  See  also  Pt.  Two,  Ch.  Ill, 
Appendix  B,  pp.  749-50. 

«  Public  Examination,  The  Chicago  Corporation,  at  9793. 
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was  contemplated  that  this  would  involve  participations  in  reorgani- 
zations and  long-term  investments  in  companies  whose  securities 
could  not  be  offered  to  the  public  because  of  lack  of  seasoning  and 
which  required  more  permanent  financing  than  could  be  obtained 
from  commercial  banks.*"  However,  the  investment  company  did  not 
have  much  opportunity  to  engage  in  this  type  of  business  and  had 
invested  only  a  portion  of  its  capital  by  September  1929.*^ 

Nevertheless,  on  September  11,  1929,  a  second  investment  company, 
known  as  Continental  Chicago  Corporation,  was  formecl  along  the 
lines  of  the  first,  under  the  joint  sponsorship  of  the  Continental  Illi- 
nois Company  and  Field,  Glore  &  Co.,*^  who  received  an  aggregate  of 
$2,625,000,  gross,  for  underwriting  its  shares.  The  purpose  of  this 
new  investment  company  was  identical  with  that  of  The  Chicago 
Corporat.ion.^°  Furthermore,  the  new  investment  company  repre- 
sented an  attempt  by  Continental  Illinois  Company,  the  recently 
organized  securities  affiliate  of  the  Continental  Illinois  National  Bank 
&  Trust  Company,  of  Chicago,  to  participate  in  a  stock  flotation  the 
success  of  which  was  indicated  by  the  recent  distribution  of  the  shares 
of  The  Chicago  Corporation. 

Continental  Chicago  Corporation  raised  a  net  capital  of  $63,750,- 
000  despite  the  fact  that  at  that  time  The  Chicago  Corporation  had 
been  unable  to  find  sufficient  investment  opportunities  for  its  own 
$59,375,000  of  capital  funds.^^  The  reasons  for  the  formation  of 
Continental  Chicago  Corporation  were  summed  up  by  Abner  J. 
Stilwell,  vice  president  of  the  Continental  Illinois  National  Bank  & 
Trust  Company,  as  follows :  ^- 

Q.  Can  you  tell  us  in  your  own  words  just  what  it  was  they  wanted  to  do 
with  that  corporation,  in  view  of  the  fact  that  one  that  was  precisely  similar 
was  already  in  existence  in  Chicago? 

A.  The  Chicago  Corporation  had  been  formed,  had  been  accepted  by  the  pub- 
lic as  being  a  successful  venture,  that  statement  being  qualified  by  the  action 
of  the  market  in  the  stock,  and  the  then  executive  head  of  the  bank  felt  that 
this  was  an  expanding  field. 

Q.  That  was  Mr.  Reynolds? 

A.  Mr.  Arthur  Reynolds  and  that  the  bank  in  some  manner  possibly  through 
the  creation  of  a  corporation  similar  to  The  Chicago  Corporation  should  use 
its  influence  in  bringing  about  the  creation  of  such  corporation  and  having  a 
fund  of  money  available  for  such  things  as  Chicago  Corporation  and  similar 
corporations  were  intended  to  do. 

Q.  You  heard  Mr.  Glore's  testimony  yesterday  that  The  Chicago  Corporation 
fold]  had  been  formed  as  an  intermediary  financing  device  to  supply  financing 
assistance  to  those  industries  that  would  not  be  of  interest  even  to  a  com- 
mercial bank  on  the  one  hand  or  an  investment  banker  on  the  other.  Was  it 
also  with  that  in  mind  that  Mr.  Reynolds  desired  the  organization  of  Conti- 
nental Chicago? 

A.  In  his  conversations  with  me  and  others,  he  pointed  out  that  the  great 
clientele  of  the  bank  and  its  diversity  would  probably  afford  the  corporation,  a 


*T  Id.,  at  9673  and  Commission's  Exhibit  No.  9673-4. 

« Id.,  at  9729-30. 

«  Id.,  at  9682. 

50  Id.,  at  9683. 

'1  Id.,  at  9683-6.     See  also  Pt.  Two,  Ch.  Ill,  Appendix  B,  pp.  749-50. 

52  Op.  clt.  supra,  note  46,  at  9844-6. 
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corporation  such  as  he  wanted  organized,  even  more  opportunities  than  could 
possibly  come  to  The  Chicago  Corporation  or  anyone  else  in  the  Chicago  field. 

The  fact  that  there  was  little  opportunity  for  the  investment  of  the 
funds  at  that  time  apparently  was  only  of  secondary  importance  to 
the  organizers.     Mr.  Stilwell  testified :  ^=^ 

Q.  Did  anybody  ever  point  out  in  your  hearing  that  considering  the  purposes 
for  which  The  Chicago  Corporation  was  intended  at  the  time  it  was  formed, 
that  so  far  there  proved  to  be  no  need  for  it,  and  therefore  what  would  be 
the  need  for  a  second  one? 

A.  You  mean  at  that  time? 

Q.  Yes. 

A.  I  don't  believe  there  was  any  such  discussion  as  that. 

Q.  Did  you  ever  discuss  the  formation  of  Continental  Chicago  with  Mr.  Glore, 
who  was  also  a  bank  director? 

A.  No. 

Q.  It  apparently  would  appear  from  the  testimony  yesterday  that  not  only 
had  you  there  existing  financial  facilities  of  the  Middle  West  in  The  Chicago 
Corporation  for  which  you  had  found  no  need,  so  that  there  would  be  doubly 
no  need  for  two  of  them.  I  wonder  if  'anybody  in  1929  pointed  out  that  fact 
in  the  discussions  which  led  up  to  the  formation  of  the  Continental  Chicago. 

A.  I  don't  think  there  was  any  such  discussion. 

By  the  end  of  1929  it  was  apparent  that  these  two  investment 
companies  had  collected  more  funds  than  the  managers  could  invest 
and  soon  after  both  corporations  embarked  on  a  policy  of  repur- 
chasing preferred  stock  as  a  means  of  reducing  their  size.^*  As  a 
result,  as  much  money  was  expended  in  these  repurchases  as  had  been 
raised  by  the  new  company.  Charles  F.  Glore,  a  member  of  Field, 
Glore  &  Co.,  and  at  all  times  associated  with  the  two  investment 
companies,  testified :  ^^ 

Q.  Was  it  pretty  much  a  fact  during  the  year  1929  that  you  had  almost 
$125,000,000  and  were  finding  it  difficult  to  invest  it? 

A.  That  is  right,  and  I  think  that  was  realized  at  the  time  the  money  was 
raised.  I  am  quite  sure  in  The  Chicago  Corporation  we  knew  that  we  were 
not  going  to  be  very  active.     We  didn't  expect  to  be  as  active  at  that  time 

Q.  Then,  why  would  you  identify  yourself  with  the  new  one,  which  doubled 
the  burden  of  investing, 

A.  That  is  a  difficult  question  to  answer.  The  facts  are  that  later  we  de- 
cided that  there  was  no  use  for  that  amount  of  money,  and  we  subsequently, 
through  repurchase  of  preferred  stock,  practically  diminished  the  size  of  both 
corporations,  finally  all  three,^  to  the  point  where  we  are  right  back  to  where 
we  started  The  Chicago  Corporation — to  'approximately  where  we  started,  so  far 
as  the  assets  of  The  Chicago  Corporation  are  concerned. 

Q.  Was  there  any  element  of  wanting  to  get  underwriting  business  while 
the  market  was  absorbing  new  securities;  whether  or  not,  that  had  a  conscious 
or  unconscious  infiuence  on  your  actions?  After  all.  Field  'and  Glore  were 
underwriters  of  securities.     That  was  their  business. 


« Id.,  at  9848-9. 

^  Id.,  at  9765-6,  9886-7. 

^5  Id.,  at  9729-30. 

■^  The  third  company  referred  to  is  Chicago  Investors'  Corporation,  which  M'as  merged 
with  Continental  Chicago  Corporation  to  form  the  new  The  Chicago  Corporation  on 
December  20,  19.32.     (Op.  cit.  supra,  note  44,  Pt.  I.) 
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A.  That  was  their  business. 

Q.  The  market  was  receptive  to  ahnost  anything  during  the  year  1929,  up  to 
the  time  of  the  crash? 
A.  Yes. 

As  early  as  September  IT,  1929,  or  almost  immediately  after  the 
offer  of  the  shares  of  Continental  Chicago  Corporation,  newspaper 
articles  appearecl  to  the  effect  that  a  consolidation  of  that  company 
and  The  Chicago  Corporation  was  being  considered.^^  Finally, 
on  December  8,  1930  the  two  investment  companies  were  merged 
under  the  name  of  Continental  Chicago  Corporation,^^  the  name  of 
which  was  later  changed  to  The  Chicago  Corporation. 

In  summary,  the  organization  of  Continental  Chicago  Corporation 
apparently  served  no  economic  need  ^^  and  the  repurchases  and  the 
merger  of  The  Chicago  Corporation  with  it  brought  about  the  same 
situation  as  if  it  had  never  been  created.  However,  the  sponsors,  who 
were  the  underwriters,  received  a  gross  aggregate  underwriting  com- 
mission of  $2,625,000  on  the  sale  of  Continental  Chicago  Corporation's 
shares. 

Tri-Continental  Corporation  and  Tri-Continentar  Allied  Company,  Inc. 

Tri-Continental  Corporation,  which  was  incorporated  under  the 
laws  of  Maryland  on  January  4,  1929  by  J.  &  W.  Seligman  &  Co.  as 
a  closed-end  management  investment  company ,*^°  offered  900,000  shares 
of  common  stock  to  the  public  and  sold  100,000  common  shares  to 
the  sponsors.  The  investment  company  received  an  aggregate  of 
$25,000,000  for  all  these  common  shares.  In  addition  250,000  shares  of 
6%  cumulative  preferred  stock,  each  bearing  an  option  warrant  to 
purchase  one  share  of  common  stock,  were  sold  to  the  public  for 
which  the  investment  company  received  another  $25,000,000.**'  J.  &  W. 
Seligman  &  Co.,  who  were  investment  bankers  and  members  of  the 
New  York  Stock  Exchange  and  the  sole  sponsors,  received  a  gross 
underwriting  commission  of  $3,000,000  and  option  warrants  to  pur-- 
chase  575,000  shares  of  common  stock.**^ 

On  August  15,  1929  Tri-Continental  Allied  Company,  Inc.,  which 
was  jointly  sponsored  by  J.  &  W.  Seligman  &  Co.  and  Tri-Con- 
tinental Corporation,  was  incorporated  under  the  laws  of  Maryland 
as   a   closed-end  management   investment    company.®^     This   second 

6'' Id.,  at  9693.  The  conflicting  interests  of  two  investment  companies  under  interlock- 
ing management  competing  in  the  same  field  of  investment  for  business  which  either 
company  alone  would  have  heen  able  to  handle  (id.,  at  9688-91)  must  soon  have  been 
manifest. 

^  Op.  cit.  supra,  note  44,  Pt.  I. 

^  Op.  cit.  supra,  note  46,  at  9690. 

80  Reply   to   the   Commission's  questionnaire   for  Tri-Continental  Corporation,  Pt.   I. 

«ild.,  Pt.  V;  see  also  Pt.  Two  (House  Doc.  No.  70.  76th  Cong.),  Ch.  Ill,  Appendix  B, 
pp.  751-2. 

«2  Public  Examination,  Tri-Continental  Corporation,  at  18518-19.  Although  these  se- 
curities were  immediately  disposed  of  by  the  sponsors,  that  firm  operated  a  stabilizing 
account  in  the  securities  for  5  months  following  the  original  distribution.  The  stated 
purpose  of  this  account  was  to  secure  permanent  placement  of  the  stock  in  the  hands  of 
bona  fide  investors.  Although  the  quoted  market  price  of  the  stock  of  Tri-Continental 
Corporation  rose  from  27  to  51  during  this  period,  J.  &  W.  Seligman  &  Co.  suffered  a  loss 
of  $1,167,000  on  this  operation.      (Id.,  at  18521-5.) 

•»  Summary  statement  filed  with  the  Commission  for  Tri-Continental  Corporation  and 
Tri-Continental  Allied  Company,  Inc. 
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corporation  issued  1,000,000  shares  of  common  stock,  500,000  shares 
of  6%  cmnulative  preferred  stock,  each  bearing  an  oj^tion  warrant  to 
purchase  one-half  share  of  common  stock,  and  option  warrants  to 
purchase  500,000  additional  common  shares.  Tri-Continental  Allied 
Company,  Inc.,  received  an  aggregate  of  $50,000,000  for  all  these  se- 
curities. Tri-Continental  Corporation  purchased  150,000  common 
shares  and  option  warrants  to  purchase  500,000  additional  common 
shares  for  $3,750,000.  The  remaining  shares  were  sold  by  J.  &  W. 
Seligman  &  Co.,  who  received  a  gross  underwriting  spread  of 
$7,000,000.  Tri-Continental  Corporation  paid  an  average  price  of  $25 
per  common  share  exclusive  of  option  warrants,  50,000  common  shares 
were  sold  to  associates  of  J.  &  W.  Seligman  &  Co.  at  $25  each,  while 
the  public  purchased  units  consisting  of  one  share  of  preferred  stock 
with  option  warrant,  and  one  and  one-half  shares  of  common  stock, 
for  $101.50  per  unit.*^* 

On  December  27,  1929  an  agreement  was  negotiated  to  be  effective 
January  1,  1930,  consolidating-^  Tri-Continental  Corporation  and  Tri- 
Continental  Allied  Company,  Inc.  into  a  new  investment  company 
known  as  Tri-Continental  Corporation  with  combined  assets  of 
$75,302,000.''^ 

J.  &  W.  Seligman  &  Co.  had  received  a  gross  underwriting  profit 
of  $3,000,000,  plus  option  warrants  to  purchase  575,000  common 
shares  on  its  underwriting  of  Tri-Continental  Corporation,*'^  whereas 
from  the  distribution  of  Tri-Continental  Allied  Company,  Inc.,  the 
same  sponsor  received  gross  underwriting  compensation  of  $7,000,000. 
Also,  Tri-Continental  Corporation  assisted  in  the  marketing  of  the 
shares  of  Tri-Continental  Allied  Company,  Inc.  by  taking  down 
150,000  common  shares,  and  the  option  warrants  for  500,000  addi- 
tional common  shares  received  by  that  investment  company  on  that 
purchase  might  be  considered  a  special  underwriting  compensation. 
Mr.  Bailie,  when  examined  on  the  possible  conflict  of  interest  in  deter- 
mining a  fair  underwriting  spread,  testified  as  follows :  ^^ 

Q.  Coming  back  to  this  difference  between  these  two  underwriting  spreads,  as 
I  understand  it,  J.  &  W.  Seligman  determined  in  both  cases  these  spreads;  is 
that  right? 

A.  That  is  correct. 


« Ibid.  Option  warrants  attached  to  the  preferred  stock  of  Tri-Continental  Corporation 
were  not  exercisable  until  December  31,  1929,  while  the  unattached  warrants  were  not 
exercisable  until  a  year  later.  They  were  all  exercisable  thereafter  until  December  31,  1943, 
at  the  original  issue  price  of  $27  a  share.  Similarly,  the  option  warrants  attached  to  the 
preferred  shares  of  Tri-Continental  Allied  Company,  Inc.,  were  exercisable  on  January  1, 
1931,  while  the  unattached  warrants  were  not  exercisable  until  a  year  later.  In  this 
company  the  exercise  price  was  $33  a  share,  an  advance  of  $8  over  the  issue  price,  and 
they  ran  only  until  August  15,  1939.      (Ibid.) 

«« Public  Examination,  Tri-Continental  Corporation,  at  18551.  To  effect  this  merger 
the  intercompany  holdings  were  canceled,  thereby  eliminating  150,000  shares  of  common 
stock  of  Tri-Continental  Allied  Company,  Inc.,  as  well  as  option  warrants  for  500,000 
additional  shares.  (Id.,  at  18542.)  J.  &  W.  Seligman  &  Co.  surrendered  option  warrants 
for  the  purchase  of  123,800  shares  of  the  common  stock  of  the  original  company  and  sold 
112,000  shares  of  the  preferred  stock  of  the  Allied  company  back  to  it  at  $37.50  a  share  for 
an  aggregate  of  $4,100,000,  in  order  to  equalize  the  coverage.  Exchanges  of  old  stock  for  new 
were  then  effected  upon  a  direct  percentage  basis.  (Ibid.)  Apparently,  the  option  warrants 
represented  the  greatest  potential  obstacle  to  the  merger. 

oa  Mr.  Bailie  agreed  that  a  valuation  of  $2  for  each  option  warrant  would  be  a  low 
figure.     (Public  Examination,  Tri-Continental  Corporation,  at  18533-5.) 

8T  Public  Examination,  Tri-Continental  Corporation,  at  18535-6. 
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Q.  And  the  outside  directors  did  not  determine  them,  is  that  right ;  they  were 
brought  on  after  the  spread  had  been  determined? 

A.  There  were  no  outside  directors  at  the  time  Tri-Continental  and  Allied  were 
formed.  They  came  on  afterwards.  The  outside  directors  of  old  Tri-Con- 
tinental approved  the  formation  and  approved  the  plan.  Therefore,  they  ap- 
proved the  set-up  we  suggested,  but  it  was  our  set-up. 

Q.  So  that  is  one  situation  where,  in  the  relation  between  a  banking  house 
and  an  investment  trust,  the  bankers  needed  the  integrity  of  a  Solomon  in  order 
to  determine  what  is  a  fair  price  for  their  underwriting  spread.  I  am  not  sug- 
gesting this  was  unfair,  but  I  am  just  endeavoring  to  point  out  the  possi- 
bility.   That  was  a  4-perceut  spread  in  the  second  case? 

A.  Yes. 

With  respect  to  the  $7,000,000  gross  underwriting  profit  obtained 
by  J.  &  W.  Seligman  &  Co.,  Mr.  Bailie  testified  that  because  of  ex- 
tensive market  operations  conducted  by  J.  &  W.  Seligman  &  Co.  in 
the  investment  company's  securities  after  the  market  crash  of 
1929,*^®  that  sponsor  sustained  a  net  loss  of  $851,000,"^  on  the  entire 
transaction. 

C.  Capital  Structures  Affected  by  Market  Factors 

An  accompaniment  of  the  practice  of  creating  investment  trusts 
and  investment  companies  to  provide  underwriting  opportunities  for 
their  sponsors  was  the  practice  of  creating  capital  structures  so  as  to 
provide  issues  which  would  be  readily  marketable. 

One  device  to  stimidate  salability  was  the  creation  of  high  lever- 
age structures  and  securities  which  had  speculative  appeal  during 
times  of  rising  market  prices.  This  leverage  was  obtained  either 
by  the  creation  of  capital  structures  with  more  than  one  class  of  se- 
curities— the  junior  securities  possessing  the  leverage  of  the  senior 
security  backing — or  by  pyramiding  such  a  leverage  company  upon 
another  investment  company  which  itself  possessed  a  leverage  struc- 
ture.™ The  operation  of  both  types  of  such  leverage  is  exemplified 
by  the  common  stock  of  Central  States  Electric  Corporation.  While 
a  hundred  dollars  invested  in  1923  in  the  common  stock  of  The  North 
American  Company",  which  was  the  stock  in  which  substantially  all 
of  the  assets  of  Central  States  Electric  Corporation  were  invested, 
would  have  had  a  market  value  of  about  $1,650  by  August  30,  1929 ; 
a  hundred  dollars  so  invested  in  the  common  stock  of  Central  States 
P^lectric  Corporation  would  have  had  a  market  value  of  $53,991  on 
August  30,  1929.^1 

National  Investors  Group 

An  investment  company  system,  which  periodically  provided  shares 
representing  capital  structures  designed  to  appeal  to  prospective  in- 
^^estors  under  changing  market  conditions,  was  developed  by  Fred  Y. 
Presley  when  he  organized  National  Investors  Corporation,  which 
became  the  parent  of  a  series  of  investment  companies.  National 
Investors  Corporation  was  organized  on  June  16,  1927,  as  "a  man- 


"*  Id.,  at  18532.     For  a  fuvtlier  discussion  see  infra,  pp.  967  et  seq. 

<»  Id.,  at  18529. 

™  For  a  discussion  of  leverage  see  Ch.  I  of  this  part  of  the  report,  pp.  12-13. 

"  Public  Examination,  Central  Siates  Electric  Corporation,  at  12514-7. 
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aging  company  to  manage  the  capital  of  alHliated  trusts  to  be  formed" 
and  to  invest  its  own  capital  "in  the  junior  securities  of  the  affiliates 
to  come,"  ^^ 

The  plan  of  organization  was  developed  by  Fred  Y.  Presley,  for- 
merly associated  with  E.  E.  ]MacCrone  &  Company  in  the  organiza- 
tion and  operation  of  The  Investment  Company  of  America,  another 
investment  company.  He  severed  this  association  because  he  "felt 
that  for  complete  control  to  be  in  the  hands  of  the  partners  of  a 
single  house  of  issue,  members  of  the  New  York  Stock  Exchange, 
would  not  work  out  in  the  long  run  in  the  management  of  that 
company."  ^^  In  April  1926  Mr.  Presley  went  to  New  York  with 
the  thought  of  organizing  an  investment  company.'^*  At  that  time 
he  became  associated  with  Eugene  L.  Richards,  formerly  superin- 
tendent of  banks  in  New  York  State,  and  through  him  it  was  hoped 
that  commercial  banks  might  be  persuaded  to  sponsor  the  venture.^^ 
However,  the  banks  approached  by  Mr.  Richards  were  unwilling  to 
participate  without  some  substantial  support.^^  At  the  end  of  1926 
such  substantial  support  was  obtained  from  the  Guardian  Detroit 
Company  of  Detroit,  Michigan,  as  testified  by  Mr.  Presley : " 

Q.  You  felt  that  you  were  unusually  fortunate,  perhaps,  in  hooking  up  with 
Guardian  Detroit  people? 

A.  Extremely  so. 

Q.  Did  they  agree  with  your  plan  on  which  you  had  been  working  prior  to 
that,  that  the  initial  distribution  should  be  largely  through  banks? 

A.  Yes. 

Q.  What  was  the  purpose  behind  that,  Mr.  Presley? 

A.  It  seemed  to  be  logical  at  that  time  for  banks  to  sponsor  an  investment 
trust.  It  was  logical  sponsorship,  and  it  seemed  logical  for  banks  to  become 
interested  in  investment  trusts,  and  it  also  seemed  logical  with  the  development 
of  security  affiliates.  I  think  that  was  the  era  of  development,  or  large-scale 
development,  for  these  banks  to  distribute  investment  trust  shares  through  their 
aflaiiates.  It  also  seemed  logical  from  the  standpoint  of  managing  an  invest- 
ment trust,  for  banks  to  become  associated  because  of  their  contacts  with  cor- 
porations, and  investment  situations,  and  their  study  of  general  business 
conditions. 

And  further  on :  ^* 

Q.  That  is  to  say,  your  interest  in  the  banks  was  to  facilitate  distribiTtion  of 
the  trust  stock  through  their  advice  and  such  influence  as  they  might  have  with 
the  customers  of  their  bond  departments,  and  so  on ;  is  that  so? 

A.  I  thought  your  question  was  why  would  the  banks  be  interested,  and  I 
was  trying  to  answer  your  question  from  the  standpoint  of  the  banks'  view. 

Q.  Yes ;  and  from  the  banks'  point  of  view  you  felt  that  if  they  were  inti- 
mately associated  with  an  investment  trust  they  could  feel  safe  perhaps  in 
advising  investors? 


72  Reply  to  the  Commission's  questionnaire  for  National   Investors   Corporation,   Pt.   I, 
and  Public  Examination,  National  Investors  Corporation,  at  4271. 
'3  Public  Examination,  National  Investors  Corporation,  at  4241. 
'^Id.,   at  4245. 
''^Id.,  at  4247. 
™Id.,   at  4251. 
"  Id.,   at  4253-4. 
^8  Id.,   at  4254-5. 
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A.  They  could  feel  safer  if  they  were  identified  either  through  stock  owner- 
ship or  Board  ownership;  yes. 

Q.'  And  from  the  point  of  view  of  the  management  of  the  trusts,  the  banks 
would  naturally  facilitate  the  distribution  of  the  trust  securities. 

A.  Yes. 

An  offering  of  the  share  of  National  Investors  Corporation  was  not 
rnade  until  the  middle  of  1928,  by  which  time  the  Shawmut  Corpora- 
tion of  Boston,  Massachusetts,  had  been  brought  in  to  undertake  a  one- 
third  participation  in  the  underwriting,  while  the  Guardian  Detroit 
Company  undertook  the  other  two-thirds.'^  However,  only  about 
25%  to  30%  of  the  units  so  distributed  were  sold  to  banks,  the  balance 
being  retained  by  those  sponsors  or  sold  to  their  other  customers.^" 
These  sponsors  were  also  the  principal  distributors  of  the  issues  of  the 
other  companies  in  the  group. 

Representatives  of  Guardian  Detroit  Company  and  Mr.  Presley 
comprised  the  board  of  directors  of  National  Investors  Corporation, 
which  in  turn  controlled  the  other  companies  in  the  group  until  March 
1933,  when  a  receiver  was  appointed  for  Guardian  Detroit  Company. ^^ 
This  control  permitted  the  Guardian  Detroit  Company  to  negotiate 
the  underwriting  arrangements  substantially  upon  its  own  terms.^^ 
Guardian  Detroit  Company  was  willing,  however,  to  let  Mr.  Presley 
exercise  complete  operating  control  through  a  series  of  management 
agreements.*^ 

Marketability  and  control  were  the  two  dominant  factors  in  the 
creation  of  the  companies  comprising  the  National  Investors  group. 
The  capital  structures  of  these  companies  were  particularly  designed 
to  appeal  to  changing  public  tastes.  The  following  tabulation  shows 
the  capital  structures  at  the  time  of  original  issue  :  ®* 


Name  of  company 

Common 
shares 

Preferred 
shares 

Option 
warrants 

Net  capital 
contribution 

Nationallnvestors  Corp 

"  40, 000 
300. 000 
220, 000 
500, 000 

40, 000 
100, 000 

"  160, 000 
200, 000 
130, 000 

1, 000, 000 

$4,  400, 000 
10,  600, 000 
10,  400, 000 
27, 000, 000 

Second  National  Investors  Corp 

Third  National  Investors  Corp     . 

Fourth  National  Investors  Corp 

■  Split  si?;  for  one,  Oct.  10,  : 


The  use  of  preferred  stocks  in  the  first  two  companies,  sold  in  units 
with  the  common  stocks,  was  dictated  largely  by  considerations  of 
marketability,^^  ^j^jig  -^  ^jg^  reduced  the  percentage  of  investment 
required  to  effect  control-  in  the  sponsors. 


» Id.,  at  4264. 

^  Id.,  at  4268. 

^  Id.,  at  4260. 

^  Id.,  at  4259-61. 

S3  Id.,  at  43S2. 

**  Replies   to   the   Commission': 
Pt.  I  and  Pt.  V. 

*5  0p.  cit.  supra,  note  73,  at  4297-8.  Also,  National  Investors  Corporation  was  organ- 
ized under  the  laws  of  the  State  of  New  York  while  the  subsequent  companies  were  or- 
ganized under  the  laws  of  the  State  of  Delaware,  because,  as  testified  by  Mr.  Presley  (id., 
at  427.3-4),  New  York  laws  were  felt  to  be  more  conservative  by  banks  to  whom  it  was 
intended  to  sell  the  shares  of  the  parent  company. 


luestionnaire  for  the  respective  investment  companies, 
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The  original  offering  of  National  Investors  Corporation  securities 
was  made  about  a  year  after  organization  and  consisted  of  allotment 
certificates  composed  of  one  share  of  51/2%  cumulative  preferred 
stock,  one  share  of  common  stock,  and  one  10-year  option  warrant 
for  an  additional  one  and  one-half  shares  of  common  at  prices  rang- 
ing from  $10  to  $20  each.  The  sale  of  these  40,000  common  shares 
and  40,000  prefered  shares  in  units,  with  the  added  "sweetening"  of 
option  warrants  for  60,000  additional  common  shares,  w^as  obviously 
for  the  purpose  of  enhancing  their  marketability.  The  remaining 
option  warrants  for  100,000  shares  of  common  stock,  potentially  50% 
of  the  voting  power,  comprised  the  underwriting  compensation.^^ 
The  exercise  of  option  warrants  increased  the  paid-in  capital  by 
$952,000  while  repurchases  decreased  this  capital  by  $463,000,  leaving 
a  net  paid-in  capital  of  $4,889,000  as  of  December  31,  1935.«^ 

Second  National  Investors  Corporation  was  organized  on  Novem- 
ber 9,  1928,  and  its  securities  were  offered  publicly  on  November  15, 
1928,  in  units  of  one  $5  convertible  preferred  share  and  two  common 
shares  for  which  was  received  the  net  sum  of  $9,600,000.^^  In  addi- 
tion, 100,000  shares  or  one-third  of  the  common  stock  was  purchased 
by  National  Investors  Corporation  for  $1,000,000,  with  which  it  re- 
ceived all  of  the  15-year  option  warrants  for  200,000  shares  oi  com- 
mon stock  at  $25  a  share.^^  The  determining  factors  in  arriving  at 
this  capital  structure  were  related  in  the  testimony  of  Mr.  Presley :  ^" 

Q.  What  were  the  factors  that  determined  this  capital  structure,  Mr.  Presley? 
Here  again  you  have  preferred  stock,  but  this  time  it  is  convertible  stock,  and 
you  have  common.  You  have  preferred  in  the  National  Investors,  which  was 
not  convertible  and  in  both  instances  you  have  warrants  to  purchase  common 
stock.  Do  you  remember  what  the  factors  were  which  determined  tlie  form 
which  this  capital  structure  took? 

A.  Not  precisely,  but  in  general,  it  seemed  like  a  set-up  which  would  be  at- 
tractive to  the  investing  public,  and  also  a  set-up  which  would  be  attractive  to 
the  junior  security  holders,  a  set-up  which  could  be  sold  to  the  public. 

Q.  That  is  to  say,  market  conditions  at  the  time  were  what  weighed  most 
heavily  with  you? 

A.  That  certainly  would  be  an  important  part. 

Furthermore,  the  possession  of  these  option  warrants  served  to  in- 
sure the  parent  company  and  its  sponsors  against  any  threat  to  their 
control. 

Third  National  Investors  Corporation  was  organized  on  February 
27,  1929,  almost  immediately  after  the  formation  of  Second  National 
Investors  Corporation.  Mr.  Presley  commented  upon  this  timing  as 
follows :  °^ 

Q.  What  were  the  factors  which  determined  the  capitalization  of  the  Third 
National  Investors  Corporation,  and  the  timing  of  its  incorporation,  as  you 
recall? 


8«Id.,  at  4263.  ' 

^  Id.,   at   4257-62  ;   and   see  the  reply  to  the  Commission's   questionnaire  for  National 
Investors  Corporation,  Pt.  II. 

8s  Op.  cit.  supra,  note  7.S,  at  4273,  4277. 
»  Id.,  at  4277. 
Mid.,  at  4276. 
"1  Id.,  at  420.5-6. 
w  Id.,  at  4296-7. 
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A.  The  timing  was  most  certainly  influeucecl  by  the  completion  of  the  distri- 
bution of  Second  National  securities,  and  I  think  that  the  Third  National  prob- 
ably followed  as  soon  thereafter  as  practicable.  I  mean  from  the  standpoint 
of  the  underwriters. 

Q.  From  the  standpoint  of  whether  the  market  would  be  receptive  to  the 
offering? 

A.  I  think  that  was  unquestionably  the  determining  factor  at  the  time. 

Thus,  the  formation  of  a  new  compan}^  with  a  common  stock  set-up 
was  apparently  dictated  largely  bj^  considerations  of  distribution.®^ 
The  220,000  shares  of  common  stock  were  sold  for  the  net  sum  of 
$10,400,000,  of  which  National  Investors  Corporation  contributed 
$1,000,000.  For  this  investment  National  Investors  Corporation  re- 
ceived 20,000  shares  of  common  stock  and  option  warrants  to  purchase 
130,000  additional  shares  at  prices  ranging  from  $60  to  $70  each.^^ 
Warrants  to  purchase  28,000  shares  were  redistributed  by  National 
Investors  Corporation  to  the  selling  group  to  stimulate  sales,^*  while 
the  remaining  102,000  warrants  sufficed  to  protect  the  control  of  the 
parent  company. 

Because  of  the  continued  popularity  of  investment  companies  with; 
only  common  stock.  Fourth  National  Investors  Corporation  was  or- 
ganized 6  months  later  on  August  13,  1929,  with  500,000  common 
shares,  each  carrying  a  10-year  option  warrant  to  purchase  one-half 
an  adclitional  share  at  $60  a  share,  for  which  the  investment  company 
received  $24,000,000,®^  In  this  instance  National  Investors  Corpora- 
tion participatecl  only  by  the  purchase  of  option  warrants  for  750,000- 
additional  shares  for  which  it  paid  $3,000,000.®*^ 

Although  no  satisfactory  explanations  were  given  as  to  why  a  new 
corporation  was  formed  when  Third  National  could  have  been 
enlarged,  it  is  apparent  from  the  testimony  that  the  basic  reason 
again  was  one  of  marketability,  Mr.  Presley,  when  examined,  testi- 
fied as  follows  in  this  connection  :  ®' 

Q.  And  what  had  you  in  mind,  in  forming,  for  example,  several  afBliated  com- 
panies of  a  given  size,  instead  of  a  single  one  which  in  the  aggregate  would  be 
the  same  size? 

A.  One  of  the  considerations  was  the  problem  of  distribution. 

And  further  on :  ®^ 

Q.  Did  you  consider  at  the  time  enlarging  Third  rather  than  forming  Fourth? 

A.  No. 

Q.  For  obviously  there  was  no  preferred  stock  in  Third.  You  might  have 
expanded  that  or  you  might  have  formed  a  new  company,  and  what  were  the 
factors  that  led  you  to  form  a  new  company? 

A.  The  first  reason  is  the  same  reason  for  the  timing  of  the  Third,  that  is,  the 
Third  National  stock  had  been  completely  sold  by  the  underwriters,  and  the 
second  reason,  as  to  the  structure,  being  straight  common  the  same,  was  that  in 
this  very  short  period  of  time,  between  May  and  August,  there  was  quite  a  sharp 


83  Id.,  at  4299-4.301. 

»*  Id.,  at  4.302. 
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»8  Id.,  at  4317-8. 
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psychological  change  by  the  public  toward  investment  trust  shares,  in  general, 
and  toward  common  stock  set-ups  in  particular,  and  it  seemed  clear  that  the 
public,  or  that  a  much  larger  trust  could  be  sold  at  that  time  because  of  the 
change  in  the  public  attitude  or  the  increase  in  the  interest  of  the  public  toward 
investment  trust  shares. 

The  change  came  very  rapidly  and  almost  over  night. 

Q.  Wouldn't  the  public  have  been  equally  receptive  to  an  equal  offering  of 
shares  of  Third  National  ? 

A.  I  think  that  they  might  have  been  equally  receptive. 

Q.  Was  that  discussed? 

A.  I  don't  recall  whether  it  was  discussed. 

Q.  Wouldn't  that  have  been  more  desirable,  to  have  a  fewer  number  of  com- 
panies, if  you  obtained  the  aggregate  capitalization  that  you  were  seeking, 
rather  than  to  have  a  large  number  of  them  comparatively  small? 

A.  Looking  back,  there  is  no  question  about  it. 

Mr.  Presley  testified  that  marketability  also  determined  the  size 
of  the  venture :  ^^ 

Q.  What  were  the  factors  which  made  you  determine  upon  this  size,  and 
why  was  it  not  bigger  or  smaller? 

A.  I  tried  to  get  the  underwriters  to  float  a  $50,000,000  issue  at  this  time. 

Q.  Why,  because  you  felt  that  the  market  would  absorb  it,  or  because  you 
felt  that  you  could  reduce  or  spread  over  a  wider  base  your  cost  of  research 
and  management? 

A.  Both  factors,  and  the  first  factor  being  the  most  important. 

D.  Selling  Practices 

While  the  Commission  did  not  directly  explore  the  sales  methods 
employed  by  the  various  distributors  and  dealers,  a  number  of  prac- 
tices relating  to  the  distribution  of  closed-end  investment  company 
securities  have  been  noted. 

1.  EXPLOITATION  OF  GOOD  WILL 

An  investment  trust  or  investment  company  which  could  obtain 
the  backing  of  some  established  institution  at  once  possessed,  the 
elements  of  respectability  and  experience  which  the  association 
implied.  These  connections  were  of  immeasurable  value  in  market- 
ing the  shares  of  investment  trusts  and  investment  companies  and 
often  the  sponsors  sought  to  exploit  these  affiliations. 

The  reputation  which  commercial  banks,  investment  bankers,  and 
brokers  enjoyed  in  those  years  during  which  the  closed-end  manage- 
ment investment  trusts  and  investment  companies  received  their 
greatest  impetus  was  probably  utilized  and  exploited  as  an  aid  to 
distribution  as  much  as  any  other  sponsorship.  Accordingly,  jFred 
Y.  Presley  and  his  associates,  when  they  decided  to  organize  National 
Investors  Corporation,  sought  and  obtained  the  backing  of  commer- 
cial banks."°  Mr.  Presley  admitted  that  he  placed  a  great  premium 
upon  such  sponsorship  as  a  means  of  facilitating  the  sale  of  the 
shares  of  the  ventures.^"^ 


'Id.,  at  4311. 

'"  See  p.  888,  supra. 

w  Op.  cit.  supra,  note  73,  at  4254-5. 
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In  order  to  identify  the  investment  enterprise  more  closely  with  the 
sponsor  it  was  not  unusual  to  include  the  sponsor's  name  in  the  name  of 
the  investment  company.'°-  How^ever,  this  practice  of  closely  identi- 
fying the  investment  trusts  and  investment  companies  with  their  spon- 
sors presented  problems  when  either  the  investment  company  or  the 
sponsor  got  into  financial  difficulties.  This  risk  to  a  bank  of  an  affilia- 
tion with  an  unsuccessful  investment  company  was  not  always  fully 
appreciated  at  the  time  of  organization  of  the  investment  company. 
Samuel  McRoberts,  president  of  Chatham  Phenix  Allied  Corporation, 
testified :  ^^^ 

Q.  Was  there  any  consideration  given  before  the  name  Chatham  Phenix  was 
-used  in  the  corporate  title  of  the  Allied  Corporation? 

A.  I  don't  recall  any. 

Q.  Well,  there  was  always  a  possibility  that  if  the  Allied  Corporation  was  a 
flop,  it  might  reflect  on  the  bank,  isn't  that  so? 

A.  But  nobody  had  any  idea  it  was  going  to  be  a  flop.  It  was  the  intention 
to  link  them  all  together. 

And  further  on :  ^«* 

Q.  You  had  the  situation  where  the  name  of  the  bank  is  tied  up  with  the  invest- 
ment trust,  and  seeing  the  market  decline  in  prices  of  that  trust,  it  necessarily  had 
to  reflect  on  the  confidence  of  the  depositors  in  the  bank,  even  though  they  were 
separate  a.nd  distinct  institutions. 

A.  True.  I  agree  with  you  absolutely  that  there  should  be  no  connection 
between  a  bank  operating  itself,  in  the  face  of  all  that  has  happened,  I  agree  with 
you. 

Vick  Financial  Corooration 

Another  illustration  of  this  practice  of  apparent  affiliation  between 
sponsors  and  investment  companies  was  provided  by  Vick  Financial 
Corporation,  an  investment  company  shares  of  which  were  sold  by 
Vick  Chemical  Company,  the  sponsor,  to  its  customers.  While  that 
chemical  company  did  not  anticipate  underwriting  profits  from  such 
distribution,  it  did  expect  business  advantages  by  reason  of  the  closer 
relationship  thereby  created  with  its  customers. 

Vick  Financial  Corporation  was  organized  on  May  14,  1929,  by  the 
Vick  Chemical  Company,  manufacturers  of  proprietary  medicines.^*^ 
The  nucleus  of  the  capital  consisted  of  marketable  securities  owned  by 
the  sponsor  and  valued  at  $2,030,000,  which  were  exchanged  for  200,000 
shares  of  the  capital  stock  of  the  new  investment  company.^°^  This 
stock  was  then  distributed  pro  rata  among  the  stockholders  of  Vick 
Chemical  Company.^°'  Additional  capital  vras  raised  by  the  sale  of 
391,555  shares  to  stockholders  of  the  chemical  company,  who  were  then 
identical  with  the  stockholders  of  the  Vick  Financial  Corporation, 
under  nontransferable  rights  to  purchase  400,000  shares,  while  119,000 


1"-  A  few  examples  are  Prince  and  Whitely  Trading  Corporation,  The  Goldman  Sachs 
Trading  Corporation,  Spencer  Trask  Fund,  Inc.,  The  Lehman  Corporation,  and  Unger- 
leider  Financial  Corporation. 

i***  Public  Examination,  Chatham  Phenix  Allied  Corporation,  at  15425. 

»<«Id.,  at  15554. 

!'>=  Public  Examination,  Vick  Financial  Corporation,  at  3507  and  Commission's  Exhibit 
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shares  were  subscribed  by  officers,  directors,  and  employees  of  Vick 
Financial  Corporation  out  of  150,000  shares  reserved  for  that  purpose. 
These  subscriptions,  together  with  the  foregoing  exchange,  provided  a 
total  paid-in  capital  of  $T,105,550."« 

All  unsold  shares  of  the  foregoing  blocks  wei-e  reserved  for  Vick 
Chemical  Company,  together  with  an  option  to  purchase  1,100,000  ad- 
ditional shares  at  $10  a  share  until  November  15,  1929.^°"  These  op- 
tions, expiring  November  15,  1929,  were  the  basis  of  an  offering  of 
shares  of  Vick  Financial  Corporation  by  Vick  Chemical  Company  to 
the  drug  trade.  The  reasons  for  this  offering  were  explained  in  the 
following  testimony  of  James  Rattray,  vice  president  of  Vick  Finan- 
cial Corporation :  ^^° 

A.  The  reason  for  it  was  when  the  Vick  Chemical  Company  first  offered  its 
stock  to  the  public,  which  was  in  1925,  a  great  many  druggists  wanted  to  buy 
the  stock.  The  Vick  Chemical  Company  gave  them  an  opportunity  to  buy  some 
of  that  stock  and  they  all  made  a  great  deal  of  money  on  it.  Mr.  Richardson 
expected  the  Vick  Financial  Corporation  to  be  successful,  and  felt  it  would  be 
doing  a  good  turn  to  the  drug  trade,  his  customers,  by  making  an  offering  tO' 
them  of  this  particular  stock. 

Q.  With  respect  to  these  drug  or  proprietary  medicine  companies,  that  was 
not  unusual,  was  it?  Ex-Lax  did  the  same  thing,  except  they  gave  a  bonus  of 
stock. 

A.  Yes. 

The  offering  was  made  upon  the  basis  of  cash  or  installments  over 
a  10-month  period  and  was  oversubscribed."^  Accordingly,  subscrip- 
tions by  the  drug  trade  for  858,855  shares  were  reduced  by  allotment 
to  446,243  shares.  Employees  of  Vick  Chemical  Company  were 
allotted  85,314  shares,  and  directors  of  Vick  Financial  Corporation 
were  allotted  454,190  shares  against  subscriptions  to  be  filled  from 
this  same  source.^^- 

This  offering,  made  by  the  sponsor  of  an  investment  company  bear- 
ing a  similar  name,  was  obviously  for  the  purpose  of  enhancing  the 
goodwill  enjoyed  by  that  sponsor  among  the  drug  trade.  If  the 
venture  should  be  a  success,  it  would  obviously  reflect  to  the  advantage 
of  the  sponsor,  but  if  unsuccessful,  this  close  affiliation  might  become 
an  embarrassing  alliance.  That  the  dangers  of  this  possibility  were 
appreciated  was  admitted  in  the  further  testimony  of  Mr.  Rat- 
tray :  1" 

Q.  The  fact  of  the  matter  is,  in  a  statement  that  he  made  to  the  stockholders 
at  a  special  meeting  of  the  stockholders  on  June  13,  1929,  he  was  referring  to 
these  opportunities  that  were  to  be  afforded  to  the  drug  trade  to  acquire  stock  in 
the  Vick  Financial  Corporation  on  a  subscription  installment  plan;  was  that 
not  so? 

A.  Yes. 

Q.  He  said,  "Your  management  realizes  that  the  goodwill  of  the  trade  will 
be  jeopardized  if  the  Vick  Financial  Corporation  is  not  successful,  but  it  believes? 
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that  the  benefits  which  should  accrue  justify  assuming  this  reasonable  business 
risk"? 

A.  Yes. 

Q.  That  is,  you  always  had  this  possibility,  that  if  it  is  a  good  thing,  of 
course,  it  would  redound  to  the  goodwill  of  the  Vick  Chemical  Company  ? 

A.  Yes. 

Q.  But  if  something  went  wrong  with  the  Vick  Financial  Corporation,  you 
were  jeopardizing  the  business  of  the  Vick  Chemical  Company  because  of  the — 
shall  I  say — bad  will  you  created  in  selling  these  druggists  this  Vick  Financial 
Corjwration  stock?    Isn't  that  so? 

A.  Yes. 

The  severe  break  in  the  stock  market  in  October  1929  transformed 
a  possible  danger  of  loss  of  goodwill  by  the  Vick  Chemical  Company 
into  a  probability  nnless  some  means  conld  be  fonnd  to  relieve  the 
situation.  Inasmuch  as  the  obligations  of  the  drug  trade  to  pur- 
chase the  stock  ran  only  to  Vick  Chemical  Company,  a  solution  was 
to  release  all  who  wished  to  get  out  of  their  subscription  contracts. 
Such  an  opportunity  was  afforded  by  a  letter  of  October  30,  1929, 
from  Vick  Chemical  Company  to  these  subscribers,  as  a  result  of 
which  subscriptions  for  196,783  shares  by  the  drug  trade  and  44,990 
shares  by  the  employees  of  Vick  Chemical  Company  were  canceled.^^* 
Uncanceled  subscriptions  increased  the  paid-in  capital  to  $13,169,950 
upon  none  of  which  was  any  commission  paid."'^ 

By  this  arrangement  Vick  Chemical  Company  was  placed  in  the 
position  of  favoring  its  customers  by  denying  capital  to  Vick  Finan- 
cial Corporation,  which  it  sponsored. 

2.  BOARDS  OF  DIRECTORS 

In  some  instances  the  policy  was  adopted  of  securing  persons  for 
the  management  group  who  were  well  known  in  financial  or  industrial 
circles  and  whose  chief  contribution  was  apparently  the  use  of  their 
names. 

United  States  &  Foreign  Securities  Corporation,  an  investment 
company  sponsored  by  the  investment  banking  firm  of  Dillon,  Read 
&  Co.,  and  its  subsidiary,  United  States  &  International  Securities 
Corporation,  both  possessed  of  boards  of  directors  which  included 
among  their  memberships  a  number  of  prominent  businessmen  for 
the  alleged  purpose  of  building  up  independent  organizations  to 
operate  these  investment  companies.^^*^  The  directors  of  the  parent 
investment  company  were  paid  salaries  of  $5,000  a  year  while  the 
directors  of  the  subsidiary  company  were  paid  salaries  of  $2,000  a 
year,  which  were  subsequently  reduced  to  $100  a  meeting.^^^ 

The  directors  of  United  States  &  Foreign  Securities  Corporation 
included  as  chairman  Benjamin  Joy,  formerly  a  partner  of  Morgan 
&  Co.  in  Paris,  Robert  C.  Schaffner,  president  of  A.  G.  Becker  and 
Co.,  investment  bankers,  Grayson  M-P.  Murphy,  head  of  the  invest- 


•"  Id.,  Commission's  Exhibit  No.  366. 
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ment  bank  and  brokerage  firm  bearing  his  name,  and  John  Sherwin, 
a  prominent  paint  manufacturer.^^^  The  average  attendance  of  the 
members  of  the  board  of  this  investment  company  was  less  than  50% 
dnring  the  1927-1932  period  when  meetings  were  held  on  the  aver- 
age of  once  a  month,  Mr.  Sherwin  attending  only  6  out  of  64 
meetings/^^ 

Similarly,  the  board  of  directors  of  the  United  States  &  Interna- 
tional Securities  Corporation  included  persons  of  prominence  who 
apparently  spent  but  little  time  upon  the  affairs  of  that  company. 
Among  this  group  was  Walter  P.  Chrysler,  prominently  identified 
with  the  automobile  industry,  who  attended  only  one  of  28  meetings 
held  during  the  two-year  period  that  he  was  on  the  board-^^**  Clar- 
ence Dillon,  also  a  director  and  member  of  Dillon,  Bead  &  Co.^ 
testified  as  to  Mr.  Chrysler's  activities  as  follows  :^^^ 

Q.  I  am  asking  what  consideration  led  you  to  get  Mr.  Chrysler  on  the  board? 

A.  On  account  of  Mr.  Chrysler's  experience  and  judgment  in  the  manufactur- 
ing field. 

Q.  How  often  did  you  call  on  Mr.  Chrysler?  How  often  did  you  call  him  on 
the  phone?    *    *     *    you  don't  know  how  often  they  did  that? 

A.  No. 

Q.  Do  you  realize  according  to  your  records  Mr.  Chrysler  attended  only  one 
out  of  28  meetings  during  the  time  he  was  a  member  of  the  board? 

A.  I  think  he  resigned  shortly  after  that. 

Q.  He  was  a  director  from  October  9,  1928,  to  October  14,  1930? 

A.  Yes. 

The  history  of  this  investment  company  further  furnishes  in- 
stances of  this  character.  For  example,  J.  H.  Hillman,  Jr.,  an  indus- 
trialist of  Pittsburgh,  was  a  director  of  United  States  &  Interna- 
tional Securities  Corporation  from  December  13,  1928,  to  December 
13,  1932,  during  which  time  he  attended  but  three  of  the  48  directors' 
meetings  held,^^^  and  J.  W.  McConnell,  a  Canadian  capitalist  on  the 
board  of  directors,  attended  one  of  17  meetings  held  during  his 
incumbency .^^^  However,  Clarence  Dillon  testified  that  these  inde- 
pendent directors  conferred  from  time  to  time  with  the  officials  of 
the  companies.^2^ 

Another  illustration  was  provided  by  Federated  Capital  Corpora- 
tion, incorporated  in  Delaware  on  April  7,  1927,^-^  under  the  auspices 
of  William  J.  Thorold,  who  had  previously  been  connected  with 
investment  companies  in  England.  In  1923,  Mr.  Thorold  sponsored 
several  so-called  "fixed  investment  trusts"  in  America,  and  Feder- 
ated Capital  Corporation  was  intended  to  offer  to  American  in- 
vestors the  opportunity  of  investing  in  a  management  investment 
company  of  the  British  type.^^^ 


"8  Id.,  at  11866-7. 
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The  members  of  the  Board  of  Directors  of  Federated  Capital 
Corporation  were  selected  by  Mr.  Thorold  apparently  with  a  view 
to  their  sales  appeal.^^^  In  addition  to  Mr.  Thorold,  who  became 
both  a  director  and  the  president  of  the  corporation,  the  board  in- 
cluded The  Rt.  Hon.  The  Earl  of  Clanwilliam,  and  Sir  Alexander 
Bannerman,  Bart.,  neither  of  whom  ever  attended  any  of  the  di- 
rectors' meetings;  Charles  H.  Guy,  a  former  Justice  of  the  Supreme 
Court  of  the  State  of  New  York,  who  resigned  as  a  director  on  June 
27, 1928,  and  was  succeeded  by  Robert  L.  Luce,  also  a  former  Justice 
of  the  Supreme  Court  of  the  State  of  New  York;  Colonel  John  H. 
Price  and  D.  McGregor  Mitchell,  Directors  of  the  Royal  Bank  of 
Canada;  and  Duncan  W.  Fraser,  vice  president  of  the  American 
Locomotive  Company.^^®  The  presence  upon  the  board  of  directors 
of  titled  Englishmen  and  of  directors  of  the  Royal  Bank  of  Canada 
presumably  aided  greatly  the  distribution  of  Federated  Capital  Cor- 
poration stock  in  Canada  where  approximately  one-third  of  .the 
company's  stock  was  sold.^^^  In  addition  to  the  usual  directors'  fee 
of  $20  per  meeting,  the  directors  in  the  United  States  and  Canada, 
with  the  exception  of  Mr.  Thorold,  were  paid  $1,000  per  annum 
while  those  in  England  received  something  less.^^°  This  compensa- 
tion was  paid  by  the  Federal  Debenture  Company,  Inc.,  and  later 
by  the  Federated  Management  Corporation,  two  companies  con- 
trolled by  Mr.   Thorold  ^^^   and   which   acquired   management   and 

exclusive  sales  agency  contracts  with  the  Federated  Capital  Corpora- 
tion.132 

Following  the  market  collapse  of  1929,  certain  of  the  dealers  be- 
came dissatisfied  with  the  management  of  the  Federated  Capital 
Corporation  and  demanded  that  nominees  of  the  dealers  be  elected 
to  the  board  of  directors  of  the  Federated  Capital  Corporation  so 
that  they  might  acquire  exact  information  as  to  the  affairs  of  the 
company.  Mr.  Thorold,  however,  refused  to  permit  representation 
of  bankers  or  security  dealers  upon  the  board  of  directors  of  the 
company  on  the  ground  that  they  might  tend  to  sell  securities  of 
dubious  value  to  the  investment  company.^^^ 

Charles  Franklin  Kettering,  a  vice  president  and  research  director 
of  General  Motors  Corporation,  purchased  40,000  shares  of  Yosemite 
Holding  Corporation  for  $260,000  in  April  and  June  1930.^^^  This 
investment  was  made  for  Mr.  Kettering  through  his  investment 
organization,  as  he  testified :  ^^^ 

*  *  *  I  am  not  a  financier.  I  am  just  a  mechanic,  so  I  liave  an  organi- 
zation that  takes  care  of  tliat   [financial  matters]   for  me     *     *     *. 

However,  Mr.  Kettering  was  elected  to  the  board  of  directors  of 
Yosemite  Holding  Corporation,  apparently  without  his  knowledge 
or  consent,  and  his  name  was  publicized  in  the  reports  of  the  in- 


1"  Id.,  at  14445-7. 

"8  Ibid. 

^Id.,   at  14447-8. 

"« Ibid. 

"^Id.,    at    14425-7. 

132  Id.,  Commission's  Exhibits  Nos.  1472,  1474,  1475. 

"3  Id.,  at  14548-51,  14579. 

1^  Public  Examination,  The  Equity  Corporation,  at  1455-8. 

^Id.,  at  1456. 
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vestment  company  although  he  never  attended  any  of  its  directors' 
meetings.     Mr.  Kettering  testified :  ^^'^ 

Q.  Let  me  show  you,  Mr.  Kettering,  a  report  of  the  Yosemite  Holding 
Corporation  to  stockholders  for  the  period  ending  July  1930.  *  *  *  That 
report,  Mr.  Kettering,  is  accompanied  by  a  letter  signed  by  Luther  D.  Thomas, 
dated  August  25,  1930,  in  which  it  is  said : 

"During  this  period  the  assets  under  its  control  have  been  largely  increased, 
its  headquarters  established  in  New  York,  and  Messrs.  Charles  F.  Kettering, 
vice  president  of  General  Motors  Corporation,  and  James  G.  Blaine,  president 
of  the  Marine  Midland  Trust  Company,  have  been  elected  members  of  the  board 
of  directors." 

Were  you  conscious  of  the  fact  that  that  was  contained  in   that  letter? 

A.  No,  sir ;  I  was  not. 

Q.  Did  you  ever  attend  any  meetings  of  the  board? 

A.  No. 

Q.  Of  course,  you  can  appreciate,  Mr.  Kettering,  that  that  would  have  some 
eifect  on  a  sales  campaign? 

A.  I  do. 

Q.  And  you  say  you  don't  know  how  you  got  on  the  board? 

A.  No. 

Q.  Did  you  authorize  the  inclusion  of  your  name  in  the  sales  campaign? 

A.  In  fact,  I  did  not  know  it  was  used. 

Q.  The  only  thing  you  knew  is  you  invested  .$260,000  and  got  out  with 
$20,000? 

A.  We  have  records  of  that. 

Q.  Have  you  had  any  other  experience  with  investment  trusts,  either  as  an 
investor  or  member  of  the  board? 

A.  No ;   I  think  that  is  all.     There  may  have  been  some  minor  cases. 

Q.  Did  you  have  ideas  that  an  investment  trust,  by  and  large,  is  analogous 
to  a  life  insurance  company  or  some  other  recognized  financial  institution? 
IVhat  was  your  concept  of  it? 

A.  My  notion  of  it  was  that  it  was  a  means  of  buying  a  participation  in  a 
"Wide  range  of  securities,  which  the  individual  investor  could  not  do.  That 
was  exactly  it.  It  is  akin  or  about  the  same  participation  you  would  get 
in,  say,  one  of  these  single-payment  life  insurance  companies. 

Q.  You  were  not  conscious  of  the  fact  that  these  investment  trusts  are  not 
subject  to  the  same  supervision  as  a  life  insurance  company  or  a  bank,  or 
did  you  know  that? 

A.  No;  I  did  not  know  that. 

The  distribution  of  the  shares  of  Seaboard  Utilities  Corporation, 
which  was  formed  on  March  20,  1929,  and  possessed  net  paid-in 
assets  of  $16,525,000  was  facilitated  by  the  inclusion  of  28  of  the 
dealers  and  distributors  in  the  board  of  directors  comprised  of  45 
members.^^^  J.  Lewis  Henry,  one  of  these  dealer  directors,  testified 
that  the  election  to  the  boarcl  of  directors  was  a  form  of  "flattery" 
which  gave  the  dealers  "a  better  standing  with  their  present  *  *  * 
and  prospective  clientele  in  the  matter."  ^^^ 


«8id.,  at  1461-3. 

^  For  detailed  discussion   of  this  investment  company,   see  Cb.   II  of  this  part  of  the 
report,  pp.  76-94. 

i-'ssOp.  cit.  supra,  note  30,  at  21048. 
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American  Capital  Group 

The  American  Capital  group  of  investment  enterprises  pursued  the 
consistent  policy  of  securing  men  of  local  or  national  prominence  to 
comprise  the  several  management  groups. 

The  American  Capital  group  consisted  of  four  investment  com- 
panies organized  between  March  27,  1926,  and  July  17,  1928.  The 
principal  sponsor  was  Jonathan  B.  Lovelace,  at  the  time  a  member  of 
the  Detroit  investment  banking  jfirm  of  E.  E.  MacCrone  &  Co,  The 
growth  of  this  group  was  as  follows :  ^^^ 


Investment  company 

Date  of 
organization 

Place  of  operation 

Capital  at  or 
shortly  after 
organization 

The  Investment  Trast  of  America  (changed 
to  The  Investment  Company  of  America, 
Oct.  23,  1926). 

Pacific  Investing  Corporation  " 

Mar.  27, 1926 

Apr.  15,1927 
May  19,1928 
July   17,192S 

$13, 182, 000 

Los  Angeles,  Calif 

__..  do 

13,411,000 

15,153,000 

Southern  Bond  &  Share  Corporation  " 

Birmingham,  Ala 

3,120,000 

"  Merged  April  1932,  to  form  Pacific  Southern  Investors,  Inc. 

The  method  of  organizing  these  investment  companies  followed 
similar  processes  in  each  case.  Mr.  Lovelace  brought  together  a  group 
of  well-known  businessmen  in  each  locality  to  participate  prominently 
in  the  management  and  to  furnish  organization  and  operation  ex- 
penses in  return  for  shares  or  option  warrants  of  the  new  enterprise. 
Senior,  and  sometimes  junior,  capital  was  furnished  by  the  public 
through  offerings  of  securities  by  various  underwriting  houses. 
These  offerings  were  undoubtedly  assisted  by  the  publicity  given  to 
the  identification  of  such  businessmen  with  the  respective  investment 
enterprises,  as  well  as  to  the  persons  comprising  the  staff  of  Invest- 
ment Research  Corporation,  which  rendered  research  services  to  the 
American  Capital  group. 

The  Investment  Company  of  Ameeica 

The  first  of  this  group  was  The  Investment  Trust  of  America,  later 
knoAvn  as  The  Investment  Company  of  America.  Distribution  of  its 
security  offerings  was  made  by  E.  E.  MacCrone  &  Co.^-*^' 

The  advisory  board  of  The  Investment  Company  of  America  origi- 
nally consisted  of  10  members,  at  least  8  of  whom  were  prominent  in 
Detroit  banking  and  industrial  circles."^  Among  them  were  Standish 
Backus,  president  of  Burroughs  Adding  Machine  Company;  Roy  D. 
Chapin,  chairman  of  the  board  of  directors  of  Hudson  Motor  Car 
Company;  Charles  S.  Mott,  vice  president  of  General  Motors  Cor- 
poration; James  S.  Holden,  chairman  of  the  board  of  directors  of 
Security  Trust  Company;  and  E.  D.  Stair,  president  of  the  Detroit 
Free  Press.    The  advisory  board  had  no  power  either  to  make  invest- 


139  Replies   to  the  Commission's  questionnaire  for  the  respective  companies,   Pts.   I,   II, 
and  V. 

i«  Public  Examination,  American  Capital  Group,  at  7011. 
^^  Id.,  at  7034-5. 
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meiits,  to  fix  general  policy,  or  to  participate  in  active  management, 
but  conld  only  exercise  a  veto  power  by  the  creation  of  an  "eligible 
list"  of  approved  securities.^*^  Mr.  MacCrone,  of  the  firm  of  E.  E. 
MacCrone  &  Co.,  who  selected  the  members  of  this  board,  testified  aa 
follows  with  respect  to  his  conception  of  their  duties :  ^*^ 

A.  In  Mr.  Lovelace's  testimony,  he  indicated  as  being  his  opinion  that  the 
Advisory  Board  was  formed  to  represent  the  shareholders. 

I  was  principally  responsible  for  the  formation  of  the  Advisory  Board,  and,  as 
a  matter  of  fact,  I  might  say  wholly  so,  and  under  no  circumstances  did  I  expect 
or  anticipate  that  they  would  protect  the  shareholders.  They  were  asked  to  join 
for — more  particulai'ly  to  check  our  opinions  as  trustees,  and  with  the  hope  that 
their  long  business  judgment  would  equip  them  to  do  that. 

Q.  You  didn't  regard  them  as  being  in  the  place  of  a  Board  of  Directors  of  a 
corporation? 

A.  Absolutely  not  at  all,  and  I  remember  very  definitely  the  feeling  that  they 
might  check  the  trustees,  but  never  that  they  would  stand  between  the  trustees 
and  the  shareholders. 

I  have  always  held,  and  all  of  my  experience  proves,  that  you  should  have 
direct  responsibility  from  the  beneficiaries  to  the  managers  and  any  action  which 
they  took  later  on,  I  think,  was  ill-advised  and,  I  think,  harmful. 

When  this  advisory  board  sought  to  assume  a  greater  degree  of 
authority  over  the  affairs  of  the  investment  company  during  the  period 
of  tlie  market  decline,  their  suggestions  appear  to  have  been  disre- 
garded.   Mr.  MacCrone  testified  in  this  regard :  ^** 

A.  The  specific  remedy  I  would  make  would  be  a  more  direct  responsibility 
probably  betw^een  shareholders  and  the  management.  I  would  most  certainly 
eliminate  the  advisory  board.  The  advisory  board  not  only  did  not  prove  to  be 
helpful  but  it  proved  at  every  point  to  be  detrimental.  In  the  good  old  days  it 
O.  K.'d  very  largely  what  things  we  did  but  naturally  objected  in  the  unhappy 
days. 

But  again,  in  order  to  understand  that,  you  must  have  the  background  of  the 
situation.  Detroit  was  rushing  toward  a  banking  crisis.  All  of  these  men  sat 
on  the  boards  of  these  banks  and  were  dominated  by  the  theories  of  the  general 
situation. 

There  was  also  established  an  economic  council  with  even  less  author- 
ity than  the  advisory  board.  The  council  possessed  no  right  of  veto 
and  could  do  nothing  except  to  supply  information  upon  request.  The 
members  of  this  economic  council,  selected  by  Mr.  Lovelace,  were 
Joseph  S.  Davis,  Professor  of  Economics  at  Stanford  University  and 
Director  of  the  Food  Research  Institute ;  Edmund  E.  Day,  Professor 
of  Economics  and  Dean  of  the  School  of  Business  Administration  of 
the  University  of  Michigan;  Irving  Fisher,  Professor  of  Economics 
of  Yale  University  and  chairman  of  the  board  of  Kardex  Institute; 
and  David  Friday,  economist  and  Director  of  the  National  Bureau  of 
Economic  Research.^*^  These  men,  whose  names  had  considerable 
appeal  at  the  time  the  shares  of  The  Investment  Company  of  America 


"2  Id.,  at  7037-8. 
i«  Id.,  at  7227. 
1"  Id.,  at  7237-8. 
i«Id.,  at  7028-9. 
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were  marketed,  were  engaged  to  perform  duties  as  described  by  Mr. 
UMacCrone :  ^*^ 

Q.  Were  they  consulted  on  the  capital  structure? 

A.  No,  sir. 

Q.  Did  they  have  anything  at  all  to  say  about  the  manner  of  its  financing? 

A.  No,  sir. 

Q.  Then  their  thought  that  it  was  soundly  conceived  was  based  on  what,  the 
plans  that  you  had  for  the  investment? 

A.  The  idea  was  sound,  of  an  investment  trust,  and  I  don't  wish  to  again 
-contribute  anything  as  to  other  elements,  and  I  assume  that  the  very  fact  that 
they  permitted  themselves  to  become  associated  with  it  was  evidence  that  they 
ielt  that  the  basic  idea  was  sound. 

Q.  Did  they  ever  meet  in  Detroit  as  a  body? 

A.  No,  sir;  it  was  not  assumed  that  they  would. 

Q.  What  did  you  conceive  their  duties  to  be? 

A.  They  would  consult  on  particular  matters  in  connection  with  our  programs, 
;and  it  was  assumed  that  the  trustees  would,  through  the  research,  prepare  sug- 
gestions, based  on  their  idea  of  economic  trend  and  so  forth,  and  that  these 
would  be  submitted  to  those  gentlemen,  and  they  would  express  opinions  about 
it  from  time  to  time,  and  particularly  with  reference  to  their  individual  fields, 
and  Dr.  Day,  with  reference  to  industries,  and  Dr.  Davis  with  reference  to 
agriculture. 

Q.  This  was  all  done  by  correspondence,  I  gather. 

A.  I  think  that  I  never  saw  these  men  personally. 

While  members  of  the  economic  council  may  have  aided  to  a 
limited,  extent  in  advising  the  company,  yet  they  clearly  had  no 
active  part  in  its  management  or  choice  of  portfolio  securities.  It 
is  difficult  to  appraise  the  actual  contribution  of  the  economic  coun- 
cil. David  Friday,  one  of  the  members  of  the  economic  council, 
was  not  at  all  clear  as  to  whether  the  management  could  have  func- 
tioned just  as  well  or  better  without  it.^*^ 

Mr.  Friday  indicated  that  his  conception  of  his  position  was  that 
lie  was  to  be  one  of  four  individuals  who  might  be  called  upon  from 
time  to  time  for  advice  upon  specific  and  special  fields.  He  met 
with  the  Advisory  Board  perhaps  10  or  12  times,  but  he  made  no 
thorough  study  of  the  capital  structure  of  the  company."^  In  these 
activities  he  was  probably  the  most  active  member  of  the  economic 
■council.^*^  Tlie  advertising  value  of  this  group  published  in  the 
•circulars  of  the  investment  company  was  admitted  by  Mr.  Friday 
in  his  testimony :  ^^"^ 

Q.  Did  it  ever  occur  to  you,  Dr.  Friday,  that  one  very  tangible  contribution 
you  could  have  made  to  the  trust  was  to  have  your  name  on  the  sales  circular, 
with  a  view  to  promoting  sales  in  the  State  of  Michigan,  where,  as  you  say,  you 
made  quite  some  name  for  yourself,  and  your  success  of  predicting  the  1920 
and  1926  situations? 

A.  I  had  left  Michigan  in  1923,  and  I  am  always 


Id.,  at  7030-1. 
Id.,   at  7200. 
Id.,   at  7190-2. 
Ibid. 
'Id.,  at  7192-3. 
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Q.  You  were  known  outside  of  Michigan,  I  don't  want  to  limit  that,  but  did 
it  ever  occur  to  you  that  that  would  be  a  very  tangible  contribution  that  youi 
would  make  to  this  trust? 

A.  Well,  I  suppose  they  thought  so,  but  I  always  discounted  that  sort  of 
thing  a  good  deal. 

Q.  Don't  you  think  that  the  presence  of  names  such  as  these  on  circulars, 
facilitates  sales? 

A.  I  imagine  that  they  did  at  that  time ;  yes,  sir. 

Moreover,  it  appears  that  the  members  of  the  council  permitted 
their  names  to  be  used  in  advertisements,^^^  not  because  of  any  con- 
viction as  to  the  basic  soundness  of  the  company's  organization  but 
merely  because  of  their  confidence  in  the  men  who  were  creating 
it,  and,  incidentally,  from  whom  they  received  compensation.^^^ 
This  confidence  was  at  least  sufficient  for  Mr.  Friday,  who  testified 
further :  ^^^ 

Q.  In  permitting  your  name  to  go  on  the  circular,  you  didn't  feel  that  it  was 
your  job  to  go  into  the  matter  of  the  securities  that  were  being  promoted  by 
that  circular,  if  you  felt  that  you  had  confidence  in  the  men  who  were  creating 
these  securities?    Is  that  it? 

A.  That  is  it,  practically;  yes. 

The  actual  responsibility  for  operating  the  investment  trust  was 
lodged  with  five  trustees,  one  of  whom  was  Director  of  Research  and 
thus  included  in  the  list  described  above.  The  other  four  repre- 
sented the  sponsors  and  their  attorneys  and  their  names  received  but 
little  prominence.i^*  While  the  actual  managers  of  the  trust  were 
not  advertised,  the  names  of  the  members  of  the  advisory  board,  the 
economic  council,  and  the  research  department  received  the  sort  of 
display  which  was  aimed  to  convince  the  investors  of  the  array  of 
talent  which  would  be  at  their  disposal. 

Pacific  Investing  Corporation  and  American  Capital  Corporation 

The  next  investment  companies  in  this  group  were  Pacific  Invest- 
ing Corporation  and  American  Capital  Corporation,  organized  by  a 
group  in  Los  Angeles,  California.  Henry  S.  McKee,  president  of 
Barker  Bros.,  Incorporated,  and  a  director  of  Merchants  National 
Trust  &  Savings  Bank,  headed  this  group  and  became  the  president 
of  the  two  investment  companies.^^s     The  securities  of  these  com- 

^51  The  use  of  the  names  of  the  members  of  the  advisory  board  and  of  the  economic 
council  as  an  aid  to  distribution  is  clearly  illustrated  in  the  circular  dated  April  19,  1927, 
offering  $2,500,000  of  preferred  stock  of  The  Investment  Company  of  America.  In  this 
circular  the  names  of  the  members  of  the  advisory  board  and  the  economic  council  are  set 
forth  with  considerable  prominence  with  a  three-  or  four-line  note  indicating  the  affilia- 
tions of  each  person.  In  addition,  the  names  of  five  members  of  the  research  department 
of  Investment  Research  Corporation  were  set  forth  In  similar  detail  and  had  equally  as 
impressive  antecedents.     (Op.  cit.  supra,  note  140,  Commission's  Exhibit  No.  669.) 

1=2  According  to  the  testimony  of  Mr.  Lovelace,  there  was  an  honorarium  paid  to  the 
members  of  the  economic  council  which  ranged  from  $150  to  $400  a  month,  with  Professor 
Irving  Fisher  as  probably  the  most  highly  paid  member.     (Op.  cit.  supra,  note  140,  at  7076  ) 

1=3  Op.  cit.  su,)ra,  note  140,  at  7195. 

i"Id.,  at  7076. 

15=  Id.,  at  7080-1,  and  Commission's  Exhibits  Nos.  674  and  677. 
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panies  were  marketed  by  Blyth,  Witter  &  Co.  and  Bonbright  &  Co., 
respectively.^^^ 

Among  the  directors  of  the  two  companies  were  E.  J.  Nolan,  presi- 
dent of  Merchants  National  Trust  &  Savings  Bank,  John  Treanor, 
president  of  Kiverside  Portland  Cement  Company  and  R.  H.  Ballard, 
president  of  Southern  California  Edison  Company.^"  By  this  time 
the  economic  council  had  become  a  department  of  Investment  Re- 
search Corporation.  Accordingly,  the  prospectuses  for  the  issues  of 
Pacific  Investing  Corporation  referred  to  the  members  of  its  board  of 
directors  and  of  the  research  department  of  Investment  Research 
Corporation  by  names  and  affiliations,  and  to  the  members  of  the 
economic  council  as  "comi^osed  of  a  group  of  distinguished  economists 
of  scientific  recognition."  ^^^  The  prospectus  of  the  American  Cap- 
ital Corporation  also  included  the  names  and  affiliations  of  the  eco- 
nomic council.^^^ 

Southern  Bond  &  Share  Corporation 

The  last  investment  company  of  the  group  to  be  organized  was 
Southern  Bond  &  Share  Corporation.  This  investment  company 
conducted  its  business  from  Birmingham,  Alabama,  the  home  state 
of  Mr.  Lovelace,  and  the  directors  were  drawn  largely  from  th^^ 
southern  area.^^°  Robert  Jemison,  Jr.,  president  of  The  Jemison 
Companies,  Inc.,  and  director  of  The  First  National  Bank  of  Bir- 
mingham, was  elected  president  of  Southern  Bond  &  Share  Corpora- 
tion. The  Board  of  directors  included  George  G.  Crawford,  presi- 
dent of  Tennessee  Coal,  Iron  and  Railroad  Company,  William  S. 
Farish,  president  of  Humble  Oil  &  Refining  Co.,  and  Mathew  Sloan, 
president  of  the  New  York  Edison  Company.  Neither  Mr.  Farish 
nor  Mr.  Sloan  attended  any  board  meetings  and  made  practically  no 
contribution  to  the  operations  of  the  investment  company.^*^^ 

Mr.  MacCrone  testified  that  the  theory  of  securing  these  and  other 
leading  men  for  the  board  of  Southern  Bond  &  Share  was  that 
through  the  boards  of  directors  of  this  company  and  other  affiliated  in- 
vestment companies  the  group  would  have  prominent  men  in  all 
regions  of  the  United  States  who  could  be  useful  in  aiding  their  in- 
vestment and  management  policies. ^''^  However,  actually,  the  only 
apparent  usefulness  of  most  of  these  men  was  limited  to  the  sales 
appeal  of  their  names  on  the  original  prospectuses  and  offering  cir- 
culars. Their  actual  contributions  to  the  policies  of  these  companies 
were  apparently  insignificant. 


^=«  Ibid. 

"7  Ibid. 

"8  Id.,   Commission's  Exhibits  Nos.   674  and  675. 

'=»  Id.,  Commission's  Exiiibit  No.  678.  An  underwriting  agreement  dated  May  19,  1928, 
Ijetween  American  Capital  Corporation  and  Bonbright  &  Company,  Inc.  (id.,  Commission's 
Exhibit  No.  679)  provided  that  the  underwriter  should  not  use  the  names  of  members  of 
the  Economic  CouncU  in  published  advertisements  of  issues  underwritten  by  the  banking 
lie  use. 

^^  Op.  cit.  supra,  note  140,  at  7040-1. 

"1  Id.,  at  7054-5.  In  fact  the  only  advice  given  by  Mr.  Sloan  to  the  company  was  the 
recommendation  of  the  purchase  of  Guaranty  Trust  Company  stock  at  $1,200  a  share,  an 
investment  which  proved  to  be  quite  unprofitable  for  the  investment  company.  (Id.  at 
7055.) 

'«2  0p.  cit.  supra,  note  140,  at  7058-9. 
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Again,  the  prospectus  offering  the  stock  of  this  investment  com- 
pany through  E.  E.  MacCrone  &  Company  made  full  use  of  the  names 
and  affiliations  of  these  directors,  as  well  as  the  personnel  of  The  In- 
vestment Research  Corporation,  including  the  economic  council.^®^ 

After  the  securities  of  all  of  these  investment  companies  had  been 
distributed  and  market  conditions  held  no  promise  for  further  suc- 
cessful issues,  the  economic  council  was  dissolved.  Mr.  Friday's, 
testimony  is  illuminating  in  this  regard :  ^'^^ 

Q    *     *     *     When  did  you  reign  as  a  member  of  the  economic  council? 

A.  I  didn't  resign.  They  dissolved  the  thing  in  1930  and  that  was  the  end  of: 
it,  and  I  think  that  I  must  have  been  there  10  or  12  times. 

Q.  You  mean  vpithout  consulting  you,  they  just  dissolved  it? 

A.  That  is  my  recollection,  and  I  think  it  was  in  1930. 

3.  "SWEETENING"  OF  SECURITY  ISSUES 

A  selling  practice  employed  in  the  period  preceding  the  market 
crash  in  1929,  when  junior  or  equity  securities  enjoyed  the  paiiicular 
favor  of  investors,  consisted  of  offering  the  senior  securities  of  an 
investment  company  in  combination  with  some  equity  participation 
so  as  to  attract  investors.  This  device  was  especially  useful  in  secur- 
ing the  marketing  of  senior  securities  which  clid  not  enjoy  particular 
appeal  in  themselves.  The  marketing  of  such  senior  securities  was 
necessary  to  provide  the  leverage  structures  designed  by  sponsors  who 
usually  retained  most  of  the  junior  securities  for  themselves.  The 
various  methods  by  which  this  distribution  of  senior  securities  in 
combination  with  junior  securities  was  accomplished  were  known  as 
"sweetening''  the  security  issue. 

a.  Conversion  Privileges,  Free  Stock,  and  Option  Warrants 

One  method  of  "sweetening"  was  to  provide  junior  participation  to 
senior  securities  of  investment  companies  by  according  the  security 
holder  the  privilege  of  converting  the  senior  security  into  the  issuing 
company's  common  stock.  Manifestly,  this  type  of  "sweetening" 
would  possess  particular  appeal  if  the  underlying  common  stock  had 
previously  enjoyed  a  favorable  market. 

Central  States  Electric  Corporation,  whose  common  stock  experi- 
enced phenomenal  rises  in  market  value  during  1928  and  1929  (due 
largely  to  the  operations  of  Harrison  Williams  interests  in  that  stock 
ancl  the  stock  of  portfolio  companies),  utilized  this  sales  technique  in 
marketing  two  issues  of  preferred  stock  in  1928  and  1929.  By  Sep- 
tember 1928,  the  common  stock  of  Central  States  Electric  Corpora- 
tion had  risen  to  a  price  of  112  from  a  low  of  30  in  the  early  part  of 
the  year.  On  September  5,  1928  the  investment  company  offered 
$10,000,000  in  6%  preferred  stock,  to  which  it  attached  the  privilege 
of  converting  it  into  the  company's  common  stock,"'^  on  the  basis  of 
one  share  of  common  stock  for  each  $118  in  par  value  of  preferred 


1"'  Id.,    Commission's   Exbibit   No.    672. 

i«Id.,  at  7191. 

i«^  Op.  cit.  supra,  note  71,  at  12704,  and  Commission's  Exhibit  No.  1228.  Common  stock 
dividends  of  100%  in  April  1929  and  of  200%  in  July  1929  {Poor's  Oovernment  and 
Municipal  Section,  1930,  p.  1088)  subsequently  altered  this  basis  of  exchange. 
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Stock.  It  was  admitted  that  this  conversion  privilege  %Yas  utilized  as 
a  selling  feature  in  marketing  the  issue.  James  Forrestal,  vice  pres- 
ident of  Dillon,  Kead  &  Co.,  which  had  financed  many  of  Central 
States  Electric  Corporation's  issues,  testified :  ^^'^ 

Q.  This  preferred  stock,  $10,000,000  worth,  or  100,000  shares,  has  two  dress-up 
figures ;  one  is  that  it  is  convertible  into  common  at  $118. 

A.  Right. 

Q.  Coming  to  the  first  figure,  it  is  emphasized  in  the  circular,  that  it  is  con- 
vertible. It  also  states  in  the  circular,  that  the  present  market  value  on  the 
New  York  Curb  of  Central  States  is  $112  per  share,  doesn't  it?     *     *     *. 

A.  Yes. 

Q.  So  that  at  the  time  one  of  the  selling  features  of  this  stock  is  the  fact 
that  it  is  convertible  at  $118  per  share     *     *     *. 

A.  And  selling  at  $112 ;  that  is  right. 

Q.  Convertible  at  $118  and  it  is  selling  at  $112.  So  that  is  right  in  the  range,, 
isn't  it? 

A.  Yes. 

Q.  There  is  a  possibility  of  its  being  convertible  right  away? 

A.  It  is  an  attractive  conversion,  I  would  say. 

Q.  And  it  would  have  an  effect  on  the  sales,  wouldn't  it? 

A.  I  think  so. 

Q.  It  would  help  sell  it,  make  it  more  attractive. 

A..  I  think  so. 

During  1929,  with  continued  vigorous  trading  activities  on  the 
part  of  Harrison  Williams,  the  common  stock  of  Central  States 
Electric  Corporation  experienced  even  greater  price  rises.  In  order 
to  keep  the  market  price  of  the  preferred  stock  in  line  with  the  market 
price  of  the  common  stock  and  thereby  prevent  conversions  and  short 
selling,  the  investment  company  engaged  in  a  program  of  repurchas- 
ing this  issue  of  preferred.^*'^ 

Despite  this  repurchase  activity,  engaged  in  after  February  1929, 
Central  States  Electric  Corporation  made  an  additional  offering  of 
$10,000,000  of  convertible  preferred  stock  in  June  1929  at  $100  a 
share.^'^^  However,  this  new  preferred  stock,  which  was  also  con- 
vertible into  common  stock  on  the  basis  of  one  share  of  common  stock 
for  each  $118  of  par  value  of  preferred  stock,  was  issued  shortly  after 
the  investment  company  had  declared  a  100%  stock  dividend  ^^°  so 
that  the  new  conversion  privilege  was  but  half  as  attractive  as  the 
old."°  This  offering  of  the  1929  issue  of  convertible  preferred  stock, 
which  met  with  particular  success,  also  coincided  with  sharp  rises  in 
the  market  price  of  the  common  stock  which,  at  the  time  of  the  offer- 
ing, was  quoted  on  the  New  York  Curb  Exchange  at  approximately 
$110  a  share."^ 

Another  means  of  making  senior  issues  of  investment  companies 
more  attractive  was  by  attaching  shares  of  full-paid  common  stock  or 


^«=0p.  cit.  supra,  note  71,  at  12706-7. 

18'  See  infra,  pp.  961  et  seq. 

"^  Op.  cit.  supra,  note  71,  at  131.39-40,  12869-70,  and  Commis.sion's  Exhibits  Nos.  12.34^ 
1235,  and  1236. 

1"'  See  note  165,  supra. 

""Op.  cit.  supra,  note  71,  at  12885. 

I'^Id.,  at  12887-91,  and  Commission's  Exhibits  Nos.  1234,  1235,  1236.  This  market 
price  of  the  common  stock  was  displayed  in  the  offering  circular  of  June  11,  1929. 
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option  warrants  for  the  purchase  of  common  stock  at  specified  prices. 
Such  warrants  were  of  perpetual  or  limited  duration,  were  often  exer- 
cisable at  graduated  prices,  and  sometimes  were  not  exercisable  for 
a  period  of  time  after  issuance. 

Both  free  stocks  and  option  warrants  were  employed  to  facilitate 
the  distribution  of  a  $20,250,000-debenture  issue  by  Italian  Super- 
power Corporation. ^^2  This  investment  company  was  organized  by 
Italian  and  American  sponsors  to  invest  primarily  in  the  shares  of 
Italian  utility  companies  and  control  was  vested  in  the  two  groups  of 
sponsors  by  equal  division  between  them  of  full-paid,  Class  B,  com- 
mon stock  which  possessed  the  entire  voting  power.  Pursuant  to  the 
original  plan  of  this  financing,  the  American  sponsors,  consisting  of 
Bonbright  &  Co.,  Inc.,  and  Field,  Glore  &  Co.,  Inc.,  also  received  a 
block  of  the  investment  company's  Class  A,  nonvoting,  full-paid  com- 
mon stock  of  which  it  was  planned  303,750  shares  would  be  distributed 
in  connection  with  the  sale  of  debentures.  However,  at  the  time  of  the 
public  offering  these  sponsors  were  able  so  to  gauge  the  market  that 
they  found  it  necessary  to  give  with  the  debentures  only  one-third  of 
these  common  shares  together  with  option  warrants  for  the  purchase 
of  the  balance  of  such  common  shares. 

The  market  factors  allowing  the  withholding  of  202,500  Class  A, 
nonvoting,  common  shares  from  the  investing  public  for  the  benefit 
of  the  American  sponsors  were  discussed  in  the  testimony  of  Sidney 
A.  Mitchell,  a  director  and  subsequent  president  of  Italian  Super- 
power Corporation  and  president  of  Bonbright  &  Co.,  Inc. :  ^^^ 

A.  After  the  deal  was  originally  agreed  upon  with  the  Italians,  stock  markets 
in  Italy  went  up.  The  value  of  the  assets  acquired  by  the  new  corporation  was 
(Considerably  in  excess  of  the  amount  the  new  corporation  was  to  pay  for  those 
assets.  Conditions  in  the  investment  market  in  New  York  also  improved  during 
this  same  period.  "When  the  time  came  to  sell  those  debentures,  at  the  last 
minute,  it  was  our  judgment  that  instead  of  giving  the  entire  A  stock,  which 
the  American  investment  bankers  would  receive,  to  the  public,  we  could  give 
them  some  of  the  A  stock  and  option  warrants  for  the  balance. 

If  we  had  done  it  two  weeks  earlier  they  would  have  received  all  of  the  A 
stock ;  if  we  had  done  ib  two  weeks  later  they  would  have  received  all  of  the 
A  stock.  As  it  happened,  market  conditions  on  that  particular  date  were  such 
that  it  was  not  necessary  in  order  to  sell  those  debentures  at  that  price,  to 
do  it. 

Q.  So  that  the  amount  of  the  participation  in  the  equity  that  the  American 
public  got  was  dependent  on  what  you  thought  you  could  sell? 

A.  Of  course.  So  was  the  price  they  sell  power  also  dependent  on  market 
conditions. 

The  option  warrants  were  not  issued  by  the  investment  company 
but  were  issued  by  Bankers  Trust  Company  as  depository  for  the 
American  sponsors.  Consequently  this  withholding  of  Class  A  com- 
mon shares  inured  exclusively  to  the  benefit  of  these  sponsors  who 
stood  to  receive  the  proceeds  of  the  purchases  of  shares  under  these 
warrants  and  the  shares  deposited  against  all  unexercised  options. 


"2  See  infra,  pp.  930  et  seq. 

"3  Public   Examination,  Italian  Superpower  Corporation,  at  7662-3. 
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Shawmut  Bank  Investment  Trust 

Shawmut  Bank  Investment  Trust  gave  warrants  convertible  into 
common  stock  without  further  payment,  with  its  debenture  issues  so 
that  the  apparent  "sweetening"  was  in  lieu  of  a  common  stock  equity 
cushion. 

Shawmut  Bank  Investment  Trust  was  organized  February  23,  1927, 
by  the  National  Shawmut  Bank  and  its  security  affiliate,  Shawmut 
Corporation.^'^^  The  trustees  of  the  investment  trust  were  officers  and 
directors  of  the  bank,  while  the  bank  and  its  security  affiliate  had 
identical  stockholders.^'" 

One  of  the  purposes  in  forming  this  investment  trust,  as  testified 
by  Frederick  A.  Carroll,  vice  president  and  trust  officer  of  the  bank, 
was  to  create  a  credit  medium  for  its  customers.^^*^  Accordingly,  the 
good  will  of  the  bank,  which  contributed  its  name  to  the  investment 
trust,  was  used  by  Shawmut  Corporation  in  marketing  the  trust 
shares.^"  Furthermore,  it  was  recognized  that  such  a  venture  would 
provide  underwriting  business  for  the  security  affiliate  of  the  bank."^ 
The  underwriting  commission  of  $50,000,  computed  at  1%  of  the 
public  offering  price,  while  low,  was  admittedly  in  payment  for  a 
simple  operation .^■^^ 

The  character  of  the  public  offering  of  the  investment  trust  was 
apparentl}?-  influenced  by  considerations  of  marketability.  The  cap- 
ital structure  consisted  of  two  so-called  "senior  debenture"  issues  due 
in  1942'  and  1952,  respectively.^s°  One  issue  consisted  of  $2,500,000 
of  414%  debentures,  issued  in  $1,000  units  with  warrants  convertible 
into  iO  common  shares  without  further  cost.^^^  The  other  issue  con- 
sisted of  a  like  amount  of  5%  debentures,  each  $1,000  unit  carrying 
a  warrant  convertible  into  five  common  shares  without  further  cost.^®^ 
An  issue  of  $1,000,000  worth  of  6%  "junior  debentures,"  maturing  in 
1952,  was  sold  to  the  National  Shawmut  Bank  together  with  warrants 
for  the  remaining  half  of  the  common  stock  for  $1,040,000.^^^  Ac- 
cordingly, on  the  date  that  the  investment  trust  commenced  business 
it  had  assets  of  $5,990,000  against  liabilities  of  $6,000,000.i«*  Since 
this  investment  company  was  in  form  a  common-law  or  business  trust 
controlled  by  trustees,  this  allocation  of  the  common  stocks  contributed 
nothing  to  the  complete  control  of  the  investment  company  already 
insured  to  the  sponsor  bank. 

The  debentures  had  none  of  the  characteristics  of  an  ordinary  bond 
issue  except  for  the  maturity  dates,  as  they  were  not  collateralized 
and  did  not  contain  a  touch-off  clause,  and  the  investors'  position  was 
more  nearly  equivalent  to  that  of  the  holder  of  an  unsecured  promis- 


1'*  Public   Examination,   Shawmut  Bank  Investment  Trust,  at  3288-9. 

I'^Id.,  at  3289,  3306-7. 

I'^s  Id.,  at  3288-9. 

"■^  Id.,  at  3312. 

1™  Id.,  at  3289. 

"9  Id.,  at  3312. 

^  Id.,  at  3292-5. 

isi  Ibid. 

182  Ibid. 

183  Ibid. 

^  Id.,  at  3295-6. 

15337.3 — 41— pt.  3 9 
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sory  note  or  a  general  creditor  of  the  investment  trust.     Mr.  Carroll 
testified  in  this  regard :  ^^^ 

Q.  I  would  like  to  examine  into  the  nature  of  these  debentures.     They  were 
not  issued  under  a  separate  indenture,  were  thej-? 
A.  No. 

Q.  They  had  no  participating  rights? 
A.  No. 

******  H! 

Q.  These  debentures  had  no  sinking  fund? 
A.  Right. 

Q.  No   provision   for   gradual    retirement    of   debt   as   the    date    of   maturity 
approached? 
A.  Right. 

The  indenture  contained  no  provision  accelerating  the  maturity  of 
the  debentures  in  the  event  of  default  in  the  payment  of  interest  or  by 
reason  of  any  deficiency  of  assets  in  ratio  to  the  amount  of  funded 
debt  outstanding.  Other  notes  and  debentures  could  be  issued  and 
outstanding,  even  senior  to  these  debentures,  to  120%  of  the  total 
indebtedness.^®''  Accordingly,  it  would  seem  that  the  very  term, 
"senior  debenture,"  was  employed  chiefly  to  facilitate  the  sale  of  the 
issues.  The  junior  debenture  issue,  purchased  by  the  National  Shaw- 
mut  Bank,  w^as  apparently  styled  to  meet  the  requirements  of  the 
terms  of  an  amendment  to  the  National  Banking  Act  which  became 
effective  on  February  25,  1927,  two  days  after  the  creation  of  the 
investment  trust.  ^^^ 

In  order  to  induce  the  public  to  purchase  the  senior  debentures  it 
was  necessary  to  add  speculative  features.  This  was  done  by  giving 
debenture  holders  a  share  in  the  equity  by  attaching  warrants  for 
full-paid  common  stock.  These  warrants  were  nondetachable  except 
upon  presentation  of  the  debentures  to  the  depository  or  registrar  after 
a  date  to  be  designated  by  the  trustee,  which  should  in  any  event  be 
prior  to  the  record  date  of  the  original  dividend.^®®  At  that  time 
holders  of  debentures  would  be  entitled  to  receive  without  cost  the 
shares  of  common  stock  covered  by  their  warrants.  These  provisions 
served  to  prevent  the  immediate  split-up  of  units  and  the  sale  of 
debentures  at  a  discount  while  the  trust  was  still  distributing  its 
securities. 

This  role  played  by  the  warrants  is  apparent  from  a  comparison 
between  the  market  price  of  the  units  and  the  market  price  of  the 
debentures  after  the  warrants  became  exercisable  in  March  1928,  a 
year  after  the  original  offering.^'^  During  1927  the  units  averaged 
around  $1,240  for  the  41/2%  debentures  and  $1,100  for  the  5%-  deben- 
tures.    The  debentures  ex-warrants  in  1928  sold  at  $860  for  the  41/2 's 


M5  Id.,  at  3299-3300. 

i««  Id.,  Commission's  Exhibit  No.  3.54. 

M7  Act  of  February  25,  1927,  c.  191,  sec.  2  ;  44  Stat.  L.,  1926  : 

Provided,  That  the  business  of  buying  and  selling  investment  securities  shall  here- 
after be  limited  to  buying  and  selling  without  recourse  marketable  obligations  evi- 
dencing indebtedness  of  any  person,  copartnership,  association,  or  corporation,  in 
the  form  of  bonds,  notes,  and/or  debentures,  commonly  known  as  investment  securi- 
ties, under  such  further  definition  of  the  term  "investment  securities"  as  may  by 
regulation  be  prescribed   by   the  Comptroller  of  the  Currency,     *      *     *. 

188  Op.  cit.  supra,  note  174,  Commission's  Exhibit  No.  354. 

189  Id.,  at  3293. 
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and  900  for  the  5's.     The  common  stock  was  then  selling  at  $37  a 
share. 

b.  Unit  Offerings 

The  most  usual  method  of  "sweetening"  consisted  of  offering  the 
securities  of  an  investment  trust  or  investment  company  in  the  form 
of  units — either  in  the  form  of  a  package  consisting  of  various  classes 
of  the  capital  stock  and  bonds  or  in  the  form  of  an  allotment  certifi- 
cate which  was  exchangeable  at  a  later  date  for  the  actual  securities. 
These  units  frequently  embraced  convertible  securities  and  option 
warrants  as  previously  discussed.^^° 

The  importance  of  this  method  of  financing  is  indicated  by  the  fact 
that  during  the  years  1927-1935.  out  of  $3,239,000,000  of  securities 
marketed  by  investment  companies  proper  (including  companies  in 
the  Atlas  Corporation  and  The  Equity  Corporation  groups),  it  is  esti- 
mated that  some  $940,000,000,  or  over  29%,  were  sold  in  the  form  of 
units  of  common  and  preferred  stocks.^^^ 

By  combining  senior  and  junior  securities  in  one  package,  the 
sponsor-underwriters  advertised  that  by  paying  for  the  senior  security 
and  its  theoretically  stable  income,  the  investor  would  also  receive, 
either  free  or  for  a  nominal  charge,  a  share  in  the  equity  as  well. 
Thus  the  sales  appeal  was  that  the  investor  could  buy  senior  securities 
to  insure  safety  of  principal  and  income  and  acquire  the  equity  securi- 
ties as  a  speculation  gratis  or  for  a  nominal  amount.  However,  the 
effect  was  to  market  senior  securities  which  at  the  time  were  relatively 
unmarketable  alone. 

Such  an  instance  was  provided  by  General  American  Investors  Com- 
pany, Inc.,  which  was  organized  on  January  25,  1927,  under  the  joint 
sponsorship  of  Lehman  Brothers  and  Lazard  Freres.^®^  The  capitali- 
zation of  this  investment  company  at  organization  consisted  of  $7,500,- 
000  principal  amount  of  debentures,  $1,500,000  in  preferred  stock,  and 
200,000  shares  of  common  stock. 

The  debentures  were  sold  to  the  public  in  units  with  warrants  for 
common  stock,  each  $1,000  debenture  carrying  a  warrant  for  10  fully 
paid  common  shares  which  could  not  be  detached  prior  to  the  record 
date  for  the  initial  dividend  upon  the  common  stock  without  the  con- 
sent of  the  board  of  directors.^''^  Raymond  D.  McGrath,  a  partner 
of  Lazard  Freres  and  secretary  of  General  American  Investors  Com- 
pany, Inc.,  stated  the  reason  for  offering  these  debentures  in  units  with 
warrants  for  common  shares  as  follows :  "* 

A.  The  curious  thing  about  the  situation  that  existed  at  that  time  was  that 
it  was  quite  the  reverse  of  the  present  time.  The  senior  securities  per  se,  with- 
out any  trimmings,  of  investment  trust  securities  did  not  have  sufficient  attrac- 
tion or  were  selling  at  a  discount,  you  see. 


^■^FoT  a  discussion  and  definition  of  units  see  Pt.  Two  (House  Doc.  No.  70    TCth  Cong  ) 
Ch.  Ill,  pp.  193-6,  and  note  22. 

ii'iThis  percentage  would  be  increased  to  some  extent  by  tlie  addition  of  units  of  bonds 
and  common  stock,  which  were  not  segregated  for  the  purposes  of  these  statistics.  (Pt. 
Two   [House  Doc.  No.  70,  76th  Cong.],  Ch.  Ill,  Table  61.) 

192  For  further  details  see  infra,  pp.  950  et  seq. 

1*3  Public  Examination,  General  American  Investors  Company,  Inc.,  at  .5717  and  .5727. 
The  sponsors  agreed  to  purchase  the  entire  issue  of  preferred"  stock  and  125,000  shares 
of  the  company's  common  stock,  for  which  they  paid  .$1,800,000.     (Id.,  at  5717.) 

«*  Public  Examination,  General  American  Investors  Company,  Inc.,  at  5726. 
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Q.  Might  that  not  have  been  one  reason  why  you  attached  warrants  to  the 
bonds,  or  you  wouldn't  have  been  able  to  sell  the  bond? 

A.  There  is  no  question  about  it,  in  that  market  condition.  We  were  not 
responsible  for  it,  but  we  had  to  recognize  it. 

The  Investment  Company  of  America 

Another  illustration  of  marketing  senior  securities  in  units  with 
junior  securities  in  order  to  make  the  senior  securities  more  attractve 
to  the  buying  public  is  presented  in  the  case  of  The  Investment  Com- 
pany of  America,  which  was  organized  on  March  27,  1926,  as  The 
Investment  Trust  of  America,  a  business  trust  having  its  principal 
place  of  business  in  the  State  of  Michigan.  The  name  of  the  trust 
was  changed  to  The  Investment  Company  of  America  on  October  23, 
].926,  when  some  superficial  organic  changes  were  made  to  constitute  it 
a  Michigan  trustee  corporation  (in  effect  a  trust) ,  and  not  until  April 
1927,  a  year  after  original  organization,  was  a  public  offering  made 
of  its  shares.^^^  The  principal  sponsor  was  Jonathan  B.  Lovelace, 
at  the  time  a  member  of  the  investment  banking  firm  of  E.  E.  Mac- 
Crone  &  Co.,  which  effected  the  original  public  distribution  of  the 
investment  company  shares.^^'^ 

The  capital  structure  consisted  of  preferred  stock,  later  debentures, 
and  a  small  amount  of  common  stock.  All  offerings  made  to  the 
public  were  in  the  form  of  units.  The  first  offering  was  50,000  units 
each  consisting  of  one  share  of  7%  cumulative  Class  A  preferred 
stock,  one  share  of  common  stock,  and  a  ten-year  option  warrant  to 
purchase  one  share  of  common  stock  at  $30  a  share.^"^  These  units 
were  offered  at  $116.50  and  netted  the  investment  trust  $107,  or  a  net 
paid-in  capital  of  $5,350,000,  which  had  cost  $475,000  in  commissions. 
E.  E.  MacCrone  &  Co.  made  a  firm  commitment  as  to  only  15,000  of 
the  units  distributed  and  received  a  gross  spread  of  $9.50  a  unit  upon 
the  entire  offering.  It  will  be  observed  that  there  was  an  equity 
margin  for  the  preferred  stock  of  only  $7  a  share  and  that  it  was 
necessary  to  earn  6%%  in  order  to  meet  the  dividend  requirements. 
When  examined  as  to  the  soundness  of  such  a  high  leverage  structure, 
Mr.  Lovelace  testified :  ^^® 

Q.  You  thought  that  was  a  sound  capital  structure? 

A.  I  thought  it  was  unsound  to  the  extent  of  the  higher  rate  of  dividends 
on  the  net  capital  received.  I  thought  that  was  unsound.  But  I  did  not  have 
any  objection  to  the  warrant  picture,  and  I  thought  we  could  gradually  correct 
the  other  pictures  by  putting  out  later  issues  of  stock  without  a  fixed  return. 

Q.  You  thought  it  had  too  many  senior  charges? 

A.  Yes;  when  the  fund  owned  $107  for  each  unit  and  carrying  the  $7  rate  you 
could  not  expect  to  earn  a  direct  return  sufficient  to  carry  that. 

Q.  Did  you  say  that  at  the  time? 

A.  I  think  we  all  discussed  it,  and  we  thought  that  it  could  be  corrected 
later. 


ws  Op.  cit.  supra,  note  140,  at  7001-3,  7011-13.  This  delay  was  occasioned  by  opposi- 
tion from  the  New  York  Stock  Exchange  and  the  State  of  Michigan,  which  feared  that 
such  companies  would  absorb  too  much  investment  capital,  and  by  the  general  reticence  of 
certain  trust  companies.     (Ibid.) 

i9«0p.  cit.  supra,  note  140,  at  7000,  7011. 

WT  Id.,  at  7015-17  and  Commission's  Exhibit  No.  669. 

198  Id.,  at  7328.  ' 
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Some  reduction  in  the  rate  of  fixed  charges  was  effected  some  five 
months  later  when,  on  September  29,  1927,  Bonbright  &  Co.,  Inc. 
entered  into  an  agreement  for  the  marketing  of  $5,000,000  of 
5%  debentures,  due  in  20  years.^*^^  Ten -year  option  warrants  for 
the  purchase  of  ten  shares  of  common  stock  at  prices  ranging  from 
$32.50  to  $37.50  a  share  were  issued  with  each  $1,000  debenture,  and, 
after  the  payment  of  $200,000  underwriting  commissions,  the  invest- 
ment company  netted  $4,650,000  from  the  offering.^oo  Total  paid-in 
capital  was  thereby  increased  to  $10,000,000  and  fixed  interest  and 
dividend  requirements  were  reduced  to  6%.  At  the  same  time  the 
leverage  for  the  common  stock  was  increased. 

Offerings  were  again  made  in  February  1928  of  50,000  units  of  one 
share  of  Class  B  preferred  stock  (in  all  respects  the  same  as  the 
Class  A)  and  one  share  of  common  stock,  under  an  agencv  contract 
with  E.  E.  MacCrone  &  Co.^o^  Sales  totaled  10,000  units  at  the  aver- 
age price  of  $137.65,  from  which  a  commission  of  $7.50  was  paid, 
and  the  investment  company  realized  increased  capital  of  $1,301,483. 
In  April  of  the  same  year  the  common  stock  was  increased  by  50,000 
shares  sold  under  rights  given  to  common  shareholders  exercisable 
at  $34  a  share.^o^  The  $1,700,000  obtained  therefrom,  together  with 
another  $830,175  from  option  warrants  exercised  during  the  period 
1928-1930,  created  a  total  net  paid-in  capital  of  $13,831,658,  at  a  total 
cost  of  $750,000.  An  additional  offering  of  common  shares  was  made 
to  an  affiliated  company  in  the  fall  of  1933  when  it  was  considered 
necessary  to  reorganize.-"^ 

The  price  trend  of  the  original  unit  certificates  was  almost 
horizontal  until  April  1928,  when  they  became  exchangeable  for 
share  and  warrant  certificates.  At  that  time  the  investment  trust 
offered  rights  to  common  stockholders,  as  previously  noted.  There- 
after the  allotment  certificates  showed  a  continuous  rise  until 
October  1929,  when  the  market  value  of  the  component  parts  was 
almost  $240.  Despite  this  substantial  rise  in  about  a  year  and  a  half, 
the  market  price  of  the  preferred  stock  sagged  to  $93. 

The  sale  of  this  stock  in  units  facilitated  the  sale  of  fixed  income 
securities  during  a  period  when  they  were  decidedly  unpopular  and 
kept  them  distributed  in  a  form  that  would  command  a  good  price 
until  market  appreciation  in  underlying  shares  created  a  more  ade- 
quate equity  backing.  This  increased  backing,  which  had  risen  to 
approximately  $200  a  preferred  share  at  mid-year  of  1929,  did  not 
suffice  to  prevent  an  unfavorable  market  trend  in  the  senior  stock 
following  the  split-up. 


1^  Id.,  Commission's  Exhibit  No.  671. 
200  Id.,  at  7021-2 

^  Reply  to  the  Commission's  questionnaire  for  The  Investment  Company  of  America, 
Pts.  II  and  V. 

202  Ibid. 

203  Ibid. 
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4.  PAET-PAID  SECURITY  ISSUES 

In  some  instances  closed-end  investment  trnsts  and  investment 
companies  of  the  management  type  issued  their  securities  upon  a 
part-paid  basis.  The  balance  due  was  usually  subject  to  call,  either 
at  specified  intervals  or  at  the  discretion  of  the  issuer.^*^* 

The  asserted  economic  justification  for  the  issuance  of  securities  of 
investment  trusts  and  investment  companies  upon  a  part-paid  basis 
was  that  it  was  more  expedient  not  to  have  too  much  money  in  the 
treasury  at  the  inception  of  the  investment  company.  As  investments 
were  made  and  the  portfolio  grew,  and  as  more  opportunities  for 
investing  funds  were  presented  the  managers  could  call  in  the  balance 
due  on  the  security  issues  sold  and  secure  additional  funds  without 
the  necessity  of  floating  a  new  issue  of  securities. 

As  long  as  the  security  market  continued  to  lise  the  investor  experi- 
enced no  inconvenience  or  uneasiness  in  the  possession  of  a  security 
which  entailed  a  further  investment  at  a  later  date.  But  with  a 
decline  in  the  securities  market  investors  were  faced  with  the  necessity 
of  putting  up  more  money  for  the  securities  which  they  purchased  on 
a  part-paid  basis.  Because  of  the  relatively  small  initial  outlay  re- 
quired, purchasers  may  have  overextended  themselves.  Further- 
more, the  securities  sold  in  units  could  not  be  broken  up  and  the 
component  parts  sold  separately  until  the  unit  had  been  fully  paid 
for.  Meanwhile,  the  underwriting  commission,  which  was  computed 
upon  the  price  of  fully-paid  certificates,  was  usually  collected  out  of 
the  original  payment. 

In  January  1929  Petroleum  Corporation  of  America  made  its 
original  offering  of  3,250,000  common  shares  at  $34  a  share,  payable 
$20  in  cash  and  $14  subject  to  call.  Blair  &  Company,  Inc.,  the 
sponsor  investment  bankers  distributing  the  issue,  made  a  firm  com- 
mitment for  only  the  first  payment  upon  one-fifth  of  the  issue  and 
undertook  to  use  their  best  efforts  to  sell  the  balance  of  the  issue. 
The  underwriters  received  a  commission  of  $3  a  share,  or  over  9% 
of  the  net  purchase  price.  However,  the  underwriters  received 
this  commission  upon  the  payment  of  the  first  installment  of  the 
purchase  price.  In  addition  they  received  five-year  option  warrants 
to  purchase  1,625,000  additional  shares  at  $34.  Call  was  made  for 
the  balance  of  $14  a  share  on  June  30,  1929,  to  be  paid  on  October  1 
of  that  year.  At  the  end  of  1929  $1,106,555  remained  unpaid  to  the 
investment  company  on  the  part-paid  certificates  held  by  the  public 
and  $117,240  was  still  due  at  the  end  of  1930.  On  January  29,  1936, 
the  shares  representing  the  unpaid  balance  of  about  $104,600  were 
sold  at  public  auction  for  about  $104,000  by  the  investment  company 
to  recover  the  amounts  due.-"^ 

Selected  Industries,  Inc. 

The  bankers  offering  the  shares  of  Selected  Industries,  Inc.  upon  a 
part-paid  basis  underwrote  the  entire  purchase  price.    The  collection 


^*  An  analogous  sales  device  was  the  installment  investment  plan  which  sold  invest- 
ment trust  or  investment  company  shares  upon  periodical  payment  bases.  However,  the 
shares  of  closed-end  management  investment  companies  were  seldom  used  as  the  under- 
lying securities  for  such  plans.  (See  the  Commission's  report  on  companies  sponsoring 
installment  investment  plans.) 

s'^  For  full  details  see  Ch.  II  of  this  part  of  the  report,  pp.  227-309. 
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of  the  unpaid  balances  due  upon  the  subscriptions  proved  somewhat 
difficult,  and  because  of  possible  hardship  on  the  shareholders  the  in- 
vestment company  released  bankers  from  their  obligation  to  pay  the 
balance. 

Selected  Industries,  Inc.  was  organized  on  December  15,  1928  under 
the  laws  of  Delaware,  at  which  date  it  made  a  public  offering  of  700,- 
000  allotment  certificate  units  for  the  gross  amount  of  $70,000,000. 
Each  unit  was  composed  of  one  share  of  $5.50  dividend  prior  preferred 
stock,  one  share  of  common  stock,  and  a  perpetual  option  warrant  to 
purchase  one  share  of  common  stock  at  $15  a  share.^°*'  These  units 
were  sold  for  $100  each,  of  which  50%  was  payable  in  cash  and  the 
balance  subject  to  call  not  before  April  1,  1929  and  not  later  than 
January  1,  1931,  in  amounts  not  to  exceed  25%  of  the  purchase  price, 
and  had  to  be  fully  paid  before  they  could  be  split  up  into  the  com- 
ponent shares.-"'  The  issue  was  underwritten  in  the  full  amount  of 
the  purchase  price  by  a  group  of  five  investment  bankers  under  two 
agreements  dated  December  15,  1928,  one  covering  140,000  units 
as  a  joint  undertaking,  while  the  other  covered  560,000  units  for  which 
each  banker  was  liable  only  to  the  percentage  of  his  participation,  as 
follows :  -°* 

Percent 

Chas.  D.  Barney  &  Co 30.7 

Stone  &  Webster  and  Blodget,  Ine 23. 1 

Lehman  Bros 19.  2 

Kidder,  Peabody  &  Co 15.4 

Brown  Bros.  &  Co 11.6 

The  shares  were  taken  down  under  both  agreements  in  the  above  pro- 
portions, and  thereafter  no  differentiation  was  made  between  the  obli- 
gations under  the  two  contracts.  The  underwriting  fee,  of  $6  a  unit, 
or  a  total  of  $4,200,000,  was  payable  at  once  out  of  the  original  50% 
subscription,  and  the  underwriters  were  to  be  subrogated  to  all  rights 
and  property  in  the  units  for  which  they  should  be  called  upon  to  make 
good  the  calls  for  the  balance  of  the  purchase  price.-'^''  This  public 
distribution  was  managed  by  Stone  &  Webster  and  Blodget,  Inc.,  as 
were  four  trading  accounts  which  were  operated  in  connection  with 
this  public  offering  between  December  15,  1928  and  September  3,  1929. 
From  September  3,  1929  through  February  18,  1930,  Chas.  D.  Bar- 
ney &  Co.  managed  three  accounts  which  traded  in  the  50%-  and 
75%-  paid  nnits.-^°  These  three  accounts  were  participated  in  by  the 
sponsor-underwriters  in  the  same  proportions  as  they  had  in  the  orig- 
inal underwriting.  All  purchases  were  sold  back  in  the  open  market, 
although  frequently  in  some  other  form  than  that  in  which  the  pur- 
chase had  been  made.     The  account  adopted  the  practice  of  paying 


-""Reply  to  the  Commission's  questionnaire  for  Selected  Industries,  Inc.,  Pt.  I. 
=»'  Ibid. 

208  Ibid. 

209  Ibid.  The  agreement  covering  the  560,000  units  also  provided  that  the  investment 
company  should  pay  the  costs  of  organization  as  well  as  all  security  issuance  and  qualify- 
ing expenses.     (Ibid.) 

210  Derived  from  supplementary  information  supplied  thhe  Commission  for  Selected 
Industries,  Inc. 
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up  additional  assessments,  and  Avlien  such  payments  resulted  in  fully 
paid  units,  the  latter  were  split  up  and  traded  accordingly.^" 

At  the  time  of  the  public  offering  a  private  offering  was  made  of 
233,000  packages,  consisting  of  six  shares  of  conmion  stock  and  two 
shares  of  convertible  stock  (each  exchangeable  for  three  shares  of 
common  stock  at  any  time) ,  at  $85.84  a  unit,  or  for  a  total  of  $20,000,- 
720.212  All  of  these  packages,  representing  466,000  shares  of  con- 
vertible stock,  and  1,398,000  shares  of  common  stock  (equivalent  to 
a  total  of  2,796,000  shares  of  common  stock),  were  subscribed  to  by 
the  sponsor-underwriters  on  a  50% -paid  basis,  with  the  balance  sub- 
ject to  call.  In  this  case,  however,  deliveries  were  made  of  the  indi- 
vidual shares  represented  by  the  amounts  of  subscriptions  paid.^^^ 
From  December  20,  1928  through  February  1930,  Chas.  D.  Barney 
&  Co.  managed  four  trading  accounts  in  the  common  stock.  These 
accounts  represented  the  method  by  which  the  sponsor-underwriters 
chose  to  distribute  the  major  portion  of  the  common  stock  of  the 
Corporation  which  they  had  purchased  privately.^^* 

Two  calls  of  $25  each  were  made  upon  the  publicly  distributed 
units,  effective  October  1,  1929,  and  December  31,  1930,  respectively. 
When  substantial  defaults  occurred  after  the  first  call  was  made  the 
investment  company  gave  four  extensions,  terminating  with  an  ex- 
tension to  October  1,  1930,  and  entered  into  agreements  with  the 
underwriters  extending  their  guarantees  during  the  same  period.^^^ 

As  of  January  14,  1931,  there  were  outstanding  part-paid  allotment 
certificates  representing  57,000  units  on  which  75%  had  been  paid, 
and  489  units  on  which  50%  had  been  paid,  representing  a  total  un- 
paid balance  of  $1,466,100.  On  that  date  it  was  agreed  between  the 
investment  company,  pursuant  to  a  resolution  of  its  board  of  di- 
rectors, and  the  unclerwriters  that  the  latter  should  be  released  from 
their  obligations  to  make  good  the  defaulted  calls.  No  rebates  or 
adjustments  were  made  with  respect  to  the  commissions  for  distribut- 
ing those  shares. 21*' 

In  January  1931  the  market  price  of  the  fully-paid  units  was 
around  $54,  although  the  net  asset  coverage  was  around  $118.87.  Had 
the  five  banl^er  firms  been  required  to  pay  the  total  liability  of 
$1,466,100  to  the  investment  company,  they  would  have  received  allot- 
ment certificates,  100% -paid,  having  a  total  net  asset  coverage  of 
approximately  $6,912,884.85  and  a  market  value  of  $3,140,370.  It 
was  the  position  of  the  investment  company  that  this  course  would 
have  been  unfair  to  the  holders  of  the  part-paid  certificates  Avho  Jiad 
failed  to  make  payments  when  due,  and  that  it  would  have  benefited 
enormously  the  banker-spor.sors  if  they  had  succeeded  to  the  rights 
of  such  part-paid  certificate  holders.  During  these  difficult  times 
the  investment  company  helped  the  holders  to  borrow  money_  from 
the  Guaranty  Trust  Company  secured  by  their  part-paid  units,  to 
meet  the  calls.    The  date  of  payment  was  also  extended  until  the  end 


2"  Ibid.  In  at  least  one  instance,  the  investment  company  repurcbased  its  own  stock 
from  a  sponsor-underwriter  trading  account.      (Ibid.) 

"2  Op.  cit.  supra,  note  206,  Pt.  V. 

"==  Ibid. 

2"  Op.  clt.  supra,  note  210. 

215  Op.  cit.  supra,  note  206,  Pt.  I,  and  derived  from  supplementary  information  supplied 
the  Commission  for  Tri-Continental  Corporation. 

21"  Derived  from  supplementary  informations  supplied  the  Commission  for  Tri-Continental 
Corporation, 
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of  1931  when  725  units  on  which  75%  had  been  paid,  and  334  on 
which  only  50%  had  been  paid,  were  finally  canceled.^^^ 

The  experience  of  this  investment  company  demonstrates  the  situa- 
tion which  may  be  presented  when  installment  sales  are  initiated  on 
a  rising  market  and  concluded  in  a  period  of  depression.  Investors, 
who  had  already  paid  $75  for  a  unit  at  the  final  call,  were  asked  for 
$25  more  at  a  time  when  fully-paid  units  were  selling  in  the  market 
at  $54. 

The  use  of  this  distribution  scheme  placed  the  management  of 
Selected  Industries,  Inc.,  in  a  difficult  position.  The  investment  com- 
pany held  an  underwriting  guarantee  which  could  be  enforced  against 
the  sponsors,  yet  half  of  the  board  of  directors  were  representatives 
of  those  sponsors.  If  the  investment  company  enforced  the  guar- 
antee against  the  sponsors,  it  would  receive  the  balance  due  on  the 
shares  but  shareholders  might  have  to  forfeit  the  one-half  to  three- 
quarters  of  the  purchase  price  already  paid  in  to  the  investment  com- 
pany. On  the  other  hand,  the  guarantee  had  already  run  over  a  year 
from  the  date  of  the  first  call  and  the  problem  was  presented  whether 
the  sponsors  could  be  expected  to  consent  to  an  indefinite  extension 
of  their  obligations. 

In  connection  with  this  guarantee,  the  repurchase '  policy  of  the 
investment  company  in  regard  to  its  own  securities  should  also  be 
mentioned.^^^  Selected  Industries,  Inc.  made  its  first  call  for  $25  on 
October  1,  1929.  By  the  end  of  that  year  93,304  75% -paid  units  had 
been  repurchased  at  an  average  price  of  $33.03,  while  no  fully  paid 
units  were  repurchased  during  that  year.  In  1930,  121,135  75% -paid 
units  and  only  7,863  fully  paid  units  were  reacquired.  The  total  cost 
to  the  investment  company  for  the  repurchase  of  its  own  partly  paid 
securities  was  $8,145,127.  About  32%  of  these  units  were  acquired 
by  private  negotiation  from  the  five  sponsor  banking  firms  and  from 
one  outside  stockholder,  Vick  Financial  Corporation. 

Shawmut  Association 

Shawmut  Association  was  organized  as  a  Massachusetts  trust  on 
May  21,  1928,  to  purchase  the  stocks  of  New  England  banks.-^^  The 
sponsors  were  the  National  Shawmut  Bank,  one  of  the  largest  com- 
m.ercial  banks  in  New  England,  and  its  security  affiliate,  the  Shawmut 
Corporation.  The  shares  of  the  investment  trust  were  offered  for 
sale  to  the  shareholders  of  the  bank.  No  investment  was  made  in  the 
venture  directly  by  the  bank  which  maintained  complete  control  of 
the  investment  trust,  since  all  of  the  trustees  were  officers  and  direc- 
tors of  the  bank.2^° 

The  capital  structure  of  this  investment  trust  consisted  entirely  of 
common  shares,  as  contrasted  with  debentures  in  the  structure  of 
Shawmut  Bank  Investment  Trust,  another  investment  trust  appar- 
ently organized  and  operated  under  the  same  sponsorship. ^^i  The 
marketability  of  the  shares  was  a  primary  consideration  in  arriving 


^■'  Ibid. 

^8  Op.  cit.  supra,  note  206,  Pt.  V. 

210  Op.  cit.  supra,  note  174,  at  3349-50,  335.5a. 

220  Id.,  at  3355b-6  and  Commission's  Exhibit  No.  355. 

221  See  supra,  pp.  907  et  seq. 
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at  this  one  class  security  structure.  Frederick  A.  Carroll,  vice  presi- 
dent and  trust  officer  of  the  National  Shawmut  Bank  testified :  ^"" 

Q.  Now,  Mr.  Carroll,  what  were  the  facts  which  led  to  the  formation  of  an 
additional  affiliate  to  the  Investment  Trust  one  year  and  three  months  after 
you  launched  the  Shawmut  Bank  Investment  Trust?  What  was  the  distinction 
you  had  in  mind  between  those  two,  and  what  were  the  reasons  you  did  not 
expand;  the  first,  but  formed  a  new  one? 

A.  Well,  substantially  the  same  reasons  existed  for  the  formation  of  the 
Shawmut  Association  as  I  recited  existed  for  the  formation  of  the 
Shawmut  Bank  Investment  Trust.  There  is,  of  course,  one  distinction,  that  the 
Bank  did  not  make  any  investment  in  the  Shawmut  Association.  I  think  the 
reason  that  it  was  given  the  form  that  it  had  as  contrasted  with  the  S.  B.  I.  T. 
was  that  since  it  was  entirely  stock  ownership  it  was  more  consistent  with  the 
demands  of  the  investment  public  at  that  time,  who  wanted  stock  ownership 
rather  than  a  note  with  a  kicker.  You  will  remember  this  is  in  1928,  and  the 
public  were  pretty  much  stock-minded  at  that  time,  and  it  was  more  like  the 
investment  trusts  then  in  existence  and  it  gave  the  investor  an  opportunity  to 
invest  in  a  cross  section  of  equities  and  some  bonds  under  the  management  of 
the  Shawmut  Bank  in  which  it  had  faith,  and  the  previous  one  had  been 
successful  up  to  that  time. 

The  principal  offering  consisted  of  300,000  shares  for  which  rights 
expiring  June  5,  1928,  were  given  to  the  stockholders  of  the  National 
Shawmut  Bank.  These  rights  were  exercisable  at  $50  a  share,  of 
which  $20  was  to  be  paid  in  cash  and  the  balance  was  subject  to  call. 
The  Shawmut  Corporation,  the  security  affiliate  of  the  bank  which 
had  the  same  stockholders  as  the  bank,  purchased  175,000  of  the  shares 
of  the  investment  trust  not  taken  down  under  those  rights.^^^  The 
management  group  of  the  National  Shawmut  Bank  purchased  an- 
other 20,000  shares  at  $51.50  a  share,  of  which  $21.50  was  paid  in  cash 
and  the  balance  was  subject  to  call.  There  were  no  distribution 
charges  upon  either  of  the  foregoing  blocks  which  brought  the  invest- 
ment trust  a  total  of  $6,430,000.22^ 

Only  80,000  shares  were  distributed  publicly  by  the  Shawmut  Cor- 
poration for  which  it  received  a  commission  of  $80,000.  As  the  public 
offering  price  was  $52.50  a  share,  of  which  $22.50  was  paid  in  cash, 
the  investment  trust  received  $1,720,000  net  from  this  operation  and 
its  total  paid-in  assets  at  that  time  were  $8,150,000.^^5 

A  further  refinement  of  the  part-paid  plan  of  security  issue  was 
provided  by  the  offering  to  the  management  group. ^^^  While  that 
group  ostensibly  paid  $21.50  per  share  in  cash,  even  this  initial  pay- 
ment was  made  largely  upon  credit  extended  by  the  investment  trust. 
Two  plans  were  made  available  by  the  Shawmut  Association  to  these 
subscribers.  Under  one  plan  only  $3.50  a  share  was  payable  in  cash 
and  the  balance  of  $18  a  share  was  advanced  by  the  investment  trust 
upon  the  security  of  the  shares  so  purchased.  The  other  plan  permit- 
ted the  investment  trust  to  advance  the  entire  payment  upon  the 
deposit  of  acceptable  collateral  security,  including  the  shares  so  sub- 


'  Op.  cit.  supra,  note  174,  at  3345-6. 

Id.,  at  3357-60. 

Ibid. 
•  Ibid. 
'  Reply  to  the  Commission's  questionnaire  for  Shawmut  Association,  Pt.  II. 


INVESTMENT   TRUSTS   AND   INVESTMENT   COMPANIES         917 

fccribecl,  at  all  times  possessing  a  market  value  equal  to  $25  for  each 
phare  purchased.  The  amount  so  advanced  was  repaid  with  but  slight 
loss  to  Shawmut  Association. ^^  'pj^jg  situation  may  have  influenced 
the  policy  adopted  with  reference  to  the  $30  balance  subject  to  call 
upon  the  shares  issued  and  outstanding.  In  November  1928,  Shawmut 
Association  canceled  its  claim  for  this  balance,  amounting  to  approxi- 
mately $12,000,000,  and  declared  the  stock  fully  paid.-^*  According  to 
the  testimony  of  Mr.  Carroll,  although  there  would  have  been  little 
difficulty  in  collecting  this  call,  this  cancelation  was  made  chiefly  so 
that  the  stock  might  be  listed  as  fully  paid  upon  the  Boston  Stock  Ex- 
change.^-'' The  underwriting  fee,  although  comparatively  small,  was 
based  upon  the  value  of  the  fully  paid  stock.  No  adjustment  of  this 
fee  was  made  when  the  unpaid  balance  w^as  canceled. 

5.  MARKET  OPERATIONS  IN  CONNECTION  WITH 
DISTRIBUTION 

in  order  to  facilitate  the  distribution  of  the  shares  of  investment 
trusts  and  investment  companies  by  public  offerings  it  was  important 
that  some  market  be  established  and  maintained  at  or  above  the  offer- 
ing price.  In  the  case  of  investment  company  securities  with  only  an 
over-the-counter  market,  a  market  was  maintained  merely  by  main- 
taining a  bid  price  at  the  desired  level.  But  where  the  shares  com- 
prising the  public  offering  were  listed  upon  a  stock  exchange,  a 
trading  account  in  the  security  was  usually  operated  to  "stabilize"  or 
to  increase  the  market  price.-"°  This  function  was  customarily  per- 
formed by  the  underwriters,  who  presumably  considered  the  probable 
cost  of  the  operation  in  arriving  at  the  underwriting  commission. 

The  extent  of  the  trading  necessary  to  maintain  a  market  for  a  listed 
or  unlisted  security  depended  upon  the  quality  of  the  issue  and  general 
market  conditions.  In  January  1929  wdien'Blair  &  Company,  Inc., 
offered  the  shares  of  Petroleum  Corporation  of  America  the  market 
was  generally  receptive  to  issues  of  investment  trusts  and  investment 
companies,  yet  the  investment  banker  repurchased  approximately  25% 
of  the  3,250,000  part-paid  shares  marketed  at  that  time  in  order  to 
make  the  issue  a  success,  while  570,600  shares  were  purchased  by 
insiclers.^'^ 

Similarly,  when  Italian  Superpower  Corporation  marketed  an  addi- 
tional  $2,000,000  of  its  debentures  in  July  of  1929,  the  investment  com- 
pany entered  upon  an  extensive  repurchase  program,  undertook  the 
repurchase  of  $2,000,000  of  its  debentures  and  increased  its  offering 
through  Bonbright  &  Co.,  Inc.,  and  Field.  Glore  &  Co.,  Inc.,  the  Ameri- 
can sponsors,  to  $4,000,000  of  debentures.'  The  results  were  that  those 
bankers  did  not  have  the  risk  and  expense  of  maintaining  the  market, 
although  they  received  a  5%  selling  commission,  and  the  amount  of  the 
offering  made  through  them  was  doubled.^^^ 


^Derived    from    supplementary    information    supplied    the    Commission    for    Shawmut 
Association. 

^Op.  cit.  supra,  note  174,  at  3361. 
=«»  Ibid. 

230  For    relative    importance    of    exchange    and    over-the-counter   markets    see    Pt    Two 
(House  Doc.  No.  70,  76th  Cong.),  Ch.  IV,  pp.  279-85. 

231  See  Ch.  II  of  this  part  of  the  report,  pp.  227-308. 

232  See  infra,  pp.  931-2. 
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In  connection  with  the  original  offering  of  Ungerleider  Financial 
Corporation  a  contract  dated  May  8,  and  amended  May  13,  1929,  was 
entered  into  between  Samuel  Ungerleider  &  Company,  investment 
bankers  and  brokers,  and  the  investment  company.  This  was  pri- 
marily an  agency  contract  whereby  the  banker  and  his  associates 
agreed  to  use  their  best  efforts  to  place  upward  of  500,000  common 
shares  at  the  public  offering  price  of  $52  a  share.  The  investment  com- 
pany agreed  to  repurchase  its  shares  at  not  to  exceed  $50  a  share, 
the  paid-in  value,  in  cooperation  with  the  selling  group,  which  in  turn 
agreed  with  Samuel  Ungerleider  &  Company,  by  a  separate  contract, 
to  take  back  all  shares  repurchased  to  maintain  a  market.  On  Decem- 
ber 11,  1929  the  public  offering  was  terminated  and  thereafter  the 
shares  were  first  listed  upon  the  New  York  Curb  Exchange.  At  that 
date  the  investment  company  had  repurchased  222.359  shares  at  the 
average  price  of  approximately  $49  a  share,  or  a  total  of  $10,992,859.16, 
of  which  only  72,549  shares  were  taken  back  by  the  selling  group  at 
$50  a  share  for  a  total  of  $3,627,450.  By  these  repurchases  the  invest- 
ment company  in  effect  maintained  the  market  in  its  own  shares  for 
its  bankers  during  the  course  of  the  public  offering.  Later  Unger- 
leider Financial  Corporation  repurchased  an  additional  41,768  shares 
for  a  grand  total  of  $13,205,575.76,  leaving  244,400  shares  outstanding 
for  which  the  investment  company  had  received  a  total  consideration 
of  $13,205,575.2^3 

The  phenomenal  expansion  of  the  United  Founders  Corporation 
group  of  investment  companies,  from  paid-in  resources  possessed  by 
three  companies  at  the  end  of  November  1927  of  about  $77,870,000  (in- 
cluding $6,817,000  of  intercompany  holdings)  to  paid-in  resources 
possessed  by  13  companies  at  the  end  of  1929  of  $686,165,000  (includ- 
ing $182,338,000  of  intercompany  holdings ),2^*  was  in  part  the  result 
of  distribution  based  upon  reports  of  substantial  profits  which  in  turn 
depended  upon  the  distribution  itself.  Although  it  was  not  revealed 
to  prospective  investors,  these  profits  were  derived  primarily  from  the 
purchase,  at  an  inside  price,  of  the  securities  issued  by  the  various 
companies  comprising  the  group  and  their  resale  to  the  public  or  to 
affiliated  companies,^^^ 

At  the  organization  of  each  new  investment  company  large  blocks 
of  its  securities  would  be  allotted  to  the  other  investment  companies 
in  the  group  at  prices  substantially  below  the  prices  at  which  like 
securities  would  shortly  thereafter  be  distributed  to  the  public.  Dur- 
ing 1928  and  1929  the  aggregate  market  premium  was  $91,743,900  in 
excess  of  the  $76,800,000  of  assets  paid  in  by  the  original  subscribers.^^^ 
Such  shares  as  well  as  participations  in  subsequent  issues  acquired  by 
member  companies  in  the  group,  would  be  resold  at  increased  prices 
either  to  the  public  or  to  other  companies  in  the  group  and  such 
transactions  constituted  the  primary  over-the-counter  market  in  the 
shares.^"     The  "profits"  realized  by  companies  of  the  group  exclu- 


233  See  infra,  pp.  937  et  seq. 

231  Public  Examination,  American  General  Corporation  et  al.,  Commission's  Exhibits 
Nos.  3400   (p.  4)   3424-A-l,  and  3424-C-l. 

235  For  full  details  of  these  practices  see  Ch.  VI  of  this  part  of  the  report,  Sec.  III. 

23»  Op.  cit.  supra,  note  234,  Commission's  Exhibit  No.  3739. 

-^''  In  one  or  two  instances  these  issues  made  a  complete  circuit  of  the  investment  com- 
panies in  the  group  and  returned  to  the  original  subscribers  at  a  price  substantially  in 
excess  of  the  original  subscription  price. 
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sively  from  transactions  in  tlieir  sliares  and  shares  of  other  allied 
companies,  which  in  tnrn  helped  to  maintain  higher  prices  for  their 
own  security  issues,  was  $4,275,000  in  1928  and  $36,288,000  in  1929  and 
for  the  latter  year  such  profits  comprised  about  95%  of  the  entire 
published  profits  of  the  group.^^^ 

Another  investment  company  which  bore  a  part  of  the  expense  of 
supporting  the  market  for  its  shares  was  Iroquois  Share  Corporation  ^^^ 
organized  on  January  14,  1929,  under  the  laws  of  New  York  ^'^^  by 
O'Brian,  Potter  &  Stafford,  members  of  the  New  York  Stock  Ex- 
change, with  principal  offices  in  BufTalo,  New  York.  This  investment 
company  was  organized  at  the  instance  of  a  number  of  banks  in  West- 
ern New  York  which  were  clients  of  the  sponsor  firm,  and  the  public 
offering,  which  was  made  through  that  sponsor,  was  marketed  sub- 
stantially to  customers  of  those  banks.^^^ 

The  public  offering  consisted  of  100,000  shares  of  common  stock 
at  $21.50  a  share.  The  commission  of  $1.50  a  share,  or  a  total  of 
$150,000,  constituted  an  underwriting  commission  of  approximately 
7%,  of  the  $2,150,000  gross  proceeds.--*-  That  the  terms  of  the  under- 
writing contract  were  dictated  by  the  sponsor  was  admitted  by 
Walter  F.  Stafford,  at  the  time  a  member  of  that  firm  and  president 
of  Iroquois  Share  Corporation.-*^ 

In  July  1929  the  holder  of  every  three  shares  of  Iroquois  Share 
Corporation  stock  was  permitted  to  purchase  one  additional  share 
at  $32.50  per  share,  so  that  33,334  new  shares  were  issued  which  nettecl 
the  investment  company  $1,083,355  additional  capital.^**  In  April 
1930  an  exchange  of  29,418.2  shares  of  Iroquois  Share  Corporation 
stock  was  made  for  all  of  the  shares  of  Williamsville  Share  Cor- 
poration, another  investment  company,  resulting  in  additional  capi- 
tal of  $624,339,-*^  so  that  the  entire  contributed  capital  was  some 
$3,707,694.2*'^ 

In  support  of  the  marketing  of  the  shares  of  the  investment  com- 
pany the  sponsor  engaged  in  trading  operations  wherein  it  bought 
and  sold  these  shares.^*^  When  these  operations  were  terminated  in 
February  1930  the  account  was  short  4,900  shares  at  $15.73  a  share 
while  Iroquois  Share  Corporation  was  long  4,800  of  its  own  shares 
at  $14.50  a  share.^^^ 

The  investment  company  sold  its  4,800  shares  to  the  sponsor  at 
$15  a  share,^*^  or  at  a  profit  of  500  a  share  to  the  investment  com- 
pany and  a  profit  of  73^  a  share  to  the  sponsor.     However,  the 

23«  Op.  cit.  supra,  note  234,  Commission's  Exhibit  No.  3732.  These  figures  contrast  with 
total  net  realized  profits  by  the  group  through  the  sale  of  securities  of  $7,292,000  in  1928 
and  $38,559,000  in  1929.  (Ibid.)  In  the  years  1931  to  1935  the  losses  from  sales  of  and 
write  downs  upon  securities  of  the  companies  allied  to  the  United  Founders  Corporation 
group  aggregated  $114,000,000. 
■    239  For  detailed  story  of  this  company  see  Ch.  II  of  this  part  of  the  report,  pp.  51-76. 

240  Reply  to  the  Commission's  questionnaire  for   Iroquois  Share  Corporation,  Pt.  I. 

=«  Public  Examination,  Iroquois  Share  Corporation,  at  13933,  13941. 
.     ^i^m..  at  13961  and  Commission's  Exhibit  Nc.  1394. 

2-13  Id.,  at  1.3939. 

^"  Id.,  at  13944-5,  13960. 

2«Id.,  at  13945-6. 

^8  Id.,  at  13946  and  Commission's  Exhibit  No.  1422. 

2^' Id.,  at  14064. 

2*8  Id.,  Commission's  Exhibits  Nos.  1417,  1418. 

s-io  Ibid. 
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market  price  at  the  time  was  17-1T14  and  the  asset  value  was  higher 
than  the  sale  price  to  O'Brian,  Potter  &  Stafford.^^" 

International  Superpower  Corporation 

It  was  of  course  desirable,  from  the  viewpoint  of  the  bankers  under- 
writing an  issue,  to  conduct  their  market  operations  as  profitably  as 
possible.  This  was  accomplished  in  part  by  Calvin  Bullock,  the  spon- 
sor of  International  Superpower  Corporation,  by  the  use  of  short- 
term  option  warrants. 

International  Superpower  Corporation  was  organized  on  Septem- 
ber 27,  1928,  by  Calvin  Bullock,  distributor  of  investment  trust 
shares."^^  The  original  underAvriting  agreement  was  entered  into  by 
the  investment  company  and  Calvin  Bullock  on  October  15,  1928,  at 
which  time  the  board  of  directors  of  the  former  was  comprised 
entirely  of  representatives  of  the  sponsor.^^^  When  new  directors 
were  added  to  the  board  the  underwriting  agreement  had  already 
been  entered  into.-^^ 

By  the  terms  of  the  underwriting  agreement  the  sponsor  was  com- 
mitted to  buy  100,000  shares  of  the  common  stock  of  the  investment 
company  at  $14  a  share  and  to  offer  them  to  the  public  at  $18  a 
share.^^*  In  addition,  this  agreement  gave  the  sponsor  a  first  call 
as  underwriter  upon  any  future  issues  of  the  investment  company 
for  a  term  of  ten  years  and  also  provided  that  Calvin  Bullock  should 
receive  five-year  options  for  20%  of  all  offerings  made  during  that 
period,  exercisable  at  the  public  offering  price.  Accordingly,  a  five- 
year  option  was  given  for  25,000  shares  by  virtue  of  the  original 
underwriting  of  100,000  shares,  the  effect  of  which  was  to  compute 
the  option  upon  both  the  offering  and  the  option  itself.-''^  The  under- 
writing agreement  was  amended  on  October  25,  1928,  by  cutting 
the  commitment  to  50,000  shares  and  the  option  to  12,500  shares.^^^ 

From  January  11,  1929,  to  June  22,  1929,  a  series  of  agreements  was 
entered  into  between  the  same  parties,  by  the  terms  of  which  Calvin 
Bullock  underwrote  180,000  additional  shares  at  prices  ranging  from 
$47  to  $56.25  a  share  to  be  offered  at  prices  ranging  from  $41.50  to 
$62.25  a  sliare.^^^  Five-year  options,  computed  as  aforesaid,  were 
granted  to  Calvin  Bullock  in  addition  to  the  commission  which 
ranged  from  $4.50  to  $6.00  a  share.-^^ 

Up  to  this  time  the  investment  company  had  distributed  230,000 
shares  of  its  common  stock  at  prices  which  netted  it  $11,412,825,  at 


250  Ibid.  Mr.  Stafford  stated  in  a  letter  dated  February  21,  1930,  to  Frederick  C. 
Stevens,  a  member  of  the  sponsor  firm  and  of  the  executive  committee  of  the  investment 
company,  as  follows  (id.,  Commission's  Exhibit  No.  268)  : 

It  occurred  to  me  that  it  might  be  difficult  to  explain  to  the  Board  of  Directors  if 
anybody  saw  fit  to  inquire  why  we  had  sold  stock  at  15  when  the  market  was  17  to  %. 
However,  this  transaction  having  been  closed  and  the  stock  having  been  sold,  by  the 
firm  at  15.73,  in  view  of  the  fact  that  the  firm  has  maintained  the  market  and' been 
successful  in  advancing  it,  I  think  that  we  can  satisfy  any  inquiring  director. 

251  Reply  to  Commission's  questionnaire  for  International  Superpower  Corporation,  Pt.  I. 

252  Public  Examination,  Calvin  Bullock  Group,  at  4027. 
2«!  Id.,  at  3998-9. 

254  Id.,  Commission's  Exhibit  No.  397. 

255  Id.,  at  3992. 

250  Op.  cit.  supra,  note  251,  Pt.  I. 
^■'  Ibid. 
558  Ibid. 
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an  underwriting  cost  of  $1,102,500,  exclusive  of  the  option  warrants 
which  were  never  exercised  in  spite  of  favorable  market  conditions.^^^ 
The  underwriting  commission  ranged  from  9%  to  11%,  while  Hugh 
Bullock  testified  that  the  formula  was  expected  to  yield  in  the  neigh- 
borhood of  10%.-'^°  Thereafter  the  shares  of  the  investment  company 
were  marketed  by  the  gi-anting  of  short-term  option  warrants  to  Cal- 
vin Bullock,  acting  for  a  syndicate  and  individually,  as  follows : 

On  July  1,  1929,  Calvin  Bullock  agreed  to  pay  to  the  investment 
company  $15,000  for  which  the  investment  company  agreed  to  issue 
options  to  that  sponsor  for  40.000  shares  of  its  common  stock. ^"^^  One 
block  of  20,000  shares  could  be  called  for  within  three  months  at  $60 
a  share  and  the  other  block  of  20,000  shares  was  available  for  six 
months  at  $70  a  share.^'^-  All  of  the  options  were  exercised  during  a 
period  when  the  market  price  for  the  stock  ranged  from  $77  to  $90. 

On  August  1, 1929,  three-month  options  for  40,000  more  shares  were 
sold  to  Calvin  Bullock  for  $20,000.-*^^  This  consideration  was  not 
paid  until  1932,  when  International  Superpower  Corporation  was 
merged  with  Bullock  Fund,  Ltd.  These  options  called  for  blocks  of 
10,000  shares  at  75,  77,  83,  and  85,  respectively.  Only  the  first  10,000 
shares  were  taken  down  during  a  period  when  the  market  was  around 
88.^*^*  In  both  instances  Calvin  Bullock  received  five-year  option 
warrants  as  provided  under  the  original  underwriting  agreement. 
By  this  device  the  capital  of  the  investment  company  was  increased 
by  $3,350,000,  while  the  profits  to  the  syndicate  were  limited  only  by 
the  market  price. 

In  order  to  achieve  this  additional  distribution  it  was  necessary 
for  the  syndicate  to  sell  115,000  shares  through  dealers  and  120,000 
shares  upon  the  exchange  and  to  purchase  about  151,000  shares  upon 
the  exchange. ^"^'  The  active  trading  was  conducted  primarily  upon 
the  New  York  Curb  Exchange.^"*^ 

The  options  were  granted  at  prices  wdiich  were  close  to  or  below 
the  market  price.  The  success  of  the  financing  depended  upon  the 
market  and,  perhaps  more  important,  the  ability  of  the  syndicate  to 
handle  the  market  successfully.  Hugh  Bullock  denied  that  purchases 
were  made  of  the  shares  on  the  market  to  cause  an  increase  in  market 
price  so  that  sales  could  be  made  off  the  market  at  such  advances.^^^ 
However,  trading  operations  conducted  by  the  syndicate  in  two  ac- 
counts involved  37%  of  the  volume  and  77%  of  the  number  of  trans- 
actions upon  the  New  York  Curb  Exchange  in  those  shares.^^^  Such 
activities  were  anticipated  in  the  creation  of  the  syndicate  for  the 
purpose  of  maintaining  the  market.^''®  Because  of  the  upward  price 
movement,  the  stock,  at  the  peak,  was  almost  50%  more  than  its 


2«0  Id.,  Pt.  V. 

^0  Op.  cit.  supra,  note  252,  at  4038. 

2a  Op.  cit.  supra,  note  251,  Pt.  I. 

2«2  Ibid. 

2«3  Ibid. 

2M  Id.,  Pt.  V. 

*«'0p.  cit.  supra,  note  252,  at  4045-6. 

«« Id.,  at  4057. 

2-"  Id.,  at  4049. 

28»  Id.,  at  4064. 

280  Id.,  at  4066. 
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liquidating  value.     Hugh  Bullock  testified  with  respect  to  the  second 
syndicate  account.^^*^ 

Q.  So  that  you  wouldn't  have  any  doubt  in  your  mind  that  the  purchase  of 
107,000  shares  on  the  open  market,  and  the  sale  only  of  55,000  shares,  had  an 
influence  in  raising  the  price  of  the  stock  on  the  market? 

A.  Not  particularly.    By  that  I  mean,  it  had  no  particular  influence. 

Q.  The  effect  of  it  would  be  to  raise  the  price,  would  it  not? 

A.  When  there  are  more  buyers  than  sellers,  the  price  goes  up,  but  as  to  how 
much  it  goes  up  is  another  matter. 

The  total  profit  from  the  two  syndicate  accounts  was  about  $350,000. 
Thereafter,  Calvin  Bullock  engaged  in  continued  efforts  to  support 
the  market  in  the  shares  of  the  investment  company  and  suffered 
losses  which  more  than  wiped  out  this  profit.^^^ 

The  sale  of  the  shares  of  an  investment  company  under  an  option 
arrangement  may  be  likened  to  "best  efforts"  underwriting  contracts 
in  that  there  is  no  firm  commitment  to  buy  a  fixed  amount  of  shares 
at  a  specified  price.  However,  in  the  best  effort  contracts,  the  under- 
writer or  the  distributor  sold  shares  as  an  agent  for  the  issuing  in- 
vestment company  at  a  fixed  price  and  for  a  predetermined  commis- 
sion. Also,  the  absence  of  a  firm  commitment  was  usually  reflected 
in  a  reduced  loading  charge.  By  the  use  of  options  in  connection 
with  the  distribution  of  investment  company  shares  the  underwriter 
or  distributor  acted  as  principal,  and  the  prices  paid  by  new  share- 
holders, which  determined  the  sales  profits  were  fixed  by  the  market 
price  of  the  stock  which  might  be  affected  by  the  market  operations 
of  the  underwriter. 

The  Goldman  Sachs  Trading  Corporation 

An  example  of  "over-allotment"  or  overselling  of  investment  com- 
pany shares  on  a  stock  exchange  in  connection  with  an  original 
offering  is  furnished  by  The  Goldman  Sachs  Trading  Corporation. 

The  Goldman  Sachs  Trading  Corporation  was  organized  on  De- 
cember 4,  1928,  by  the  brokerage  and  investment  banking  firm  of 
Goldman,  Sachs  &  Co.^''^  This  sponsor  exercised  complete  control 
over  the  affairs  of  the  investment  company  at  all  times  until  Atlas 
Corporation  formally  assumed  control  on  April  IT,  1933,  on  which 
date  the  name  of  The.  Goldman  Sachs  Trading  Corporation  was 
changed  to  Pacific  Eastern  Corporation.-^^ 

The  original  offering  of  the  shares  of  The  Goldman  Sachs  Trad- 
ing Corporation  consisted  of  1,000,000  shares  of  coimnon  stock  which 
were  underwritten  by  Goldman,  Sachs  &  Co.  for  a  cash  considera- 
tion of  $100,000,000.  As  stated  in  the  original  offering  circular, 
100,000  shares  were  retained  by  this  sponsor  and  the  balance  of 
900,000  shares  was  distributed  through  a  selling  group  at  $104  a 
share.  The  $4  spread  was  allocated  $2  to  Goldman,  Sachs  &  Co. 
and  $2  to  the  selling  group.     Goldman,  Sachs  &  Co.  also  took  a  par- 

2'"  Id.,  at  4051. 
2^1  Id.,  at  4101. 

2'2  Public  Examination,  The  Goldman  Sachs  Trading  Corporation,  Commission's  Exhibits 
Nos.  1652,  1654. 
==■3  Id.,  at  15862-4. 
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ticipation  consisting  of  83,108  shares  in  the  selling  group  for  dis- 
posal through  their  retail  sales  department.^'^ 

In  addition  to  the  $10,000,000  investment  purchase  by  Goldman, 
Sachs  &  Co.  and  allotments  for  some  $6,000,000  of  the  shares  to  the 
members  of  that  firm  and  their  families,  other  subscriptions  to  close 
business  associates  brought  such  private  placements  to  at  least 
$50,000,000.  These  sales  were  made  at  $102  net  per  share  by  constitut- 
ing them  a  "preferred  list"  and  including  them  among  the  participants 
in  the  selling  group.^^^ 

This  offering  was  oversubscribed  at  least  twice  '^'^  and  in  making- 
allotments,  50,000  shares  were  oversold.  The  nature  of  tliis  situation 
was  ex]_)lained  in  the  further  testimony  of  Waddill  Catcliings :  ^^ 

Q.  In  connection  with  the  distribution  of  tliese  securities  throiigh  the  selling 
groups  Goldman,  Sachs  &  Co.  had  an  account,  isn't  that  so,  in  which  there 
was  an  overallotment  of  shares? 

A.  In  the  original  sale  of  securities  Goldman,  Sachs  &  Co.  sold  1,050,000 
shares  although  it  had  only  1,000,000  shares  that  they  purchased  from  the 
company.     They  oversold  50,000  shares. 

Q.  And  that  was  an  overallotment  by  Goldman,  Sachs,  the  banking  firm? 

A.  That  is  correct. 

Q.  Overallotment  means  simply,  does  it  not,  that  they  confirmed  orders  to 
purchase,  or  made  contracts  to  sell  50,000  sliares  more  than  the  original  1,000,- 
000  that  was  issued;  isn't  that  true? 

A.  That  is  correct.  The  expression  "overallotment"  is  made  as  you  are 
allotting  to  the  subscribers.  It  is  strictly  an  oversale.  You  sell  that  amount 
short,  so  to  speak. 

Q.  It  corresponds  to  a  short  sale? 

A.  It  is  actually  a  short  sale.     An  overallotment  is  a  short  sale. 

2Ti  Id.,  Commission's  Exhibit  Nos.  1655,  1656,  and  1659. 

"^  Id.,  at  15924-8.  Shares  of  The  Goldman  Sachs  Trading  Corporation  were  sold  to  the 
following  purchasers  who  were  not  dealers  in  securities  and  whose  individual  allotments  in 
the  selling  group  each  totaled  5,000  shares  or  more  (id.,  Commission's  Exhibit  1660)  : 

Shares 

B.   M.   Baruch 5,  000 

Conway    Co 10,  000 

Delmar    Capital    Corp 75,  000 

Dr.   John  T.   Dorrance   and    Wife 11,  000 

/Goldman,    Sachs   &    Co.   employees 14,  593 

iGoldschmidt    Trust 6,  250 

Georgette    Goldschmidt 1,  750 

The   Howard   Co 15,  000 

Jackson    Johnson 10,  000 

Kleinwort,    Sons   &   Co 21,  500 

Albert    Lasker 10,  000 

Eugene    Meyer,    Jr 20,  000 

Mudge-Weir    Securities    Corp 5,  000 

McKenna    Corp 7,  500 

Conde   Nast 20.  000 

Wm.  C.  Potter  &  Associates 5,  400 

F.    C.    Rand 10,  000 

George  P.   Rand 7,  500 

[Raywarn    Corp 10,  000 

^Renraw,     Inc .30, 000 

iHarry   Warner   &  Associates 5.  000 

Mrs.   Alice  G.    Sachs 7  508 

E.    H.    Watson 10,  QOO 

Westover  Trading  Co 5,  000 

Ernest  L.  Woodward 20,  000 

34.3.  001 
*^«  Derived  from  supplementary  information  supplied  the  Commission  for  The  Goldnmn 
Sachs  Trading  Corporation. 

=*"  Op.  cit.  supra,  note  272,  at  15935-7. 
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Q.  That  is  right.  You  haven't  the  securities  and  you  hope  to  be  able  to  get 
them. 

A.  Not  only  hope,  you  have  to  get  them. 

Q.  Ox'  else — well,  there  isn't  any  "else." 

A.  There  isn't  any  "else."    You  go  bankrupt,  if  you  are  responsible  in  business. 

Q.  So  you  had  a  position  where  Goldman,  Sachs  &  Co.  overallotted  50,000 
shares,  and  where  they  had  to  acquire  these  securities? 

A.  They  sold  95O,CO0  shares.  They  had  to  acquire  50,000  in  the  market,  or 
they  had  to  use  part  of  the  100,000  shares  they  had  bought  for  investment.  In 
order  to  retain  the  100,000  shares  they  bought  for  investment,  they  would  have 
to  purchase  50,000  shares  from  somebody  else. 

Inasmuch  as  Goldman,  Sachs  &  Co.  felt  bound  to  retain  its  pub- 
licized position  of  100,000  shares  and  its  participation  in  the  selling 
group  evidently  was  earmarked  for  resale  to  customers  of  that  firm, 
this  overallotment  of  50,000  shares  had  to  be  covered  by  purchases 
in  the  open  market  or  by  private  negotiations. 

From  December  10,  1928,  the  effective  date  of  admission  of  the 
stock  of  The  Goldman  Sachs  Trading  Corporation  to  trading  on  the 
New  York  Curb  Exchange,  through  December  29,  1928,  Goldman, 
Sachs  &  Co,  covered  28,800  shares  of  its  overallotment  or  short  position 
through  purchases  in  the  open  market.  The  bankers'  purchases  rep- 
resented two-thirds  of  the  volume  traded  on  the  New  York  Curb 
Exchange  on  the  days  upon  which  such  purchases  were  made,  and 
constituted  40%  of  the  total  volume  over  the  period.  Purchases  dur- 
ing January  1929  in  the  open  market  brought  the  total  stock  so 
acquired  to  32,841  shares,  at  an  average  cost  of  $112.09  per  share.-'® 

Purchases  by  private  negotiation  accounted  for  14,822  shares  of  the 
overallotment  at  an  average  cost  of  $118  34  per  share.-"^  Of  these 
repurchases,  made  from  December  10,  1928,  to  January  10,  1929,  in- 
clusive, the  great  bulk  were  negotiated  with  three  members  of  the 
"preferred  list"  who  were  also  included  in  the  selling  group.  Ac- 
cordingly, within  two  weeks  of  the  delivery  date  (January  4,  1929) 
of  temporary  certificates  or  of  interim  receipts,  profits  of  as  much  as 
17%  points  were  made.^®" 

While  the  covering  of  the  overallotment  was  made  at  a  consider- 
able expense  to  Goldman,  Sachs  &  Co.,  this  operation  took  the  place 
of  the  trading  acount  which  customarily  accompanied  the  original 
distribution  of  such  substantial  issues.     However,  after  deducting 

"8  Id.,  at  15919  and  Commission's  Exhibit  No.  1661. 

^'8  Id.,  Commission's  Exhibit  No.  1661.  The  remaining  2,337  shares  were  transferred 
from  the  original  purcliase  account  of  Goldman,  Sachs  &  Co.     (Tbid.) 

28"  Direct  transactions  with  members  of  the  "preferred  list"  were  as  follows  (op.  clt. 
supra,  note  272,  Commission's  Exhibits  Nos.  1660,  1661)  : 


Name  of  seller 

Shares 
allotted 

Shares 
sold 

Sales 
prices 

Gross  profits 

from  shares 

sold 

Dates  of  sales 

Delmar  Capital  Corp 

75,000 
21,  500 
7,500 

8,000 
f          655 
1          265 
f      1, 552 
1      3, 450 

118 

119 

119 

119M 

119^ 

$128,000 
11,135 
4,505 
27,  548 
60, 375 

Jan.      7, 1929 

Kleinwort  Sons  &  Co 

Jan.      9, 1929 

McKenna  Corporation 

Jan.      2, 1929 
Jan.    10,1929 

Total - 

104,000 

13, 922 

$231,  563 
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$478,227.50  net  trading  loss  in  covering  the  overallotment  and  other 
expenses  of  $303,000,  the  net  underwriting  and  selling  group  profit 
realized  by  Goldman,  Sachs  &  Co.  amounted  to  $l,184,988.c0.2«^ 

The  prospectus  used  by  Goldman,  Sachs  &  Co.  had  represented 
that  The  Goldman  Sachs  Trading  Corporation  would  have  a  capitali- 
zation of  $100,000,000  and  would  issue  1,000,000  shares  of  its  capital 
stock  and  on  December  7,  1928,  the  New  York  Curb  Exchange  ad- 
mitted to  trading,  on  a  when-as-and-if-issued  basis,  the  1,000,000 
shares  of  capital  stock  of  The  Goldman  Sachs  Trading  Corporation 
which  had  been  sold  to  Goldman,  Sachs  &  Co.-^-  The  certificate  of 
incorporation  of  The  Goldman  Sachs  Trading  Corporation  specifi- 
cally denied  to  its  stockholders  the  preemptive  right  to  purchase  any 
additional  offerings  of  the  company's  stock  and  this  fact  was  pub- 
licized in  the  prospectus.^^^  However,  the  New  York  Curb  Ex- 
change, as  a  prerequisite  to  the  listing  of  the  1,000,000  shares  of  the 
company's  stock  then  to  be  issued  by  the  investment  company,  re- 
quired the  investment  company  to  adopt  a  resolution  to  the  effect 
that  stockholders  were  to  be  afforded  an  opportunity  to  subscribe 
to  additional  issues  of  stock  for  cash  unless,  in  the  judgment  of  the 
company's  board  of  directors,  it  was  not  feasible  to  do  so.  This 
resolution  was  adopted  by  the  Board  of  Directors  of  The  Goldman 
Sachs  Trading  Corporation  on  December  14,  1928.^^* 

On. December  10,  1928,  the  first  clay  of  trading  in  the  stock  of  The 
Goldman  Sachs  Trading  Corporation,  the  stock  opened  at  a  price 
of  $108  a  share  and  by  December  31,  1928,  was  selling  for  $117  a 
share. ^^^  At  this  point  the  investment  company,  without  the  knowl- 
edge of  either  the  New  York  Curb  Exchange  or  the  existing  public 
holders  of  its  stock,  commenced  to  sell  its  own  shares  on  the  New 
York  Curb  Exchange.  At  this  time  the  investment  company  pos- 
sessed none  of  its  own  stock  other  than  its  authorized  but  unissued 
shares  in  excess  of  the  1,000,000  shares  it  had  already  issued.  Fur- 
thermore, the  board  of  directors  of  the  investment  company  had  not 
in  any  corporate  resolution  approved  the  issuance  of  more  than 
1,000,000  shares  of  its  capital  stock,  nor  had  the  Curb  Exchange  ad- 
mitted more  than  the  original  1,000,000  shares  of  the  company's  stock 
to  trading  in  its  market.  As  a  consequence,  the  corporation  was 
placed  in  a  position  of  selling  its  own  stock  "short,"  an  activity 
which  Waddill  Catchings,  the  president  of  The  Goldman  Sachs  Trad- 
ing Corporation  and  a  partner  in  Goldman,  Sachs  &  Co.,  conceded 
might  have  a  depressing  effect  on  the  market  price  of  the  com- 
pany's stock :  ^^® 

Q.  You  believe,  do  you  not,  Mr.  Catchings,  and  this  is  back  of  the  arguments 
of  all  the  disciples  of  short  selling,  that  short  selling  has  a  propensity  or  the 
effect  of  preventing  substantial  rises  in  price  in  the  market 

A.  I  am  not  a  disciple  of  short  selling. 

^^  Op.  cit.  supra,  note  272,  Commission's  Exhibit  No.  1661. 
.    282  Op.  cit,  .supra,  note  272,  Commission's  Exhibits  Nos.  16.56  and  1658.     Although  only 
1,000,000  shares  were  to   be  issued,   the  authorized  capitalization  of  The  Goldman  Sachs 
■Trading  Corporation  was  2,500.000  shares.      (Id.,  Commission's  Exhibit  No.  1652.) 

=^  Op.  cit.  supra,  note  272,  Commission's  Exhibit  No.  1652. 

=»^  Id.,  at  15919-23  and  op.  cit.  supra,  note  276. 

^^^Op.  cit.  supra,  note  272,  at  15937-8  and  15914. 

^  Id.,  at  15940-2. 
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Q.  You  will  agree  with  their  argument? 

A.  I  don't  know  about  that.     I  am  just  giving  you  the  fact  as  best  I  can,- 
Q.  Might  not  an  offering  of  125,000  shares  of  stock  tend  to  cheek  a  rise  uk 
price? 

A.  I  should  certainly  think  it  might. 

In  its  short-selling  activities  the  position  of  The  Goldman  Sachs 
Trading  Corporation  was  such  that  it  could  suffer  no  loss.  If  the 
market  price  of  its  stock  declined  the  corporation  could  cover  its 
short  position  by  purchases  of  its  stock  in  the  market  at  lower  prices 
than  those  at  which  it  had  sold  the  stock.  •  In  this  situation  the  cor- 
poration would  derive  a  profit  at  the  expense  of  its  own  stockholders 
who  had  sold  their  shares  to  the  corporation.  If  the  market  price 
of  its  stock  rose  the  directors  of  the  corporation  could  cover  its 
short  position  by  approving  the  issuance  of  additional  shares  of  its 
authorized  but  unissued  stock.  In  this  case,  however,  the  existing 
stockholders  would  be  deprived  of  the  preemptive  right  which  the 
corporation  had  agreed  with  the  New  York  Curb  Exchange  to  accord 
to  its  stockholders  where  feasible. 

Moreover,  the  short  selling  activities  of  The  Goldman  Sachs  Trad- 
ing Corporation  might  have  been  advantageous  to  its  sponsor.. 
Goldman,  Sachs  &  Go.  The  short  selling  operations  of  The  Gold- 
man Sachs  Trading  Corporation  were  conducted  largely  during  the 
period  when  Goldman,  Sachs  &  Co.  was  engaged  in  covering  its 
overallotment  and  quite  likely  served  to  retard  the  advance  in 
the  market  price  of  the  company's  stock.^^^ 

Between  December  31,  1928  and  February  3,  1929,  The  Goldman 
Sachs  Trading  Corporation  sold  "short"  125,000  shares  of  its  own 
stock  at  an  average  price  of  $126.21  per  share  for  total  proceeds  in 
excess  of  $15,000,000.  These  sales  by  the  corporation  constituted 
69%  of  the  total  transactions  in  its  stock  on  the  New  York  Curb 
Exchange.^^^ 

On  February  3,  1929,  the  New  York  Curb  Exchange  became  aware 
of  the  short-selling  activities  of  The  Goldman  Sachs  Trading  Cor- 
poration and  requested  the  corporation  to  cease  selling  its  stock. 
On  this  point  Mr.  Catchings  testified :  ^^^ 

Q.  In  any  event  you  sold  pursuant  to  the  [the  prospectus]  1,000,000  shares 
and  then  sold  125,000  shares  technically  short,  because  you  physically  didn't 
have  possession  of  those  securities,  and  you  raised  an  additional  $15,000,000? 

A.  They  were  authorized  to  be  issued.  The  only  thing  is  that  they  were  not 
at  the  time  listed,  but  they  were  listed  there  on  February  3rd. 

Q.  This  stock  was  admitted  to  trading  on  the  New  York  Curb  Exchange.  Did 
the  Curb  Exchange  have  anything  to  say  about  The  Goldman  Sachs  Trading 
Corporation  who  announced  that  they  were  going  to  sell  a  million  shares  and 
their  listing  application  disclosed  only  a  million  shares  when  the  Curb  Exchange 
found  that  The  Goldman  Sachs  Trading  Corporation  was  selling  additional  shares 
in  the  open  market? 

A.  Yes ;  the  Curb  Exchange  said  that  they  didn't  want  us  to  do  it  and  that  Is 
the  reason  we  stopped  at  125,000. 


287  Mr.  Catchings,  however,  denied  that  the  selling  activities  of  The  Goldman  Sachs 
Trading  Corporation  were  intended  to  depress  the  market  price  of  its  stock  in  order  to 
enable  Goldman,  Sachs  &  Co.  to  cover  its  over-allotment  at  lowest  possible  prices  in  the 
market.     (Op.  cit.  supra,  note  272,  at  15939  and  15941.) 

2S8  Op.  cit.  supra,  note  272,  at  15909,  and  Commission's  Exhibit  No.  1665. 

288  Id.,  at  15917. 
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On  February  3, 1929,  the  additional  shares  of  the  stock  of  The  Gold- 
3nan  Sachs  Trading  Corporation  which  it  had  sokl  short  were  listed 
for  trading  on  the  New  York  Curb  Exchange  and  on  February  5, 
1929,  the  Board  of  directors  of  the  corporation  for  the  first  time 
authorized  the  issuance  of  an  additional  125,000  shares  of  the  com- 
pany's stock  to  cover  its  short  position  in  the  market.^^°  The  resolu- 
tion authorizmg  an  issuance  of  the  shares  furtlier  stated  that  "it  has 
been  deemed  unprofitable  to  sell  such  additional  shares  for  such  price 
by  first  offering  them  to  the  outstanding  stockholders  of  the  corpora- 
tion." -^^  On  February  5,  1929,  the  market  price  of  the  company's 
stock  was  179%.  Had  the  company  attempted  to  cover  its  short  posi- 
tion by  market  purchases  it  would  have  suffered  a  trading  loss  of 
approximately  $6,677,000. 

From  the  standpoint  of  the  purchasers  of  the  original  1,000,000 
shares  of  the  corporation,  two  aspects  of  the  undisclosed  additional 
selling  of  its  shares  by  the  corporation  must  be  noted.  In  the  first 
place  the  actual  capitalization  of  the  corporation  became  different 
from  that  which  the  prospectus  represented  the  corporation  would 
initially  possess.  The  prospectus  did  not  inform  the  stockholders 
that  the  corporation  intended  to  sell  additional  shares  in  the  market 
if  market  conditions  justified  such  a  step.  On  this  point  Mr.  Catch- 
ings  testified :  -^^ 

Q.  *  *  *  Now  in  your  offering  circular,  Mr.  Catcliings,  you  stated  "Capi- 
talization, Capital  Stock,  no  par  value.  Authorized — 2,500,000  sliares ;  to  be 
presently  issued  1,000,000  shares."  And  we  find  that  before  the  delivery  date 
[of  the  original  1,000,000  shares  offered  by  the  corporation],  January  4,  1929, 
that  not  only  was  that  1,000,000  shares  sold,  but  Goldman  Sachs  Trading  Cor- 
poration was  selling  stock  on  The  Exchange  and  over-the-counter  in  addition  to 
that  million  shares;  isn't  that  so? 

A.  That  is  correct.     It  began  on  the  30th  or  31st  of  December  1928. 

Q.  Now  it  is  one  thing  for  a  person  to  be  a  stockholder  in  a  $100,000,000  in- 
vestment company  and  another  thing  for  him  to  be  a  stockholder  in  an  invesjt- 
ment  company  that  has  .$115,000,000 ;  and  it  is  another  thing  being  a  stockholder 
in  a  corporation  that  has  $234,000,000  and  it  is  another  thing  to  be  a  stockholder 
in  a  corporation  that  has  $329,000,000,  isn't  it? 

A.  I  don't  know  just  what  you  mean  by  "another  thing,"  but  obviously  the 
corporations  are  different    *     *     *. 

******* 

Q.  So  that  within  a  short  time  anyway  you  decided  to  increase  the  size  of  the 
funds  from  a  hundred  to  one  hundred  and  fifteen  million. 

A.  Yes ;  and  it  might  have  been  more.    You  know,  it  wasn't     *     *     *. 

Q.  A  fixed  amount.    If  you  could  have  sold  more  you  would  have  sold  more? 

A.  No,  I  don't  think  that  is  right.  More  could  have  been  sold  but  actually 
125,000  were  sold. 

******* 

Q.  So  from  that  aspect  the  only  limitation  you  had  on  the  amount  of  stock 
you  could  sell  that  way  was  the  original  authorized  2,500,000  shares  ? 


280  Id.,  at  15912  and  15917. 

2»i  Minutes    of  the   meeting  of  the  board   of   directors   of  The  Goldman   Sachs   Trading 
Corporation  held  on  February  5,  1929. 

2^  Op.  cit.  supra,  note  272,  at  15910-11  and  15914-15. 
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A.  Yes ;  and  if  you  had  sold  that  amount  you  probably  could  have  gotten  the 
consent  from  the  stockholders  to  issue  more ;  so  that  was  the  only  limit  without 
the  approval  of  the  stockholders. 

Q.  Secondly,  there  was  no  statement  in  the  prospectus  that  it  was  contem- 
plated that  if  the  market  was  good  they  would  immediately  sell  more  stock? 

A.  You  have  got  a  copy  of  the  prospectus  right  there. 

In  the  second  place,  although  the  original  stockholders  derived  the 
advantage  through  their  aliquot  interest  in  the  corporate  assets  of 
these  additional  sales  of  the  corporation's  stock  at  prices  higher  than 
the  original  offering  price,  they  were  deprived  of  the  personal  profits 
which  might  have  accrued  to  them  if  the  preemptive  right  had  been 
accorded  to  them.    Mr.  Catchings  testified  :  ^'^^ 

Q.  *  *  *  Now  in  this  case  where  the  12.5,000  additional  shares  were  sold 
for  approximately  $15,000,000,  the  market  during  the  time  ranged  from  117  you 
say  to  ultimately  139.  Now  if  pursuant  to  this  resolution  the  stockholders  are 
given  their  preemptive  right,  they  would  have  gotten  the  stock  at  $100  and  they 
would  have  realized  a  profit  of  $17  to  $39  a  share. 

A.  They  got  it  anyhow,  they  realized  it  through  the  corporation. 

Q.  That  is  they  realized  it  through  their  aliquot  participation  in  the  corpora^ 
tion. 

A.  That  is  correct. 

Q.  But  here  was  an  individual  who  was  a  stockholder,  and  as  far  as  his 
personally  realizing  it  as  counter  distinguished  from  the  investment  trust,  he 
was  deprived  of  that  opportunity,  isn't  that  so? 

A.  I  don't  believe  that,  under  the  circumstances,  it  would  have  been  feasible 
to  offer  stock  to  the  stockholders  at  $100  and  grant  them  a  preemptive  right. 
The  whole  purpose  of  the  transaction  would  have  been  defeated  if  that  had 
been  done. 

E.  Underwriting  Benefits  and  Profits 

The  influence  and  control  of  investment  bankers  over  investment 
trusts  and  investment  companies  was  probably  most  effective  in  deter- 
mining the  amount  and  character  of  compensation  they  should  re- 
ceive for  underwriting  the  issues  of  such  enterprises.  This  compen- 
sation took  a  variety  of  forms,  such  as  cash,  option  warrants,  free 
stock,  etc."''*  Out  of  a  total  of  204  public  offerings  through  the  aid  of 
bankers  during  1927-1935,  options  were  given  to  the  bankers  in  53 
cases  and  securities  were  given  in  three  cases,  without  the  payment  of 
Cash  or  property  therefor.  This  practice  was  particularly  wide- 
spread in  1928  and  1929  when  bankers  received  options  in  53  out  of 
138  issues,  including  31  out  of  51  common  stock  issues.  In  addition, 
more  indirect  benefits  naturally  arose  from  the  control  of  the  sub- 
stantial funds  possessed  by  closed-end  management  investment  com- 
panies. Furthermore,  this  remuneration  was  sometimes  given  for 
management  and  other  services,  as  well  as  for  marketing  the  issues 
of  the  investment  enterprise.  It  was  accordingly  difficult  to  arrive 
at  the  true  value  of  the  benefits  received  and  to  allocate  them  to  the 
various  functions  for  the  purposes  of  any  comprehensive  analysis  of 
underwriting;  costs. 


203  Id.,  at  15921-2. 

=»4Pt.  Two  (House  Doc.  No.  70,  76tb  Cong.),  Ch.  Ill,  pp.  203-6,  and  Table 
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The  cash  compensation,  based  upon  the  published  loading  charge,^^^ 
was  itself  a  sizable  amount.  It  was  reported  by  163  closed-end  man- 
agement investment  companies  proper  and  21  management  investment 
holding  companies  that  they  paid  $116,519,000  for  the  marketing  of 
their  securities  for  a  total  of  $2,109,000,000  so  that  the  selling  load 
averaged  about  5.5%  of  the  offering  price  and  5.8%  of  the  net  pro- 
ceeds to  the  investment  companies.-*'*^  Furthermore,  such  loads  were 
sometimes  computed  upon  shares  sold  upon  part-paid  bases,  the  un- 
paid balances  of  which  were  subject  to  cancelation,^^'  while  the  possi- 
bility of  pyramiding  selling  commissions  through  intercompany 
holdings,  without  adding  any  new  money  to  the  industry,  also  pre- 
sented itself. 

As  has  been  indicated,  J.  &  W.  Seligman  &  Company,  the  invest- 
ment bankers  for  Tri-Continental  Corporation,  received  $3,000,000 
for  marketing  the  $53,000,000  issues  of  Tri-Continental  Corporation 
but  received  $7,000,000  for  marketing  in  August  1929  the  $57,000,000 
of  new  securities  issued  by  Tri-Continental  Allied  Company,  Inc., 
or  a  load  increase  from  6%  to  14%  of  the  net  proceeds.  Option  w^ar- 
rants  paid  by  Tri-Continental  Corporation  as  added  compensation 
for  marketing  its  shares  were  largely  offset  by  sales  assistance  derived 
from  option  warrants  given  by  Tri-Continental  Allied  Company, 
Inc.,  for  the  same  general  purposes.^^* 

Similarly,  Petroleum  Corporation  of  America  ^^^  was  organized  in 
January  1929  by  Blair  &  Company,  Inc.,  investment  bankers.  The 
bankers  agreed  to  underwrite  650,000  shares,  to  be  sold  to  the  public 
at  $34  a  share — $20  in  cash  and  $14  subject  to  call,  by  a  firm  commit- 
ment at  $31  a  share,  and  to  "use  their  best  efforts"  to  procure  pur- 
chasers for  an  additional  2,600,000  shares  on  which  they  would  also 
receive  a  commission  of  $3  a  share. 

The  total  underwriting  compensation  thus  amounted  to  $9,750,000, 
or  over  8%  of  the  net  proceeds  to  the  investment  company.  Although 
the  bankers  had  a  firm  obligation  on  only  one-fifth  of  the  entire 
issue,^°"  they  were  entitled  to  the  full  underwriting  commission  upon 
the  payment  of  only  $20  of  the  $34  a  share.  The  obligation  to  col- 
lect the  additional  $14  per  share  from  the  purchasers,  rested  wholly 
on  the  investment  company.  On  June  30,  1929,  call  was  made  for 
the  $14  balance,  to  be  paid  the  following  October  1,  1929.  At  the  end 
of  that  year  $1,106,555  remained  unpaid  and  $117,240  was  still  unpaid 
at  the  end  of  1930.^°^^  On  January  29,  1936,  the  shares  representing  the 
unpaid  balance  were  sold  for  about  $104,600  at  public  auction  by  the 
corporation  to  recover  the  calls  yet  due. 

In  addition  to  this  cash  compensation  the  bankers  also  received 
five-year  option  warrants  to  buy  1,625,000  additional  shares  of  stock 
at  $34  a  share.     Of  these  1,625,000  warrants,  50,000  were  allocated 


2»5  For  a  discussion  of  the  computation  of  tlie  published  loading  charge  see  Pt.  Two 
(House  Doc.  No.  70,  76th  Cong.),  Ch.  Ill,  pp.  203-6. 

^^  Ibid.,  and  Table  67.  The  average  rate  of  compensation  for  the  public  distribution  of 
only  the  closed-end  management  investment  companies  proper  was  the  same.      (Ibid.) 

2"  See  supra,  pp.  912  et  seq. 

2»8Por  further  details  see  supra,  pp.  885  et  seq. 

28»Por  further  details  see  Ch.  II  of  this  part  of  the  report,  supra,  pp.  227-309. 

aoo  Public  Examination,  Petroleum  Corporation  of  America,  at  2923-6. 

301  Id.,  at  2929. 
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for  management. ^*^-  These  warrants,  exercisable  at  the  offermg  price, 
clearly  had  substantial  market  value  during  the  latter  part  of  1929. 
As  late  as  1930,  the  warrants  sold  for  as  high  as  $5%  per  warrant  or 
$9,500,000  for  the  total  block.^^^^  Blair  &  Company,  Inc.,  as  the  syn- 
dicate manager,  sold  201,700  option  warrants  for  a  total  of 
$571,425.^**  Apparently  no  further  attempts  were  made  to  sell  war- 
rants during  the  period  of  distribution  because  such  a  procedure 
would  have  interfered  with  the  distribution  program. ^°^  None  of  the 
option  warrants  was  ever  exercised.^°^ 

Italian  Superpower  Corporation 

Yet  another  illustration  of  extensive  selling  compensation  to  the 
sponsor-distributor  is  provided  by  Italian  Superpower  Corporation. 

On  January  19,  1928  American  interests,  headed  by  Bonbright  & 
Co.,  Inc.,  and  Field,  Glore  &  Co.,  Inc.,  investment  bankers,  and  Italian 
interests,  headed  by  Banca  Commerciale  Italiana,  an  Italian  commer- 
cial bank,  organized  Italian  Superpower  Corporation.^^^  The  capital 
assets  were  to  be  purchased  by  the  investment  company  from  those 
sponsors,  principally  from  the  Italian  group,  who  were  to  receive 
payment  i^  in  preferred  stock  and  %  in  cash  to  be  raised  by  the  sale 
to  the  American  public  of  $20,250,000  of  35-year,  6%  debentures. 

All  of  the  Class  B  voting  common  stock  was  to  be  divided  equally 
between  the  American  and  the  Italian  groups,  and  the  Class  A  non- 
voting common  stock  was  to  be  given  as  a  bonus,  half  to  the  pur- 
chasers of  the  preferred  shares  and  half  to  the  purchasers  of  the 
debentures.^^^  Although  303,750  shares  of  the  block  of  Class  A,  non- 
voting, common  stock  were  delivered  to  the  American  sponsors  for 
use  in  connection  with  the  sale  of  the  debentures,  at  the  time  of  the 
public  offering  on  January  31,  1928,  market  conditions  had  so  im- 
proved that  the  American  sponsors  distributed  only  101,250  Class  A 
common  shares  with  the  debentures  and  gave  ten-year  option  war- 
rants to  purchase  202,500  Class  A  common  shares  at  prices  ranging 
from  $10  to  $20  a  share-^^^  ^ach  unit  consisted  of  a  $1,000  debenture, 
five  shares  of  Class  A,  nonvoting  common  stock  and  an  option  war- 


3»2Id.,  at  3042.  In  addition,  the  investment  company  paid  approximately  $133,000  for 
qualifying  its  stock  in  the  desired  states,  for  listing  it  upon  the  desired  exchanges,  and  for 
organization  expenses,  including  all  issue  and  stamp  taxes  and  the  fees  and  disbursements 
of  underwriter's  counsel,  as  required  by  the  terms  of  the  underwriting  agreement.  (Reply 
to  the  Commission's  questionnaire  for  Petroleum  Corporation  of  America,  Pts.  I  and  V.) 

s^s  Op.  cit.  supra,  note  300,  at  2868-9. 

20*  Id.,  at  2869. 

3"=  Id.,  at  2869-70. 

SOS  Reply  to  the  Commission's  questionnaire  for  Petroleum  Corporation  of  America,  Pt.  V. 
The  distribution  of  the  shares  of  Petroleum  Corporation  of  America  is  also  of  interest  be- 
cause of  the  substantial  trading  in  the  shares  of  the  investment  company  which  was 
resorted  to  in  order  to  facilitate  the  sale  of  the  issue.  The  syndicate  apparently  had  to 
repurchase  about  800,000  shares  of  the  total  of  3,250,000  shares  which  were  origi- 
nally sold,  or  roughly  25%.  (Op.  cit.  supra,  note  300,  at  3044.)  The  public  offering  was 
In  fact  reduced  by  220,600  shares  sold  at  $31.25  to  a  selected  list,  largely  affiliated  with 
the  sponsors  (reply  to  Commission's  questionnaire  for  Petroleum  Corporation  of  America, 
Pt.  V),  and  by  500,000  shares  sold  to  Sinclair  Oil  Company,  later  known  as  Consolidated  Oil 
Company.      (Op.  cit.  supra,  note  300,  at  3045.) 

s"^  Reply  to  the  Commission's  questionnaire  for  Italian  Superpower  Corporation,  Pt.   I. 

308  Op.  cit.  supra,  note  173,  at  7660-4, 

300  Id.,  at  7662-3. 
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rant  to  purchase  ten  additional  shares.=^^^  These  option  warrants 
differed  from  the  usual  option  warrants  in  that  they  were  not  issued 
by  the  investment  company  but  were  issued  by  Bankers  Trust  Com- 
pany as  depository  for  the  American  sponsors.  If  the  warrants  were 
exercised,  the  proceeds  would  go  to  the  American  sponsors — if  they 
expired  unused,  the  shares  were  to  be  returned  to  these  sponsors. 
Another  120,000  shares  of  the  nonvoting  Class  A  common  stock  were 
given  with  the  sale  of  $6  cumulative  preferred  stock  for  $3,000,000  to 
interests  affiliated  with  the  spoiisors.^^^ 

As  a  consequence  the  American  sponsors  received  a  seven-point 
underwriting  spread  upon  the  debentures  and  221^%  of  the  common 
stock,  including  half  of  the  Class  B  common  stock  which  possessed 
the  entire  voting  power. ^^^  j^  was  urged  that  the  seven-point  spread 
was  to  cover  organization  expenses  and  other  costs  in  connection  with 
the  original  formation  of  the  company."^ 

After  operating  for  slightly  more  than  a  year,  Italian  Superpower 
Corporation  decided  to  raise  an  additional  $2,000,000  for  the  invest- 
ment company.  The  method  used  to  raise  these  additional  funds  was 
to  have  the  investment  company  repurchase  $2,000,000  of  its  outstand- 
ing debentures  and  then  sell  through  the  bankers  $4,000,000  of  de- 
bentures, $2,000,000  of  new  bonds  and  the  $2,000,000  of  repurchased 
bonds.^^*  The  reasons  for  the  adoption  of  this  procedure  of  buying 
back  $2,000,000  of  its  debentures  for  immediate  resale  were  not  made 
clear.  From  the  data  available  concerning  the  operation  of  this  repur- 
chase and  resale  account  the  effect,  if  not  the  purpose,  was  to  stabilize 
the  market  during  the  period  of  distribution  of  the  $2,000,000  of  the 
new  bonds.^^^ 

The  actual  operation  of  the  account  was  as  follows :  On  July  5, 1929, 
Italian  Superpower  Corporation  started  to  buy  back  its  6%  debentures 
and  by  July  16  had  purchased  $556,000  face  amount  of  debentures  at 
an  average  price  of  $781/2-  Apparently  during  the  same  period  Field, 
Glore  &  Co.,  Inc.  and  the  Banca  Commerciale  Trust  Company  had  also 
been  buying  debentures,  presumably  for  the  account  of  the  investment 
company  or  with  the  understanding  that  the  company  would  take  over 
these  debentures.  In  any  case,  on  the  16th  of  July  19*29,  the  investment 
company  purchased  from  these  two  bankers  a  total  of  $897,000  face 
amount  of  debentures  at  an  average  price  of  $80,  the  highest  price  paid 
during  the  operation  of  the  account.  From  July  5  to  July  16,  1929, 
while  these  purchases  were  being  made,  the  price  of  the  debentures  rose 
from  76  to  79.  On  July  18,  1929  the  American  bankers  made  an 
offering  of  $4,000,000  of  debentures  together  with  certain  options 
described  below.  At  the  time  of  this  offering  Italian  Superpower 
Corporation  was  prepared  to  issue  $2,000,000  of  new  debentures,  but 
had  actually  repurchased  only  a  total  of  $1,469,000  of  the  outstanding 
debentures.     Therefore,  the  sale  of  debentures  represented  a  short 


3W  Id.,  Commission's  Exhibit  No.  701. 

311  Op.  cit.  supra,  note  307,  Pt.  V. 

312  Op.  cit.  supra,  note  173,  at  7670,  7705. 

313  Ibid.  This  spread  may  be  compared  with  the  underwriting  commission  of  o%  upon  a 
subsequent  issue  of  the  same  debentures  coupled  with  similar  option  warrants  of  Italian 
Superpower  Corporation  on  July  18,  1929. 

31*  Id.,  at  7695-6. 

31=  Id.,  at  7700  and  op.  cit.  supra,  note  307,  Pt.  V. 
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position  on  the  part  of  the  investment  company  of  $531,000  which  was 
not  completely  covered  until  October  15,  1929.^^'^ 

As  a  result,  Italian  Superpower  Corporation  repurchased  $531,000 
face  amount  of  its  debentures  during  the  period  when  the  bankers  were 
distributing  $4,000,000  of  its  debentures.^"  The  short  position  in  the 
debentures  represented  about  13%  of  the  face  amount  of  the  offering 
and  16%  of  the  amount  actually  sold  by  the  investment  company.  The 
investment  company's  activities  in  repurchasing  $2,000,000  of  its  own 
bonds  in  order  to  facilitate  the  raising  of  $2,000,000  of  new  money 
presumably  saved  the  bankers  from  the  necessity  of  operating  an 
account  to  stabilize  the  market.  Although  the  selling  commission  to 
the  bankers  on  this  financing  was  ostensibly  only  5% ,  from  the  view- 
point of  the  net  increase  in  assets  realized  by  Italian  Superpower  Cor- 
poration from  this  operation  the  underwriting  cost  was  in  fact  more 
than  10%. 

When  examined  about  the  operation  of  a  stabilization  account  by 
an  investment  company  in  connection  with  a  distribution  by  bankers 
of  an  issue  of  its  securities  Sidney  A.  Mitchell  testified :  ^^^ 

Q.  So  far  as  your  experience  with  the  American  Superpower  and  the  one  or 
two  other  investment  trusts  you  were  interested  in,  and  mainly  utilities,  do  you 
know  of  any  instance  in  which  the  corporation  has  maintained  a  stabilizing 
account? 

A.  I  don't  know,  but  the  fact  I  don't  know  does  not  mean  at  all  that  they  may 
not  have  done  so. 

National  Investors  Group 

The  successive  financings  occasioned  by  the  formation  of  the  com- 
panies comprising  the  National  Investors  group  provided  compensa- 
tion for  distribution  in  the  form  of  option  warrants  for  the  shares  of 
the  parent  company  and  increasing  rates  of  selling  commissions  for 
each  successive  subsidiary  company. 

National  Investors  Corporation  was  organized  on  June  16,  1927, 
under  the  sponsorship  of  Fred  Y.  Presley,  Guardian  Detroit  Company 
of  Detroit,  Mich.,  and  Shawmut  Corporation  of  Boston,  Mass.  Vot- 
ing control  was  held  by  Guardian  Detroit  Company  while  Mr.  Presley 
exercised  complete  operating  control.  Three  investment  companies, 
known  as  Second  National  Investors  Corporation,  Third  National 


316  Derived  from  supplementary  information  supplied  the  Commission  for  Italian  Super- 
power Corporation. 

3"  Ibid. 

318  Op.  cit.  supra,  note  29,  at  7702.  Bonbright  &  Co.,  Inc.,  with  which  Mr.  Mitchell 
had  been  connected,  had  floated  several  hundred  millions  of  dollars  of  securities.  (Id.  at 
7703.)  Mr.  Mitchell  urged  that  Italian  Superpower  Corporation  did  not  involve  itself  in 
any  risk  by  reason  of  the  short  position  which  it  had  taken  in  its  debentures  at  the  time 
of  public  offering,  for  the  investment  company  was  repurchasing  the  debentures  at  78  at 
a  time  when  it  had  contracted  to  deliver  them  at  86.  (Id.,  at  7697-8.)  This  calculation, 
however,  ignored  the  fact  that  the  debentures  were  all  repurchased  free  of  warrants  or 
other  securities  and  were  sold  in  units  with  warrants  entitling  the  holder  to  purchase  15 
shares  of  Class  A,  nonvoting  common  stock  for  each  $1,000  bond.  (Ibid.)  These  warrants 
were  similar  to  those  which  had  been  sold  with  the  original  .$20,250,000  of  debentures  and 
the  early  warrants  were  then  selling  at  between  $8  and  $12.  (Id.,  at  7699.)  Therefore, 
it  may  reasonably  be  assumed  that  the  value  of  the  warrants,  which  were  added  to  the 
debentures  was  15  times  about  $10,  or  about  15  points  on  a  hundred  dollars  face  amount  of 
debentures.  Thus,  at  the  time  the  investment  company  was  repurchasing  debentures  a( 
$78,  it  had  contracted  to  deliver  at  $86  securities  worth  roughly  15  points  more  than  78. 
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Investors  Corj)oration,  and  Fourth  National  Investors  Corporation, 
were  organized  with  varying'  capital  structures  as  subsidiaries  of 
National  Investors  Corporation  and  the  combined  paid-in  capital  of 
the  group,  eliminating  cross  holdings,  was  some  $48,600,000.-^^^ 

The  shares  of  National  Investors  Corporation  were  sold  privately  by 
the  sponsors  in  return  for  option  warrants,  the  value  of  which  was 
allegedly  unknown  at  the  time."-*^  The  benefits  received  by  this  parent 
company,  through  its  position  as  a  preferred  buyer  of  the  shares  of 
the  subsequent  companies,  as  well  as  from  the  equity  leverage  thereby 
created  and  extended,  naturally  accrued  in  large  measure  to  those 
sponsors  through  their  option  warrants. 

The  Guardian  Detroit  Company  received  the  original  option  war- 
rants for  100,000  shares  of  common  stock  of  National  Investors  Cor- 
poration under  an  agreement  contemplating  a  specified  plan  of  redis- 
tribution of  half  of  them  to  various  of  the  other  sponsors. -^-^ 

In  the  subsequent  history  of  National  Investors  Corporation,  other 
parties  began  to  participate  in  the  distribution  of  the  affiliated  invest- 
ment company  securities  and  in  the  general  sponsoring  of  the  group. 
Some  of  the  options  originally  distributed  were  repurchased  by  Guard- 
ian Detroit  Company  and  reassigned  in  order  to  take  care  of  these 
parties.^2-  Eeassignments  of  options  occurred  in  connection  with  Paul 
Cabot,  president  of  State  Street  Investment  Corporation  and,  at  that 
time,  also  affiliated  with  Shawmut  Association.  Shawmut  Associa- 
tion had  joined  the  National  Investors  group  shortly  before  the  orig- 
inal distribution  of  National  Investors  Corporation  units,  and  had 
agreed  to  take  up  about  $100,000  of  such  units  and  received  19,000 
option  warrants.  Mr,  Cabot,  who  was  to  join  the  National  Investors 
Board  of  Directors  at  the  request  of  Shawmut  Association,  refused  to 
do  so  unless  he  were  given  5,000  option  warrants.  Shawmut  finally 
gave  up  5,000  of  its  own  option  warrants  to  Mr.  Cabot  to  effect  this 
arrangement.^-^  The  instance  of  Mr.  Cabot,  as  well  as  the  general 
history  of  the  issuance  and  redistribution  of  these  warrants,  indicates 
the  value  placed  upon  them  by  the  insiders. 

The  market  value  of  these  option  warrants  increased  very  rapidly 
with  advances  in  the  market  price  of  the  common  stock  of  National 
Investors  Corporation,  Between  July  3,  1929,  when  this  common 
stock  was  first  traded  on  the  New  York  Curb  Exchange,  and  Septem- 
her  16,  1929,  the  price  rose  from  II14  to  3913^.  This  advance  m  the 
price  of  the  common  stock,  which  substantially  exceeded  the  net  asset 


S19  Foi-  details  of  sponsorship  and  capital  structures  see  supra,  pp.  887  et  seq. 

-2«  Public  Examination,  National  Investors  Corporation,  at  4263,  4342. 

321  Id.,  Commission's  Exhibit  No.  417,  Those  warrants  for  50,000  shares  were  subse- 
-quently  reallocated  as  follows  :  20,000  to  Mr.  Presley,  19,000  to  Shawmut  Association, 
^,000  to  George  :\Iurrane,  a  member  of  the  firm  of  Lee  Higginson  &  Co.,  5,000  to  S.  Sloan 
'Colt,  a  vice  president  of  the  Farmers  Loan  &  Trust  Company,  and  1,000  to  James  S. 
Hattray,  who  hjad  aided  Mr.  Presley  in  the  sale  of  stock. 

The  basis  for  determining  this  reallocation  is  illustrated  by  the  case  of  Mr.  Colt,  at 
that  time  vice  president  of  the  Farmers  Loan  &  Trust  Company.  Mr.  Presley  testified 
that  the  prestige  of  the  man's  name,  as  well  as  the  name  of  the  organization  with  which 
lie  was  associated,  was  useful  to  National  Investors  Corporation.  (Id.,  at  4337.)  For  in- 
stance, Mr.  Colt  was  instrumental  in  securing  additional  bank  outlets  for  the  group.  (Id., 
at  4268-9.) 

^^  Among  these  parties  were  Marine  Trust  Company,  Brown  Brothers  &  Company,  N.  W. 
Harris  &  Company,  and  the  law  firm  of  Cotton  and  Franklin.     (Id.,  at  4382-5.) 

'23  Op.  cit.  supra,  note  320,  at  4383  and  Public  Examination,  State  Street  Investment 
Corporation,  at  2758-61, 


934  SECURITIES   AND   EXCHANGE    COMMISSION 

value  of  the  common  stock,224  j^^^y  -^^  attributed  not  only  to  the  general 
advances  in  market  prices  and  premiums  which  such  shares  then  en- 
joyed, but  also  to  trading  activities  under  the  auspices  of  Guardian 
Detroit  Company,  facilitated  by  the  relatively  small  number  of  such 
shares  available  for  trading.^^'^ 

Control  over  the  reallocated  option  warrants  was  retained  by 
Guardian  Detroit  Company  through  specific  agreements  with  the 
recipients,  limiting  the  sale  or  exercise  thereof.^;''  Sales  of  these  war- 
rants by  the  individual  holders  were  customarily  made  to  Guardian 
Detroit  Company  for  the  purposes  of  redistribution,  as  aforesaid,  or 
as  a  part  of  its  market  sponsorship  program,^^^  at  prices  substantially 
below  the  values  indicated  by  market  quotations.  However,  these 
market  quotations  must  have  induced  the  payment  of  the  substantial 
sums  realized  for  the  warrants  sold  by  the  sponsors — warrants  which 
cost  them  nothing.  S.  Sloan  Colt  sold  4,500  of  the  5,000  option  war- 
rants allotted  to  him  by  reason  of  his  connection  with  Farmers  Loan 
and  Trust  Company,  for  a  total  of  $285,000.32«  ^j,  Murane,  of  Lee, 
Higginson  &  Co.,  sold  3,500  of  his  5,000  option  warrants  for  a  total 
of  $414,850.^29    Mr.  Presley  testified :  ^'^ 

Q.  Would  his  services  have  been  worth  that  in  cash? 

A.  Certainly  at  that  time  we  would  have  never  contemplated  that  would  have 
been  worth  that  in  cash. 

Q.  Well,  would  you  today  consider  they  were  worth  that  in  cash? 

A.  No ;  not  at  all. 

Similarly,  Mr.  Cabot  sold  3,500  of  his  5,000  option  warrants  for 
$355,000  and  Mr.  Presley  sold  3,000  of  his  20,000  option  warrants  for 
$300,000.^3' 

In  the  underwriting  agreement.  National  Investors  Corporation 
agreed  to  use  its  best  efforts  to  secure  underwriting  business  from  its 


32*  Basing  the  net  assets  of  National  Investors  Corporation  on  the  market  values  of  its 
investments,  including  investments  in  common  stocljs  of  its  subsidiary  investment  com- 
panies, investments  in  the  warrants  of  Second  and  Third  National  Investors  Corporation 
valued  at  the  difference  between  the  marlcet  value  of  the  stock  and  the  exercise  prices,  in- 
vestments in  the  warrants  of  Fourth  National  Investors  Corporation  valued  at  the  sales 
price  of  $12.50  a  share,  and  assuming  the  exercise  of  warrants  for  104,369  shares  at  $10  a 
share,  the  net  asset  value  of  the  common  stock  of  National  Investors  on  September  16, 
1929,  equaled  $91.09.  Basing  the  net  assets  upon  the  market  values  of  the  miscellaneous 
investments  of  National  Investors  Corporation  and  upon  the  market  values  of  the  under- 
lying assets  of  the  affiliated  investment  companies,  the  preferred  stock  of  National  In- 
vestors Corporation  possessed  an  asset  value  of  only  $89.60  on  that  date  and  the  common 
stock  consequently  had  a  negative  asset  value.     (Op.  cit.  supra,  note  320,  at  4350-1.) 

825  rp]2g  rapid  advance  in  the  market  price  of  the  common  stock  of  National  Investors 
Corporation  caused  an  investigation  by  the  New  York  Curb  Exchange  and  on  August  15 
and  September  13,  1929,  Mr.  Presley  assured  the  exchange  that  Guardian  Detroit  Com- 
pany would  maintain  an  orderly  market.  (Op.  cit.  supra,  note  320,  at  4357-8.)  An  analysis 
of  the  purchases  and  sales  made  under  the  auspices  of  Guardian  Detroit  Company  during 
the  period  July  3  to  September  12,  1929,  when  a  total  of  10,800  shares  were  sold  while 
only  5,420  shares  were  bought  in  100  share  lots,  indicates  that  sales  were  made  at  times 
when  the  market  exhibited  considerable  trading  strength  and  that  purchases  were  so 
timed  that  they  must  have  assisted  in  raising  the  price  from  lli^  to  155.  (Derived  f'.om 
supplementary  information  supplied  the  Commission   for  National  Investors   Corporation.) 

528  Op.  cit.  supra,  note  320,  Commission's  Exhibit  No.  417,  and  Public  Examination,  State 
Street  Investment  Corporation,  Commission's  Exhibit  No.  310. 

32^  Op.  cit.  supra,  note  320,  at  4282-5,  4338-42. 

328  Id.,  at  4338. 

320  Id.,  at  4340. 

330  Id.,  at  4341. 

331  Id.,  at  4342-3. 


INVESTMENT    TRUSTS    AND    INVESTMENT    COMPANIES  935 

investment  company  subsidiaries  for  Guardian  Detroit  Company  ^^^ 
and  increasing  remuneration  was  provided  to  those  underwriters  for 
the  issues  of  each  new  investment  company.  The  gross  commission 
on  the  shares  of  Second  National  Investors  Corporation  was  4%  of 
the  public  offering  price,  6%  on  the  shares  of  Third  National  In- 
vestors Corporation,  and  7.7%  on  the  shares  of  Fourth  National  In- 
vestors Corporation.^^^     Mr.  Presley  testified :  ^^* 

Q.  What  was  the  justification  for  this  fee  amovinting  to  6.4%  of  the  net 
proceeds  to  the  corporation,  in  view  of  those  market  conditions? 

A.  In  the  first  place,  the  fee  of  4%  in  the  Second  was  probably  too  small,  in 
view  of  existing  circumstances,  and  it  was  nothing  more  nor  less  than  a 
straight  promotion,  investment  trust,  to  be  managed  by  an  absolutely  untried 
and  unknown  management. 

Even  when  Fourth  was  formed,  the  management  was  untried,  and  it  was  semi- 
promotional,  and  I  don't  believe  that  the  underwriters  realized  that  they  were 
going  to  have  as  easy  a  time  selling  that  $27,000,000  as   they   did. 

Q.  Still,  it  was  an  anticipation  of  an  easy  time  in  selling  that,  that  made  you 
optimistic  enough  to  have  an  all-common  stock  picture,  which  would  be  offered 
at  a  total  of  $26,000,000  to  the  public.  You  had  never  attempted  a  thing  of 
that  size  prior  to  that  time,  had  you? 

A.  I  pushed  the  underwriters  pretty  hard  to  underwrite  that  issue,  and  I 
remember  that  distinctly,  and  just  before  the  issue  was  brought  out,  I  think 
that  they  were  extremely  worried  about  their  commitment. 

Q.  But  if  it  is  a  fact  that  it  was  the  best  judgment  of  the  underwriters  that 
this  market  could  absorb  $26,000,000  worth  of  common  stock  in  this  new  com- 
pany, which  was  now  to  be  the  fourth  of  these  companies,  it  would  seem  that 
they  wouldn't  have  anticipated  any  great  difficulty  in  placing  the  stock,  other- 
wise they  wouldn't  have  made  a  commitment  to  underwrite  $26,000,000  worth. 

A.  The  fact  of  the  matter  is  that  they  wouldn't  have  committed  without  that 
underwriting  fee. 

The  close  relationship  between  the  investment  companies  and  their 
sponsors  outlawed  competitive  bidding  for  the  underwriting  business 
even  after  two  years  of  operation.     Mr.  Presley  testified :  ^^^ 

Q.  Did  you  attempt  to  place  the  issue  elsewhere? 

A.  No ;  I  didn't. 

Q.  Now,  Guardian  Detroit  had  preferential  right  to  future  financing  of  these 
companies,  under  the  terms  of  its  contract. 

A.  Yes. 

Q.  That  took  the  usual  form? 

A.  Yes. 

Q.  They  made  the. future  financing  on  at  least  the  same  bases  as  anybody 
else  would  take  it,  that  is  to  be  given  prior  right  on  the  same  terms. 

A.  Yes. 

Q.  Did  you  attempt  to  get  better  terms  from  any  other  underwriter? 

A.  We  attempted  to  get  better  terms  from  the  existing  underwriters,  and  I 
know  there  was  quite  a  lot  of  controversy  over  the  fact  that  there  was  an  in- 
crease in  the  commissions  paid  the  underwriters,  but  I  don't  recall  seeking  or 
negotiating  with  outsiders. 


83="  Id.,  Commission's  Exhibit  No.  418. 
«3  Op.  cit.  supra,  note  84,  Pt.  V. 
«*  Id.,  at  4313-14. 
a»  Id.,  at  4314-15. 
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Q.  Did  it  occur  to  you  to  do  that,  or  did  you  realize  that  that  might  have, 
been  undesirable  from  your  standpoint  at  that  time? 

A.  Well,  I  just  accepted  the  fact  that  no  other  group  of  underwriters  would 
have  considered  floating  a  big  trust,  such  as  that. 

F.  Sales  to  Preferred  or  Selected  Lists 

Sales  to  preferred  lists  or  selected  persons  were  in  effect  forms  of 
private  distributions  at  prices  more  favorable  than  offered  to  the 
public  in  general.  This  special  treatment  usually  took  the  form  of 
a  reduction  or  total  waiver  of  the  sales  commission.  In  some  in- 
stances discounts  were  even  greater  and  constituted  in  effect  a  dilution 
of  the  equity  of  the  public  participation.^""  Similarly,  special  terms, 
in  the  form  of  credits  or  options,  were  sometimes  afforded  to  such 
favored  purchasers. 

As  has  been  indicated,  about  half  of  the  1,000,000  share  issue  of 
capital  stock  offered  by  The  Goldman  Sachs  Trading  Corporation 
was  sold  to  a  preferred  list  of  investors  (including  Goldman  Sachs 
&  Co.,  the  investment  banker  sponsor,  members,  and  cliejits  of  that 
firm,  their  families,  and  associates)  who  were  included  in  the  selling 
group. ^^"  As  such  participants  they  paid  only  the  selling  group  price 
of  $102  a  share  as  contrasted  with  the  public  offering  price  of  $104 
a  share.  At  least  343,000  of  these  shares  were  sold  to  selling  group 
purchasers  who  were  not  dealers  in  securities  but  who  were  largely 
banking  clients  and  associates  of  Goldman  Sachs  &  Co. 

Similarly,  Blair  &  Co.,  Inc.,  which  underwrote  the  original  block 
of  650,000  shares  of  Petroleum  Corporation  of  America  to  net  that 
investment  company  $31  a  share,  sold  220,600  shares  thereof  to  a 
preferred  list  of  58  individuals  at  $31.25  a  share,  or  $2.75  below  the 
public  offering  price.^^^ 

Although  a  delay  of  several  months  elapsed  between  the  private 
distribution  and  public  offering  of  the  shares  of  United  States  &  Over- 
seas Corporation,  the  effect  was  to  give  the  sponsors  a  substantially  pre- 
ferred position  in  the  purchase  of  its  securities  at  the  expense  of  the 
public  investors.^"^  This  investment  company  was  formed  on  January 
23,  1929,  at  which  time  it  issued  200,000  shares  of  its  capital  stock  to 
its  sponsors  at  $10  a  share  for  a  total  of  $2,000,000.-^"     Between  April 


336  A]j  instance  of  such  practices  was  provided  by  Shawinut  Associatiou,  organized  in 
May  1928  by  the  National  Sbawmut  Bank  of  Boston  and  its  security  affiliate,  Shawmut 
Corporation.  •  Rights  to  purchase  300,000  shares  of  the  investment  trust  at  |50  a  share 
were  offered  to  the  stockholders  of  tlie  National  Shawmut  Bank  while  an  additional 
20,000  shares  were  offered  to  the  management  of  the  bank  at  .$51.50  a  share.  At  the 
same  time  there  was  a  public  offering  of  80,000  shares  at  |o2.o0  a  share,  including,  a  $1 
loading  charge,  making  a  total  paid-in  capital  of  $8,150,000.  In  view  of  the  substantial 
block  sold  to  the  stockholders  of  the  bank  at  $50  a  share,  $1.50  a  share  less  than  was 
realized  from  the  sales  to  the  management  and  to  the  public,  a  substantial  dilution 
of  their  equities  was  immediately  suffered.     (For  further  details  see  supra,  pp.  915  et  seq.) 

■m  fqj.  further  details  see  supra,  pp.  922  et  seq. 

338  This  group  included  41  prominent  persons  who  became  directors  of  the  investment 
company  while  the  remaining  persons  were  officers  or  directors  of  .Blair  &  Co.,  Inc.  (For 
further  details  see  Ch.  II  of  this  part  of  the  report,  pp.  227-309.) 

^^  The  technique  of  distribution  employed  by  United  States  &  Overseas  Corporation 
was  similar  to  that  employed  by  General  Investment  Corporation.  (For  further  details 
see  Ch.  II  of  this  part  of  the  report,  pp.  518-27.) 

s^"  Op.  cit.  supra,  note  234. 
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and  June  1929  the  sponsors  subscribed  to  another  400,000  shares  at  the 
same  price^  providing  additional  paid-in  capital  of  $4,000,000.^" 

In  contemplation  of  a  public  offering  a  syndicate  composed  of  the 
then  sponsors  was  formed  and  acquired  450,000  shares  from  the  invest- 
ment company  at  $36  a  share,  adding  $16,200,000  to  the  capital  to  total 
$22,200,000.  This  syndicate  also  acquired  from  the  original  sponsors 
at  $20  a  share  150,000  shares  of  their  holdings,  thereby  providing  a 
100%  profit  upon  an  investment  held  for  less  than  a  year.^*^ 
After  a  reclassification  of  the  capital  structure  into  750,000  shares  of 
common  stock,  including  the  600,000  shares  held  b}^  the  syndicate  and 
300,000  shares  of  Class  A  stock,^^^  the  public  offering  was'^made  at  $35 
a  share.^*'* 

Thus  the  public  contributed  $35  a  common  share  and  the  original 
subscribers  contributed  $10  a  common  share  to  receive  an  investment 
having  a  paid-in  value  of  $25.60  a  share,  attributing  only  $10  a  share 
to  the  Class  A  stock  held  bv  the  sponsors.  In  other  words,  the  public 
paid  $21,000,000  for  an  interest  of  $15,360,000  upon  a  paid-in  basis, 
while  the  sponsors  paid  $4,500,000  for  a  $6,840,000  participation,  exclu- 
sive of  the  $1,500,000  profit  realized  upon  the  sale  of  150,000  shares  to 
the  syndicate.'*^ 

G.  Relieving  Insiders   From   Commitments  for  Security  Issues 

The  market  collapse  at  the  end  of  1929  had  the  effect  of  transforming 
seemingly  profitable  commitments  for  the  purchase  of  the  security 
issues  of  investment  trusts  and  investment  companies  into  burdensome 
obligations.  While  the  ordinary  subscribers  could  not  usually  secure 
releases  from  their  obligations,  insiders  sometimes  received  more 
generous  treatment.^*^ 

Ungerleider  Financial  Corporation 

Ungerleider  Financial  Corporation  was  incorporated  on  May  7, 
1929,-^*'  at  the  instance  of  Samuel  Ungerleider  &  Company,  members 
of  the  New  York  Stock  Exchange  and  investment  bankers.  On  May 
8,  1929,  Samuel  Ungerleider  &  Company  entered  into  an  agreement 
with  the  investment  company  to  purchase  500,000  shares  of  its  com- 


3*^  Id.,  Commission's  Exhibits  Nos.  3960,  3961. 

^  Id.,  Commission's  Exhibits  Nos.  3960,  .3964,  and  3980. 

»*3  The  common  stock  and  the  Class  A  stoclc  were  identical  except  that  the  common 
stock  had  a  priority  upon  liquidation  to  the  amount  paid  in  therefor  of  $25.60  a  share 
and  the  Class  A  possessed  33%%  of  the  combined  voting  power  of  the  two  classes  and 
the  right  to  its  paid-in  investment  upon  liquidation  before  a  general  distribution  of 
assets.      (Id.,  Commission's  Exhibits  Nos.  3959,  3960.) 

3**  Op.  cit.  supra,  note  234,  Commission's  Exhibit  No.  3980.  The  underwriting  spread 
was  $3  a  share  or  $1,800,000.      (Id.,  at  2535.) 

31=  For  a  discussion  of  a  selected  list  in  marketing  the  shares  of  The  United  Corporation 
see  Report  of  the  Senate  Committee  oil  Banking  and- Currency  on  Stock  Exchange  Practices, 
73d  Cong.,  Senate  Report  No.  1455  (1934),  at  103  et  seq. 

3**"  See  supra,  pp.  — .  For  other  examples  of  releases  from  commitments  see  Vick  Financial 
Corporation,  Selected  Industries,  Inc.,  and  Chatham  Phenix  Allied  Corporation,  supra, 
pp.  893.  912,  and  882.  respectively. 

^Op.  cit.  supra,  note  37,  Commission's  Exhibit  No.  1528.  It  was  the  intention  of 
Samuel  T'ngerleider  &  Company  that  the  investment  company  would  engage  primarily 
in  the  underwriting  and  distrilnition  of  securities,  activities  which  had  been  previously 
engaged  in  by  Samuel  Ungerleider  &  Company  only  to  a  limited  degree.     (Id.,  at  14879-80.) 
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mon  stock  at  $50  a  share  or  for  a  total  of  $25,000,000.^*^  The  agree- 
ment provided,  however,  that  if  in  the  opinion  of  Samuel  Unger- 
leider  &  Company  market  conditions  were  unfavorable  for  the  public 
sale  of  the  stock,  Samuel  Ungerleider  &  Company  could  terminate  the 
agreement  as  to  450,000  shares  of  the  stock.  In  any  event,  Samuel 
Ungerleider  &  Company  was  firmly  committed  to  purchase  50,000 
shares  of  the  investment  company  for  $2,500,000. 

Samuel  Ungerleider  &  Company  entered  into  an  agreement  with  a 
selling  group  to  offer  the  600,000  shares  to  the  public  at  $52  a  share.^*^ 
This  agreement  provided  that  shares  sold  by  members  of  the  selling 
group  which  were  resold  by  investors  on  the  market  and  repurchased 
by  Samuel  Ungerleider  &  Company  could  be  "put  back"  to  the  selling 
group  members  for  resale. 

On  May  13,  1929,  Samuel  Ungerleider  &  Company  and  the  invest- 
ment company  entered  into  an  agreement  modifying  the  agreement 
of  May  8,  1929,  whereby  Samuel  Ungerleider  &  Company  undertook 
to  use  its  "best  efforts"  to  market  400,000  shares.^^°  In  consideration 
of  this  modification  Samuel  Ungerleider  &  Company  agreed  to  pur- 
chase in  any  event  100,000  shares  of  the  stock.  The  agreement,  which 
was  not  disclosed  to  stockholders,  also  provided  that  if  Samuel 
Ungerleider  &  Company  could  succeed  in  firmly  placing  with  inves- 
tors at  least  250,000  shares  of  its  stock,  the  investment  company 
would  "cooperate  with  the  selling  group"  by  repurchasing  its  own 
shares  through  Samuel  Ungerleider  &  Company  at  prices  not  to 
exceed  $50  per  share.  In  effect  the  investment  company  was  com- 
mitted to  maintain  and  stabilize  the  market  price  of  its  own  shares 
at  or  about  the  offering  price  of  the  shares  to  the  public  in  order  to 
enable  the  selling  group  to  dispose  of  the  shares  to  the  public. 

Mr.  Ungerleider  stated  that  the  reason  for  the  change  in  the  under- 
writing arrangement  was  to  guarantee  more  capital  to  the  investment 
company  by  increasing  the  firm  commitment  of  the  sponsor.^^^  When 
examined  on  the  statement  in  the  offering  circular  that  the  sponsor, 
Samuel  Ungerleider  &  Company,  was  purchasing  100,000  shares  at 
$50  per  share  Mr.  Ungerleider  testified :  ^^^ 

A.  We  started  on  the  premise  that  we  wanted  the  corporation  to  have  not 
less  than  $5,000,000  and  we  would  assume  the  responsibility  of  either  putting 
in  $5,000,000  or  selling  it  sufficiently. 

Q.  But  ordinarily,  at  this  time,  when  there  was  a  statement  made  in  the 
offering  circular,  that  the  sponsors  were  buying  a  block  of  stock,  everybody 
assumed  that  that  was  a  permanent  investment  that  the  sponsor  was  making 
in  the  investment  trust,  isn't  that  so? 

A.  You  may  assume  that. 

Q.  The  fact  of  the  matter  is  that  Ungerleider  &  Company  did  not  hold  the 
100,000  shares,  isn't  that  so? 

A.  That  is  right. 

Q.  Your  maximum  permanent  Investment  in  Samuel  Ungerleider  Corpora- 
tion was  how  much? 

A.  Twenty  some  thousand  shares. 


3*^  Op.  cit.  supra,  note  37,  Commission's  Exhibit  No.  1530. 

'^^  Id.,  Commission's  Exhibit  No.  1533.  Of  the  $2  gross  commission  per  share,  50  cents 
accrued  to  Samuel  Ungerleider  &  Company  as  its  banlting  commission  and  $1.50  was 
allocated  to  the  dealers  as  their  commissions. 

3=°  Op.  cit.  supra,  note  37,  Commission's  Exhibit  No.  1531. 

»» Id.,  at  14886. 

»2  Id.,  at  14984-6. 
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Under  the  terms  of  this  contract  the  total  block  of  500,000  shares 
of  stock  ^Yas  delivered  to  the  sponsor-underwriter  by  the  investment 
company.^^^  At  December  11,  1929,  when  the  public  offering  was 
terminated,  the  sponsors  had  succeeded  in  disposing  of  435,978  shares, 
netting  the  investment  company  $21,798,900.^'^* 

However,  the  investment  company  repurchased  through  Samuel 
Ungerleider  &  Company  a  total  of  222,359  shares  of  its  own  stock  at 
an  average  price  of  $49  per  share  for  a  total  of  $10,992,858.16  in  ac- 
cordance with  the  above  agreement.^^°  On  these  repurchases  and  re- 
sales to  the  investment  company,  the  firm  of  Samuel  Ungerleider  & 
Company  suffered  a  loss  of  $281,160.17,  having  purchased  the  shares 
at  that  sum  in  excess  of  the  price  at  which  the  ,shares  were  sold  to  the 
investment  company.^°^  Of  the  repurchased  shares  72,549  shares  were 
"put  back"  to  the  selling  group  at  $50  per  share  for  a  total  of 
$3,627,450.^^^  Other  selling  group  dealers  refused  to  accept  the  remain- 
ing 149,810  shares.^^®  No  attempt  was  made  to  enforce  the  obligation 
of  the  members  of  the  selling  group  who  defaulted.  Apparently  the 
sponsor  did  not  desire  to  jeopardize  the  good  will  of  such  dealers  who 
might  be  essential  to  the  possible  future  underwriting  activities  of  the 
investment  company  and  to  the  business  of  the  sponsor.^^^  The  149  810 
shares  repurchased  by  the  investment  company  at  a  cost  of  $7,365,- 
408.16  were  retired  by  the  investment  company  pursuant  to  the  vote 
of  a  majority  of  a  quorum  of  its  stockholders.^™  The  attitude  of  the 
sponsors  of  Ungerleider  Financial  Corporation  making  these  repur- 
chases was  discussed  in  the  following  testimony  of  Mr.  Unger- 
leider :  ^" 

Q.  Now,  it  is  true  that  Ungerleider  took  the  loss,  but  is  there  not  a  fundamental 
principle  which  transcends  the  loss  that  Ungerleider  took?  Here  is  the  situa- 
tion where  a  corporation  within  a  short  period  of  time  after  it  was  organized, 
and  supposed  to  be  a  $25,000,000  company  finds  itself  in  a  position  where  it  has 
got  to  go  out  and  buy  back  a  block,  approximately  half  of  its  original  issue ;  isn't 
that  so? 

A.  That  is  what  happened. 

Q.  And  that  was  all  occasioned  by  the  fact  that  you  didn't  want  to  lose  the 
good  will  of  the  dealers;  isn't  that  right? 
A.  Yes,  sir. 


353  As  money  was  received  by  the  sponsor-underwriters  from  the  members  of  the  selling 
group,  it  was  deposited  in  the  general  account  of  Samuel  Ungerleider  &  Company  instead 
of  being  held  in  trust  or  earmarked  for  the  account  of  the  investment  company.  (Id.,  at 
14895-7.) 

354  Op.  cit.  supra,  note  37,  at  148-97. 

355  Id.,  at  14909.  The  problem  is  presented  whether,  in  effecting  these  repurcli.'ises  in 
connection  with  which  the  inve.stment  company  utilized  about  .$6,000,000   of  its   capital 

(id.  at  14987—9),  the  provision  of  the  Delaware  corporation  law  forbidding  repurchases  of 
its  own  shares  with  capital  funds  was  not  contravened.  (General  Corporation  Law  of  Dela- 
ware, Revised  Code  of  191.5,  as  amended,  Ch.  65,  Art.  1.  Sec.  19).  On  May  8,  1929,  the 
directors  of  the  investment  company  by  resolution  allocated  $40  of  the  $50  received  from 
the  sale  of  each  share  of  stock  to  capital,  and  the  balance  to  paid  in  surplus.  (Op.  cit. 
supra,  note  337,  at  14987.) 

ss^Op.  cit.  supra,  note  37,  at  14996. 

357  Id.,  at  14909. 

358  Id.,  at  14898. 
358  Id.,  at  14899. 
36"  Id.,  at  14909. 
3«i  Id.,  at  14996-7. 
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Q.  There  is  another  aspect  to  that,  Mr.  Ungerleider ;  after  all,  your  name  was 
in  this  corporation;  wasn't  that  so? 

A.  Yes,   sir. 

Q.  And  whether  you  liked  it  or  not,  people  would  associate  the  success  of  the 
investment  trust  with  your  ability;  isn't  that  so? 

A.  To  some  extent  that  is  correct. 

Q.  That  was  a  matter  of  concern  to  you  all  of  the  time;  wasn't  that  so? 

A.  Yes,  sir. 

The  stockholders  also  authorized  the  investment  company  to  repur- 
chase an  additional  36,168  shares  of  its  stock  in  order  to  bring  the 
outstanding  shares  of  the  corporation  down  from  a  total  of  286,168 
shares  to  an  even  250,000  shares.  Actually,  the  investment  company 
repurchased  an  additional  41,768  shares,  leaving  finally  outstanding 
244,400  shares  of  its  stock  for  which  the  investment  company  had 
received  a  total  consideration  of  $13,205,575.76.^*^^ 

The  prospectus  indicated  that  the  purchasers  of  the  stock  were  to 
become  stockholders  in  a  $25,000,000  corporation,  and  a  memorandum 
dated  October  18,  1929,  written  by  M.  J.  Hall,  an  employee  of  the 
investment  company,  to  Samuel  Ungerleider,  its  president,  stated :  ^^^ 

Our  pui'pose  in  withholding  the  release  of  the  balance  sheet,  portfolio,  income 
account,  listing  application,  and  advertising  cam"paign  was  to  permit  of  a  "put 
back"  and  redistribution  program  that  would  permit  of  the  release  of  a  balance 
sheet  showing  a  total  of  500,0001  shares  actually  outstanding. 

The  stockholders  were  never  apprised  that  the  failure  of  the  distri- 
bution campaign  was  the  real  reason  for  this  reduction  in  capitaliza- 
tion.^'^* 

Federated  Capital  Corporation 

Similarly,  the  sponsors  of  Federated  Capital  Corporation  were  re- 
leased from  taking  up  the  unfulfilled  balance  of  a  commitment  for 
common  shares  of  that  investment  company  when  the  market  started 
to  decline. 

Federated  Capital  Corporation  was  organized  on  April  7,  1927, 
under  the  laws  of  Delaware  by  William  J.  Thorold,  formerly  associ- 
ated with  investment  companies  in  England.^"^  On  April  22,  1927 
Federated  Capital  Corporation  entered  into  an  agreement  with  Fed- 
eral Debenture  Company,  Inc.,  controlled  by  Mr.  Thorold,  providing 
for  the  purchase  by  Federal  Debenture  Company,  Inc.,  of  9,600  shares 
of  the  investment  company's  6%  cumulative  preferred  stock  possessing 
one  vote  a  share,  and  6,000  shares  of  its  common  stock,  also  possess- 
ing one  vote  a  share,  for  a  total  consideration  of  $360,000.^*^^  In 
return  for  this  commitment  upon  the  part  of  Federal  Debenture  Com- 
pany, Inc.,  Federated  Capital  Corporation  granted  to  Federal  De- 
benture Company,  Inc.  an  exclusive  sales  agency  until  July  1933  to 
sell  the  remainder  of  its  authorized  preferred  and  common  stock  to 
provide  a  total  capital  of  $10,000,000.  Federal  Debenture  Company, 
Inc.  was  to  pay  $25  for  each  share  of  preferred  stock  and  $20  for 
each  share  of  the  common  stock  of  Federated  Capital  Corporation  less 


882  Id.,  at  14909-10. 

3'»  Id.,  Commission's  Exhibit  No.  1536. 

s*"  Id.,  at  14914-16. 

^"^  See  supra,  pp.  896-7. 

«M  Op.  cit.  supra,  note  33,  Commission's  Exhibit  No.  1472. 
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a  total  selling  commission  of  10%  of  the  purchase  price.  Of  this  10% 
selling  commission  Federal  Debenture  Company  was  to  retain  1%, 
and  9%  was  to  be  paid  to  dealers  employed  by  Federal  Debenture 
Company  to  actually  sell  the  securities. 

The  contract  did  not  fix  the  price  at  which  the  securities  were  to 
be  offered  to  the  public.  Actually,  however,  the  common  stock  was 
distributed  to  the  public  at  market  prices  which  from  1927  to  1929 
were  considerably  in  excess  of  $20  per  share,  but  remittances  were 
made  to  Federated  Capital  Corporation  of  the  $20  selling  price  of 
the  common  stock  less  10%  sales  commission.^*^^  On  February  25, 
1929,  this  exclusive  agency  was  canceled  and  a  new  one  entered  into 
with  Federated  Management  Corporation,  a  successor  company  also 
controlled  by  Mr.  Thorold.^^^  This  new  contract  was  similar  in  its 
provisions  to  the  former  contract  except  that  the  price  to  be  paid 
by  Federated  Management  Corporation  to  Federated  Capital  Corpo- 
ration for  its  common  stock  were  fixed  at  asset  value  plus  15%  of 
such  asset  value. 

Neither  Federal  Debenture  Company,  Inc.,  nor  Federated  Manage- 
ment Corporation  actually  sold  the  securities  of  Federated  Capital 
Corporation  to  the  public.  Instead  a  contract  ^'^^  was  entered  into 
by  these  companies  for  the  distribution  of  the  securities  by  P.  H. 
Whiting  &  Co.,  Inc.,  in  return  for  a  commission  of  9%  of  the  selling 
price  of  the  shares  to  the  public  while  a  1%  commission  was  retained 
by  the  Thorold-controlled  companies.  This  commission,  Mr.  Thorold 
testified,  was  paid  to  his  companies,  primarily  for  their  assistance  in 
preparing  the  issues  and  drawing  the  prospectuses.^''*' 

During  this  same  period,  on  January  18,  1929,  Federated  Deben- 
ture Company,  Inc.  and  P.  H.  Whiting  &  Company,  Inc.  each  agreed 
to  take  down  12,500  shares  of  the  common  stock  of  Federated  Capital 
Corporation  (a  total  of  25,000  shares)  at  $50  a  share. ^'^  Approxi- 
mately 16,000  shares  were  taken  down  under  the  terms  of  the  agree- 
ment in  the  months  following.^ "^  During  the  same  period  the  market 
price  of  the  stock  steadily  advanced,  reaching  a  high  of  $80  a  share 
in  October  1929.^"^  These  underwriters  shared  the  profits  thereby 
occasioned  but  after  the  market  decline  they  were  faced  with  the 
prospect  of  taking  down  the  balance  of  their  commitment  at  a  loss.^^* 
However,  Federated  Capital  Corporation  was  caused  to  release  its 
sponsors  from  their  further  obligations  under  the  contract.^'^  Mr. 
Thorold  testified  in  this  connection  as  follows:  ^'^^ 

Q.  Well,  the  situation  was  that  in  a  rising  market  you  took  down  the  16,000 
shares  and  there  was  a  release  given  to  you.  Was  there  any  discussion  or  any 
offer  or  gesture  on  your  part  saying,  "Well,  this  may  be  a  mistake.  I  am  being 
relieved  of  a  $4.50,000  obligation.  I  have  to  take  down  stock  at  $50  and  the 
market  is  as  low  as  $18.  I  think  maybe  I  ought  to  account  for  the  profits 
I  made  on  this  situation." 


3^  Id.,  at  14495-9. 

««8  Id.,  at  14425-7  and  Commission's  Exhibit  No. 

3®  Id.,  Commission's  Exhibit  No.  1473. 

=^«  Id.,  at  14457. 

3^  Id.,  Commission's  Exhibit  No.  1480. 

^2  Id.,  at  14501-2. 

s^8  Id.,  at  14504. 

«'^  Id.,  at  14502-3. 

''"Id.,  at  14503-12. 

s^^Id.,  at  14511-12. 
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A.  No,  it  was  regarded  as  an  emergency  measure. 

Q.  An  emergency  measure  where  you  stood  to  lose? 

A.  No,  an  emergency  measure  having  regard  to  all  the  facts.  The  facts  were 
we  had  a  large  number  of  brokers  committed  and  our  commitment  was  taken 
on  the  basis  that  they  would  fulfill  their  commitment. 

Q.  You  don't  testify  that  when  you  made  this  firm  commitment  in  writing 
in  a  letter  that  was  a  couple  of  pages  long 

A.  No,  it  was  not  part  of  the  written  undertaking,  but  the  general  under- 
standing was  we  were  to  fulfill  commitments  from  brokers.  We  were  not  taking 
a  speculation  on  our  own  part. 

Q.  I  am  convinced  of  that.  You  were  playing  it  sure,  because  while  the  market 
was  going  up,  you  took  it,  and  when  the  market  crashed,  you  asked  for  an 
extension  and  got  a  release. 

A.  Well,  you  have  scored  on  me  there. 

The  stock  of  Federated  Capital  Corporation  was  continuously- 
offered  to  the  public  from  192T  to  May  of  1931  when  Atlas  Corpora- 
tion acquired  control  of  the  company.  A  total  of  122,320  shares  of 
the  cumulative  preferred  stock  and  218,399  shares  of  the  common 
stock  were  sold  to  the  public  by  P.  H.  Whiting;  &  Company,  Inc., 
and  its  sub'^lealers.^''^  On  these  sales  the  corporation  received  a  total 
of  $6,122,680.37."^  The  total  selling  commissions  were  $310,291.52 
of  which  10%  or  $31,029  was  retained  by  Mr.  Thorold's  companies.  Fed- 
eral Debenture  Company,  Inc.  and  Federated  Management  Corpora- 
tion, and  the  remainder  was  retained  by  P.  H.  Whiting  &  Company, 
Inc.,  and  its  subdealers.^''^  This  was,  of  course,  exclusive  of  the  trad- 
ing profits  made  possible  under  the  agreement  of  January  18,  1929, 
previously  referred  to.^^° 

H.  Liquidation  of  Sponsor's  Initial  Investments  in  Investment 
Companies 

The  sponsors  of  some  investment  trusts  and  investment  companies 
made  substantial  investments  in  their  investment  companies  at  the 
times  of  organization — a  fact  which  was  invariably  emphasized  in  the 
offering  circulars.  However,  in  some  instances  these  investments  were 
not  of  long  duration.  The  sponsors,  either  during  the  distribution 
period  or  almost  immediately  thereafter,  reduced  or  liquidated  their 
holding  at  high  prices  and  still  retained  control  of  the  investment 
companies. 

By  the  operation  of  a  series  of  trading  accounts  in  both  the  pub- 
licly offered  and  privately  offered  securities,  the  banker-sponsors  of 


3"  Charles  H.  Gleason,  vice  president  of  P.  H.  Whiting  &  Company,  Inc.,  testified  that 
Federated  Capital  Corporation  stock  was  virtually  sold  from  door  to  door  in  small  amounts 
by  125  subdealers  in  small  localities  (Id.,  at  14570-1).  Few  shares  of  the  stock  were  sold 
in  New  York  City  (Ibid.). 

^■«  Op.  cit.  supra,  note  33.  Commission's  Exhibit  No.  1476.  By  May  of  1931,  the  net 
assets  of  the  investment  company  had  depreciated  to  $2,845,000  (Id.,  Commission's  Exhibit 
No.  1958). 

s™  Op.  cit.  supra,  note  33,  Commission's  Exhibits  Nos.  1472,  1476,  1495. 

^^  In  connection  with  and  to  facilitate  the  primary  distribution  of  the  stock,  P.  H. 
Whiting  &  Company,  Inc.,  maintained  an  over-the-counter  market  for  the  company's  secu- 
rities and  continued  to  do  so  as  long  as  the  shares  were  being  offered  (Id.,  at  14563-4). 
Federated  Management  Corporation  also  engaged  in  market-supporting  operations  in  Fed- 
erated Capital  Corporation's  stock,  particularly  after  the  market  collapse  of  October  1929 
(Id.,  at  14592). 
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Selected  Industries,  Inc.  were  enabled  to  complete  the  public  offering 
as  well  as  to  liquidate  the  major  portion  of  their  holdings. ^^^ 

United  States  &  Foreign  Securities  Corporation 

Similarly,  the  sponsor  of  United  States  &  Foreign  Securities  Cor- 
poration caused  Dominick  &  Dominick,  investment  bankers,  to  oper- 
ate a  trading  account  in  the  investment  company's  shares  which  en- 
abled the  sponsor  to  liquidate  its  holdings  (in  part  to  its  customers) 
at  substantial  profits  and  without  relinquisliing  control  of  the  invest- 
ment company. 

United  States  &  Foreign  Securities  Corporation  was  formed  on 
October  9,  1924,  under  the  sponsorship  of  Dillon,  Eead  &  Co.,  invest- 
ment bankers.^^^  A  public  offering  was  made  of  250,000  units  con- 
sisting of  one  share  of  first  preferred  stock  and  one  share  of  common 
stock,  for  a  total  of  $25,000,000.  Allotment  certificates  were  offered 
by  Dillon,  Read  &  Co.  and  associates  upon  a  part-paid  basis  of  25%  in 
cash  with  the  balance  subject  to  call.  The  underwriters  received  at 
once  a  gross  commission  of  4%  of  the  selling  price  of  the  entire  offer- 
ing of  $25,000,000  or  $1,000,000  from  the  original  paid-in  subscription 
of  $6,250,000.  By  the  terms  of  the  underwriting  agreement  the  in- 
vestment company  also  agreed  to  invest  some  $5,000,000  of  its  assets  in 
certain  designated  securities.^^^  In  November  1927,  after  the  fourth 
payment  on  the  allotment  certificates  became  due,'^*  the  250,000  shares 
of  common  stock  sold  to  the  public  became  available  for  trading  and 
on  February  9, 1929,  these  shares  were  listed  upon  the  New  York  Curb 
Exchange. 

In  addition,  the  investment  company,  as  part  of  the  original  dis- 
tribution  of  its  capital  stock,  sold  50,000  shares  of  second  preferred 
stock,  together  with  750,000  shares  of  common  stock,  to  Dillon,  Read 
&  Co.  for  $5,100,000.^85  ^yj^jig  ^^  j^^^gi^^  appear  that  an  underwriting 
commission  of  only  4%  of  the  offering  price  was  paid,  the  sponsors 
received  16%  of  the  amount  paid  in  on  the  original  subscription 
($1,000,000  of  the  $6,250,000  so  paid)  plus  three-fourths  of  the  common 
stock  at  a  nominal  price,  and  a  commitment  by  the  investment  company 
as  to  the  investment  of  $5,000,000  of  its  assets  (an  amount  approxi- 
mately equal  to  the  amount  of  capital  stock  subscribed  for  by  Dillon, 
Read  &  Co.).  The  750,000  shares  of  common  stock  which  were  sold 
to  Dillon,  Read  &  Co.  were  distributed  among  the  directors  and 
members  of  the  firm  of  Dillon,  Read  &  Co.^^*^ 

Although  the  common  stock  and  the  second  preferred  stock  ac- 
quired by  Dillon,  Read  &  Co.  were  sold  to  that  firm  in  one  block, 
the  contracts  indicated  an  allocation  of  $5,000,000  for  a  block  of 
50,000  shares  of  second  preferred  stock  and  250,000  shares  of  common 
stock  and  $100,000  for  a  block  of  500,000  shares  of  common  stock.^^^ 


3*"  For  further  details  see  supra,  pp.  912  et  seq. 

382  Reply  to  the  Commission's  questionnaire  for  United  States  &  Foreign  Securities  Cor- 
poration, Pt.  I. 

S83  Ibid. 

881  Derived  from  supplementary  information  supplied  the  Commission  for  United  States 
&  Foreign  Securities  Corporation. 

3«=0p.  cit.  supra,  note  117,  at  11721. 

s«»Id.,  Commission's  Exhibit  No.  1161. 

«s^  Hearings  before  the  Senate  Committee  on  Banlcing  and  Currency,  pursuant  to  S.  Res. 
84,  72d  Congress,  and  S.  Res.  56  and  S.  Res.  97,  73d  Congress,  Pt.  4,  pp.  1641-2. 
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Up  to  the  end  of  1928  there  appeared  to  be  no  substantial  activity  in 
the  shares  sold  to  the  sponsor,  although  there  were  some  redistribu- 
tions among  the  members  and  associates  of  the  firm  of  Dillon,  Read 
&  Co.  at  $10  a  share.3««  In  the  fall  of  1928,  Dominick  &  Dominick, 
members  of  the  New  York  Stock  Exchange,  approached  Dillon,  Read 
&  Co.  with  the  suggestion  that  they  be  given  options  on  some  of  the 
common  stock  held  by  that  sponsor  for  the  purpose  of  a  secondary 
distribution  of  that  stock.^^^  This  suggestion  was  rejected,  but  after 
negotiations  an  arrangement  was  made  wiiereby  some  of  the  indi- 
vidual associates  of  the  firm  agreed  to  grant  options  to  Dominick  & 
Dominick  on  a  total  of  30,000  shares,  later  raised  to  40,000  shares, 
at  prices  ranging  from  $47.50  to  $55.^^°  The  market  price  when  the 
options  were  granted  was  $54  a  share.-^''^  Dominick  &  Dominick 
claimed  that  it  wanted  to  be  able  to  sell  stock  of  the  investment 
company  to  its  clients,  since  that  firm  was  convinced  that  the  shares 
were  under-valued  in  the  market.^^-  The  plan  was  to  sell  the  shares 
at  the  market  price,  thereby  making  a  profit  for  Dominick  &  Domi- 
nick over  the  option  price,  and  providing  its  customers  with  a  secur- 
ity which  it  was  willing  tO'  recommend.^''^  The  small  floating  supply 
of  the  shares  presented  an  opportunity  to  enhance  the  margin  of 
profit  through  market  operations.  Dillon,  Read  &  Co.  agreed  to  use 
its  best  efforts  to  prevent  its  holdings  from  coming  into  the  market 
during  the  life  of  the  options.^'''*  Once  these  market  operations  com- 
menced Dominick  &  Dominick  apparently  chose  to  distribute  by 
means  of  sales  upon  the  exchange  rather  than  by  sales  to  their 
customers. 

Two  trading  accounts  were  operated  by  Dominick  &  Dominick  in 
this  stock.  The  first,  which  commenced  on  December  20,  1928,  took 
down  25,000  shares  under  the  options,  bought  and  sold  a  total  of 
129,650  shares,  compared  with  a  total  reported  volume  in  that  stock 
on  the  New  York  Curb  Exchange  of  145,800  shares.^^^  In  other 
words,  Dominick  &  Dominick  actually  bought  or  sold  about  45%  of 
all  stock  traded  during  the  period. 

The  second  account  was  formed  to  take  over  the  unexercised  op- 
tions of  the  first  account,  together  with  options  upon  additional 
shares.^''*'  Dillon,  Read  &  Co.  took  a  25%  participation  in  this  sec- 
ond account.^^^  On  July  5,  1929,  or  approximately  two  weeks  after 
the  account  was  formed  (June  22,  1929),  the  stock  was  listed  upon 
the  New  York  Stock  Exchange.  The  second  account  took  clown 
49,198  shares  against  the  options,  the  two  accounts  thus  disposing 
of  74,198  shares  at  an  average  price  of  $53.18  a  share.^^^ 

At  the  time  that  these  accounts  were  operating,  the  same  group  of 
members  and  associates  of  Dillon,  Read  &  Co.  also  made  some  of 
their  holdings  of  the  common  stock  available  for  distribution  to  the 


=88  Id.,  at  1671,  1685. 

^W.,   at  1642-5. 

sM  Ibid. 

s»i  Id.,  at  1654. 

s"2  Id.,  at  1642-5. 

3»3  Ibid. 

»wid.,  at  1646-7. 

«»»Id.,  at  1667. 

='"'Id.,  at  1671. 

«"  Ibid. 

8MId.,  at  1641,  1685. 
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clients  of  that  firm.^^^  The  reason  for  this  willingness  to  sell  stock 
which  had  been  held  almost  without  change  for  the  preceding  four 
years  was  attributed  to  the  demand  on  the  part  of  the  customers 
of  Dillon,  Read  &  Co.  to  participate  in  the  common  stock  of  this 
company.  That  this  demand  was  probably  increased  by  activity 
created  in  the  market  by  the  transactions  of  the  Dominick  &  Domi- 
nick  trading  account  was  admitted  by  Robert  E.  Christie,  a  member 
of  the  firm  of  Dillon,  Read  &  Co.^°° 

Dillon,  Read  &  Co.  sold  for  its  members  and  associates  46,354  shares 
of  the  common  stock  of  United  States  &  Foreign  Securities  Corpora- 
tion as  well  as  an  additional  11,000  shares  which  were  withdrawn 
from  the  options  given  to  Dominick  &  Dominick.*"^  As  a  result 
Dillon,  Read  &  Co.  and  associates  disposed  of  a  total  of  120,552 
shares  of  common  stock  for  proceeds  of  $6,843,381.*°^  If  it  be  as- 
sumed that  this  stock  originally  cost  200  a  share  (the  stated  original 
cost  of  $100,000  for  500,000  shares),  then  the  profit  may  be  calcu- 
lated to  have  been  about  $6,820,000.  However,  without  attempting-* 
to  calculate  the  original  cost  of  the  common  stock,  it  is  clear  that 
Dillon,  Read  &  Co.,  its  members  and  associates,  received  $6,843,381 
for  a  small  portion  of  what  had  originally  cost  that  firm  $5,100,000 
so  that  they  had  a  profit  of  $1,743,000  by  disposing  of  17i/2%  of 
their  common  stock  holdings  and,  in  addition,  retained  the  entire 
issue  of  second  preferred  stock  at  no  cost. 

American,  British  &  Continental  Corporation 

A  secondary  distribution  program  of  a  part  of  their  holdings  of 
American,  British  &  Continental  Corporation  was  conducted  by  its 
sponsors. 

American,  British  &  Continental  Corporation  was  organized  No- 
vember 18,  1926,^°^  under  the  joint  sponsorship  of  the  investment 
banking  and  brokerage  houses  of  Blyth,  Witter  &  Co.  (now  Blyth  & 
Co.,  Inc.)  and  J.  Henry  Schroder  Banking  Corporation,  in  associa- 
tion with  ten  European  banking  houses.^*'*  This  investment  com- 
pany began  operations  with  subscribed  capital  stock  consisting  of 
100,000  shares  of  $6  cumulative  first  preferred  stock,  40,000  shares  of 
$6  cumulative  second  preferred  stock,  and  400,000  shares  of  common 
stock  for  which  it  ultimately  received  $13,600,000."'°^  The  American 
bankers  distributed  the  stock  in  a  manner  calculated  to  make  the 


»» Id.,  at  1686. 
'     <«>  Id.,  at  1692-3. 

*<>ild.,  at  1691-5. 

^  Id.,  at  1686. 

■•03  Public  Examination,  American,  British  &  Continental  Corporation,  Commission's 
Exhibit  No.  444. 

<w  Id.,  at  4596,  4606,  and  Commission's  Exhibit  No.  450.  The  European  banking  insti- 
tutions were  Allgemeine  Oesterreichische  Boden  Credit  Anstalt,  Austria  ;  Soeiete  Generale 
Belgique,  Belgium ;  Bohemian  Union  Bank,  Czechoslovakia ;  Banque  de  L'Union  Parisi- 
enne,  France  ;  Dresdner  Bank,  Germany  ;  J.  Henry  Schroder  &  Co.,  Great  Britain  ;  Hun- 
garian Commercial  Bank  of  Pest,  Hungary ;  Lippman,  Rosenthal  &  Co.,  Netherlands ; 
Stockholm  Enskilda  Bank,  Sweden;  and  Credit  Suisse.  Switzerland  (Id.,  Commission's 
Exhibit  No.  450). 

*«»  Op.  cit.  supra,  note  403,  at  4604-10,  4613,  and  Commission's  Exhibit  No.  444.  The 
common  stock  possessed  the  exclusive  voting  power  except  after  defaults  in  the  payment 
of  dividends  upon  the  first  preferred  stock  (Id.,  at  4010-11  and  Commission's  Exhibit 
No.  444). 
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investing  public  put  up  the  bulk  of  the  capital  and  to  retain  voting 
control  for  themselves  and  their  European  associates. 

On  November  18,  1926,  American,  British  &  Continental  Corpora- 
tion entered  into  a  contract  with  Blyth,  Witter  &  Co.  and  J.  Henry 
Schroder  Banking  Corporation  pursuant  to  which  they  agreed  to  offer 
to  the  public,  at  $100  per  certificate,  100,000  allotment  certificates, 
each  of  which  represented  one  share  of  first  preferred  stock  and  one 
share  of  common  stock.*°®  The  public  subscribed  to  the  entire  issue 
for  a  total  of  $10,000,000,  50%  payable  in  cash  and  the  balance  sub- 
ject to  call  in  two  equal  installments  upon  which  the  distributors 
were  paid  a  commission  of  $400,000,  equivalent  to  4%  of  the  total 
subscribed  or  8%  of  the  initial  payment.  Voting  rights  attached  to 
these  certificates  to  the  extent  that  the  sums  paid  in  were  equivalent 
tO'  full-paid  shares  while  the  conversion  of  the  certificates  into  shares 
could  not  be  accomplished  until  a  year  later,  on  December  1,  1927. 
Calls  were  made  for  the  unpaid  balances  due  under  these  certificates 
on  September  1,  1928,  and  December  1,  1928,  and  the  entire  offering 
became  fully  paid  thereafter.**^^ 

The  American  sponsors  and  their  European,  associates  subscribed  to 
40,000  shares  of  the  second  preferred  and  300,000  shares  of  the  common 
stock  of  American,  British  &  Continental  Corporation  in  units  of  one 
share  of  second  preferred  and  seven  and  one-half  shares  of  common 
stock,  at  $100  per  unit,  for  a  total  of  $4,000,000.^;^  One-half  of  this 
issue  was  taken  by  the  American  sponsors  and  affiliated  companies,  and 
the  balance  by  the  European  banking  houses.*^^  The  $4,000,000  invest- 
ment was  paid  into  the  investment  company  without  deduction  for 
underwriting  fees.''^°  These  sponsors,  by  their  investment  of  $4,000,000, 
contributed  29.4%  of  the  total  capital  of  American,  British  &  Conti- 
nental Corporation.  However,  in  purchasing  300,000  shares  of  com- 
mon stock  with  the  second  preferred  stock,  they  acquired  75%  of  the 
voting  power  of  the  company. 

In  February  1928,  little  more  than  a  year  after  American,  British 
&  Continental  Corporation  began  operations,  it  raised  additional 
funds  through  the  issuance  of  debentures,  allegedly  in  order  to 
reduce  its  indebtedness  to  the  banks.*"  American,  British  &  Conti- 
nental Corporation  issued  $5,000,000  of  5%  gold  debentures  to  Blyth, 
Witter  &  Company  and  J.  Henry  Schroder  Banking  Corporation  at 
92,  and  then  in  turn  offered  them  to  the  public  at  96.*^^  Thus,  on  Feb- 
ruary 23,  1928,  the  investment  company  realized  an  additional  $4,600,- 
000  capital.  Added  to  the  $13,600,000  netted  on  the  sale  of  its  pre- 
ferred and  common  stocks,  American,  British  &  Continental  Corpora- 
tion raised  a  total  capital  of  $18,200,000.*^=^    Of  this  sum,  the  bankers 


^ooop.  cit.  supra,  note  403.  Commission's  Exhibit  No.  446.  The  offering  agreement 
was  merely  an  agency  agreement  under  which  the  sponsors  assumed  none  of  the  risks  of 
the  offering  or  of  tlie  unpaid  balances   (Ibid.). 

«"0p.  cit.  supra,  note  403,  at  4612,  and  Commission's  Exhibit  No.  441. 

^s  Id.,  at  4609. 

*"»  Id.,  Commission's  Exhibit  No.  446.  The  subscribers  further  agreed  not  to  dispose  of 
their  holdings  of  second  preferred  or  common  stock  without  first  offering  such  stock  to 
the  other  subscribers  (Ibid.).  The  common  stock  was  immediately  deposited  in  a  voting 
trust  and  the  directors  of  the  investment  company,  all  of  whom  represented  the  bankers, 
were  voting  trustees  (Id.,  Commission's  Exhibit  No.  448). 

««Op.  cit.  supra,  note  403,  at  4609-11. 

*ii  Id.,  Commission's  Exhibit  No.  450. 

^  Id.,  at  4626,  and  Commission's  Exhibits  Nos.  450,  451. 

"3  Id.,  at  4633. 
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had  put  up  $4,000,000,  or  21.9%  of  the  total  capital,  aud  at  the  same 
time  obtained  75%  of  the  voting  power  of  the  investment  company. 

After  the  public  had  invested  over  $14,000,000  in  American,  British 
&  Continental  Corporation,  the  bankers  proceeded  to  recapitalize  the 
corporation  so  as  to  reduce  their  own  investment  without  relinquishing 
their  position  of  control.  At  the  same  time  a  further  public  distribu- 
tion of  securities  was  made.  On  October  26,  1928,  the  directors  of 
American,  British  &  Continental  Corporation,  all  of  whom  repre- 
sented the  American  and  European  bankers,  approved  a  plan  of  re- 
capitalization and  recommended  its  adoption  by  the  stockholders.*^* 
The  plan  provided  that  the  40,000  shares  of  second  preferred  stock,  all 
of  which  would  be  offered  to  the  common  stockholders  outside  of  the 
be  converted  into  200,000  shares  of  common  stock.*^^  This  increased 
the  outstanding  common  stock  to  600,000  shares,  of  which  the  sponsors 
would  possess  500,000  shares.  It  was  then  proposed  that  an  offering 
of  120,000  shares  of  common  stock  would  be  made,  70,000  shares  of 
which  would  be  offered  to  the  public  at  $20  a  share  and  50,000  shares 
of  which  would  be  offered  to  the  common  stockholders  outside  of  the 
sponsoring  group  at  $18  a  share. *^"  These  120,000  shares  of  common 
stock  were  to  be  made  available  by  the  sponsors  out  of  the  200,000 
shares  received  upon  the  conversion  of  their  second  preferred  stock.*^'^ 

Charles  E.  Blyth,  head  of  Blyth,  Witter  &  Co.  at  the  time  of  these 
transactions,  testified  as  to  the  purposes  and  need  for  these  changes  in 
capital  structure,  as  follows :  *^® 

Q.  Will  you  tell  me  what  the  factors  were  that  made  you  determine  to  dp 
that,  and  what  you  did? 

A.  We  had  this  situation  confronting  us.  I  have  a  rather  clear  notion  and 
memory  of  this  thing.  We  had  a  fairly  heavy  fixed  charge  to  pay  by  way  of  the 
first  preferred  dividend  and  the  second  preferred  dividend.  Some  of  the 
directors  felt,  and  quite  properly,  that  it  was  pretty  necessary  to  have  a  sub- 
stantially large  amount  of  income-bearing  securities  in  the  portfolio,  sufficient  to 
carry  the  charges  on  the  senior  securities,  on  the  theory  that  if  we  didn't  have 
more  flexibility  in  our  corporation,  because  at  that  time  we  hadn't  built  up 
enough  surplus  to  really  be  of  any  great  value,  it  seemed  to  us  best  to  do  away 
with  part  of  these  fixed  charges  and  thereby  make  the  corporation  a  little 
more  elastic  to  take  advantage  of  what  we  hoped  would  be  some  profitable 
opportunities  that  weren't  strictly  in  the  way  of  buying  a  bond  or  making  a 
straight  loan. 

So  we  determined  to  convert  the  second  preferred  stock,  for  which  $4,000,000 
had  been  paid,  into  common  stock  on  the  basis  of  one  share  of  preferred  for 
five  shares  of  common. 

Q.  That  was  only  two  years  after  you  had  organized  the  corporation,  was  it 
not,  Mr.  Blyth? 

A.  That  is  correct. 

Q.  And  it  was  a  short  time  after  you  had  authorized  an  issue  of  debentures? 

A.  Yes. 


*i*  Id.,  at  4662. 

*i=Id.,  at  4654-6,  4673. 

<^  Id.,  at  4661.  The  offering  to  the  common  stockholders  outside  of  the  sponsoring 
group  was  made  on  the  basis  of  one  share  of  new  common  for  every  two  shares  of  old 
common  held.  Since  100,000  shares  of  common  stock  had  been  subscribed  for  by  the 
holders  of  the  first  preferred  stock,  50,000  shares  of  the  new  common  were  to  be 
(Ibid.). 

«7  Op.  cit.  supra,  note  403,  at  4662-4. 

^8  Id.,  at  4653-4. 
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Q.  So  that  you  must  have  foreseen  what  your  fixed  charges  would  be? 

A.  Well,  I  think— and  this  is  more  from  my  memory  than  a  positive  statement 
of  fact — that  the  thing  didn't  begin  to  develop  by  way  of  foreign  opportunities 
to  the  extent  we  thought  they  might,  and  we  were  following  a  rather  new  route 
that  hadn't  been  gone  over  before,  and  it  wasn't  unreasonable  to  find  it  necessary 
to  perhaps  change  some  of  our  original  ideas  as  to  the  best  way  to  work  this 
organization,  and  I  think  to  give  ourselves  greater  latitude  we  determined  to 
make  that  conversion. 

The  proposed  public  sale  of  a  part  of  the  common  stock  thus  re- 
ceived in  exchange  for  the  second  preferred  stock  played  no  imme- 
diate part  in  the  scheme  to  reduce  the  fixed  charges.  Gerald  F.  Beal, 
vice  president  of  J.  Henry  Schroder  Banking  Corporation  at  the  time 
in  question,  testified  as  follows  with  respect  to  this  feature  of  the 
plan:*" 

Q.  What  were  the  factors  that  made  you  determine  to  pass  on  a  part  of 
that  investment  to  the  public,  at  the  time  that  125,000  shares  of  common  were 
offered,  in  January  of  1929? 

A.  I  think  the  main  factor  was  that  we  were  very  much  interested  in  the 
development  of  the  market  for  the  common  stock,  and  we  had  felt  that  over 
a  period  of  time  the  common  stock  of  this  company  was  going  to  represent 
a  pretty  substantial  asset  value,  and  we  felt  that  at  that  time,  to  get  a  wider 
distribution  of  the  stock,  and  establish  a  real  market  for  it,  was  of  benefit 
to  the  company. 

Q.  In  what  way,  Mr.  Beal? 

A.  I  presume  that  we  envisaged  that  further  amounts  of  common  stock  might 
be  sold  later  on. 

Q.  And  that  distribution  in  1929  would  assure  a  good  distribution  at  a  later 
time? 

A.  Exactly. 

This  plan  to  improve  the  market  for  the  common  stock  was  also 
of  benefit  to  the  sponsors,  who  still  possessed  a  substantial  interest  in 
such  shares. 

On  November  19,  1928,  a  special  meeting  of  the  second  preferred 
and  common  stockholders  was  called  to  approve  the  plan.  Since 
the  bankers  held  75%  of  the  Corporation's  outstanding  common  and 
all  of  the  Second  Preferred  stock,  there  could  be  no  doubt  as  to  the 
outcome.  The  plan  was  adopted  and  the  charter  appropriately 
amended.^^° 

The  mechanics  of  the  distribution  to  the  public  were  carried  out 
through  buying  and  selling  groups.  The  European  banks  deposited 
81,000  shares  of  common  at  $17  per  share  with  a  buying  group  com- 
posed solely  of  Blyth,  Witter  &  Co.  and  J.  Hem-y  Schroder  Banking 
Corporation.  The  buying  group  then  added  39,000  shares  and  turned 
over  to  a  selling  group  of  120,000  shares  of  common  stock  at  $18.50  a 
share.  Thus,  Blyth,  Witter  &  Co.  and  J.  Henry  Schroder  Banking 
Corporation  received  $18.50  per  share  for  their  39,000  shares  of  new 
common  stock  and  the  European  group  received  $17  per  share  for 
the  balance.*-^  Accordingly,  the  American  and  European  sponsors 
realized  $2,098,500  from  the  sale  of  the  120,000  shares,  thus  reducing 


<!»  Id.,  at  4799. 

*^  Ibid.     The  voting  trust  under  which  the  sponsor's  original  300,000  shares  of  com- 
mon stock  had  been  deposited  was  terminated  at  that  time  (Id.,  at  4615). 
*2i  Op.  cit.  supra,  note  403,  at  4668. 
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their  original  investment  of  $4,000,000  by  more  than  half.*^^  The 
380,000  shares  of  common  stock  retained  by  them  represented  63.3% 
of  the  voting  power.*-^ 

The  selling  group,  comprised  of  the  same  American  sponsors,  in 
turn  sold  to  the  public  at  $20  a  share  the  entire  120,000  shares  received 
from  the  buying  group,  plus  an  additional  5,000  shares  supplied  by 
Blyth,  Witter  &  Co.  out  of  other  holdings.*^^  The  profit  to  the  selling 
group  upon  the  120,000  share  block  therefore  represented  an  additional 
$301,600. 

There  were  also  sold  under  the  rights  issued  to  the  old  common- 
stock  holders  of  American,  British  &  Continental  Corporation,  exclu- 
sive of  the  sponsoring  group,  40,213  shares  of  common  stock  at  $18  per 
share.  These  shares,  however,  did  not  come  from  the  holdings  of  the 
sponsors^  as  originally  planned.  Instead,  Blyth,  Witter  &  Co.  and 
J.  Henry  Schroder  Banking  Corporation  deposited  with  Chase  Na- 
tional Bank  of  New  York  50,000  shares  of  the  old  common  stock,*-' 
to  be  reserved  against  the  exercise  of  the  subscription  rights.  Blyth, 
Witter  &  Co.  and  J.  Henry  Schroder  Banking  Corporation  then  pur- 
chased in  the  market  at  a  discount  40,213  shares  of  common  stock  to 
meet  the  amount  of  stock  taken  down  under  the  rights.  This  discount 
netted  them  a  profit  of  approximately  $25,000  ^-'^  and  at  the  same  time 
permitted  the  sponsors  to  inject  support  into  the  market.*-' 

There  can  be  little  doubt  that  many  investors  may  have  become 
stockholders  of  American,  British  &  Continental  Corporation  in  re- 
liance on  the  fact  that  the  sponsors  had  agreed  to  risk  their  own  funds 
in  the  venture.*-^  However,  two  years  after  the  formation  of  the 
investment  company,  the  sponsors  shifted  the  risk  of  approximately 
60%  of  their  investment  to  the  public.  Moreover,  the  sponsors  ac- 
complished this  by  selling  the  stock  to  the  public  at  two  and  one-half 
times  its  cost  to  them. 

The  sponsors  originally  purchased  40,000  shares  of  second  preferred 
and  300,000  shares  of  common  stock  in  units  of  one  share  of  preferred 
and  seven  and  one-half  shares  of  common  at  $100  per  unit.  Each 
share  of  second  preferred  stock  was  then  converted  into  five  shares  of 
common  stock,  so  that  the  sponsors  ultimately  received  121/2  shares  of 
common  for  $100,  or  at  a  cost  of  $8  per  share.  The  American  spon- 
sors thereupon  sold  120,000  shares  of  the  stock  so  received  to  the  public 
at  $20  a  share  when  its  net  asset  value  was  only  $6.82  a  share.*^^ 
Despite  these  disparities,  Mr.  Beal  refused  to  admit  that  the  $20  price 
was  unfair  or  exorbitant  under  the  circumstances.*^"    While  the  stock 


*22  Id.,  at  4673.  As  these  120,000  shares  cost  the  sponsors  only  $960,000  they  realized 
a  profit  thereon  of  $1,138,500. 

<^Id.,  at  4673-4. 

*^  Id.,  at  4665. 

<2s  These  securities  were  then  released  from  the  voting  trust  (Id.,  at  4666). 

<23  Op.  cit.  supra,  note  403,  at  4666. 

<27  In  1929  the  price  of  this  stock  declined  rather  steadily,  falling  as  low  as  14%  In 
August  of  that  year  (Id.,  at  4679).  This  decline  took  place  in  a  period  when  investment 
trust  shares,  in  general,  were  participating  in  the  general  stock  market  rise.  The  Standard 
Statistics  monthly  average  of  18  investment  trust  company  stocks  declined  from  332  in 
January  to  323  in  April,  but  by  August  was  at  407.  During  this  8-month  period,  when 
the  sponsors  were  covering  part  or  all  of  the  40,213  shares  they  had  supplied  to  share- 
holders, only  50,400  shares  were  reported  sold  on  the  New  York  Curb  Exchange. 

^^  Op.  cit.  supra,  note  403,  Commission's  Exhibit  No.  447. 

*^^  Id.,  at  4698. 

*s«  Id.,  at  4800. 
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had  earnings  and  leverage  whicli  might  have  given  it  a  market  value 
in  excess  of  its  net  asset  value,  the  fixing  of  such  a  price  could  only  be 
a  matter  of  estimate  and  in  this  case  all  the  estimating  was  done  by 
those  who  would  get  the  profit.  The  natural  incUnation  was  there- 
fore to  sell  the  shares  at  a  price  as  high  as  the  market  would  bear. 

Furthermore,  there  was  no  unequivocal  disclosure  that  the  banker- 
sponsors  were  the  owners  of  the  second  preferred  stock  and  would  sub- 
stantially reduce  their  investment  in  American,  British  &  Continental 
Corporation  as  a  result  of  the  redistribution.*"^  Nor  did  the  offering 
circular  disclose  the  disparities  existing  between  the  offering  price  and 
the  cost  and  liquidating  values.*^- 

General  American  Investors  Company,  Inc. 

On  January  25,  1927,  an  investment  company  known  as  General 
American  Investors  Company,  Inc.,  was  organized  under  the  joint 
sponsorship  of  Lfehman  Brothers  and  Lazard  Freres,  investment  bank- 
ers. The  public  offering  consisted  of  $7,500,000,  25-year  5%  deben- 
tures. Each  $1,000  debenture  carried  a  warrant  for  10  full-paid  shares 
of  common  stock  Avhicli  could  not  be  detached  prior  to  the  record  date 
for  the  initial  dividend  upon  the  common  stock  without  the  consent  of 
the  board  of  directors.*^''  The  total  selling  commission  of  $225,000 
was  deductible  from  the  offering  price  of  $7,500,000  for  the  de- 
bentures.*^* 

At  the  same  time  the  sponsors  agreed  to  purchase  $1,500,000  face 
amount  of  6%  cumulative  preferred  stock  and  125,000  shares  of  com- 
mon stock  for  a  total  consideration  of  $1,800,000.*^° 

By  resolution  of  the  board  of  directors  of  General  American  In- 
vestors Company,  Inc.,  the  warrants  were  declared  exercisable  on  and 
after  February  15,  1928,  or  approximately  one  year  after  the  public 
offering  of  the  debentures.*^*'  Up  to  that  time  the  sponsors  had  com- 
plete control  over  the  available  supply  of  common  shares  and  no 
market  could  exist  except  as  they  disposed  of  their  holdings.  Even 
after  that  event  the  available  supply  was  increased  by  only  three- 
eighths  of  the  total  outstanding  common  stock. 

In  the  first  quarter  of  1928  the  market  price  of  the  stock  ranged 
from  561/s  to  Q8%,  while  the  stock  had  an  asset  value  of  $12.15.*^^ 
While  these  prices,  representing  premiums  of  from  365%  to  468%,*^^ 
were  in  part  a  reflection  of  the  times  and  of  the  leverage  nature  of  the 
company's  capital  structure,  the  small  floating  supply  of  this  stock 
probably  contributed  to  this  premium.  The  market  price  of  this 
stock  experienced  a  gradual  rise  through  May  1929,  when  the  price 


<3ild.,  Commission's  Exliibit  No.  453.  It  was  stated  in  the  offering  circular  in  small 
type  that  "This  offering  does  not  represent  new  financing  on  the  part  of  the  Corporation," 
and  mention  was  made  that  "holders  of  the  Second  Preferred  Stock  have  agreed  with  the 
Corporation  to  cause  this  public  offering  of  the  Common  Stock  to  be  made." 

«2  Id.,  at  4678. 

■wa  Op.  cit.  supra,  note  194,  at  5720,  and  Commission's  Exhibit  No.  ■517. 

<*'  Id.,  Commission's  Exhibit  No.  517. 

«5  Ibid. 

^soid.,  at  5727. 

■isT  Derived  from  supplementary  information  supplied  the  Commission  for  General  Ameri- 
can Investors  Company,  Inc. 

<38  Reply  to  the  Commission's  questionnaire  for  General  American  Investors  Company, 
Inc.,  Pt.  II. 
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ranged  from  791/2  to  88 — prices  well  in  excess  of  the  asset  value 
throughout  that  period. 

On  May  28,  1929,  the  preferred  stock  sold  to  the  sponsors  was  re- 
tired at  par  plus  accruecl  dividends.^^''  On  the  same  date  there  was 
declared  a  100%  common  stock  dividend,  increasing  the  number  of 
outstanding  shares  from  200,000  to  400,000,  and  at  about  the  same 
time  400,000  additional  shares  were  offeree!  to  stockholders  at  $15 
a  share,  without  underwriting  commission,  quadrupling  the  outstand- 
ing common  shares  and  giving  a  net  increase  in  equity  backing  for 
the  debentures  of  approximately  $4,250,000.**° 

Although  the  sponsors  of  this  investment  company  appear  to  have 
taken  an  active  part  in  the  market  for  this  common  stock  after  the; 
third  quarter  of  1928,  a  dominant  position  was  at  all  times  main- 
tained by  the  sponsors  in  the  common  stock.**^ 

Second  General  American  Investors  Company,  Inc.  was  organized 
by  Lazard  Freres  and  Lehman  Brothers  (the  sponsors  of  General 
American  Investors  Company)  on  October  15,  1928,  at  which  time 
these  sponsors  made  a  public  offering  of  $10,000,000  6%  cumulative 
preferred  shares  with  option  warrants  for  200,000  shares  of  common 
stock.  These  securities  were  sold  at  $102.50  per  unit — a  unit  consist- 
ing of  one  share  of  preferred  stock  and  option  warrants  to  purchase 
two  shares  of  common  stock.-**^  'pi^g  option  warrants  were  exercis- 
able during  the  period  beginning  in  1930  and  expiring  at  the  end  of 
1934,  at  prices  ranging  from  $10  to  $15  a  share  and  were  not  other- 
wise detachable.**^  At  the  same  time  the  sponsors  subscribed  to 
300,000  common  shares  at  $10  a  share,  while  another  200,000  shares 
were  reserved  to  the  common  stockholders  of  the  first  investment  com- 
pany at  the  same  price,  giving  those  sponsors  a  total  of  425,000  shares 
out  of  the  500,000  shares  offered.*"  Finally,  25-year  options  to  pur- 
chase 500,000  common  shares  at  prices  ranging  from  $10  to  $20  **5 


«9Id.,    Pt.    V. 

^  Ibid.,  and  op.  cit.  supra,  note  194,  at  5745-7. 

<*i  Schedule  of  purchases  and  sales  by  the  sponsors  of  General  American  Investors  Com- 
pany, Inc.,  in  the  common  stock  of  the  first  company  : 


Bought 

Sold 

Number 
of  shares 

Cost 

Number 
of  shares 

Proceeds 

ported 
sales 

February  1927:  Original  subscription 
with  15,000  shares  preferred 

125, 000 

370 

1,100 

3,670 

2,800 

114,300 

11,  300 

f      5, 700 

1235,700 

$305, 000. 00 

5, 049.  53 

68, 857.  50 

224, 936. 25 

213,  742.  50 

June  1927 

September  1928 

18!  620 
500 

$252, 062.  78 

1, 365, 221. 18 

43,  261.  25 

10,  300 
108  100 

December  1928 

March  1929 

31,000 

June  1929  stock  dividend 

June  1929 

875, 248.  75 

146, 201.  25 

3,535,500.00 

6,300 

493,  761.  75 

29, 000 
28, 000 

Total 

499,940    ,t5.  374.  ,535  78 

29, 100 

$2, 154,  306. 96 

Source:  Derived  from  supplementary  information  supplied  the  Commission  for  General  American 
Investors  Company,  Inc. 
"2  Op.  cit.  supra,  note  194,  Commission's  Exhibit  No.  525. 
*«  Ibid. 
***  Ibid. 

*^' These  prices  were  allocated  to  blocks  of  stock  called  for  by  the  option  warrants  as 
contrasted  with  the  time  element  in  the  price  to  be  paid  under  the  option  warrants  pub- 
licly distributed. 
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a  share  were  divided  equally  between  the  two  sponsors  as  a  form  of 
management  compensation.**® 

The  option  warrants  attached  to  the  preferred  stock  offered  no 
source  of  common  shares  available  for  trading  until  the  end  of  1929 
and  thereafter  only  220  shares  were  issued  thereunder.  Accordingly, 
during  the  period  of  the  greatest  trading  and  most  inflated  prices 
only  75,000  common  shares  were  in  the  hands  of  the  public,  while  the 
sponsors  owned  425,000  shares  with  option  warrants  to  purchase 
600,000  additional  shares.  Although  the  leverage  factor  in  the  cap- 
ital structure  of  this  investment  company  was  considerably  less  than 
originally  existed  in  the  first  enterprise,  the  common  shares  were  sub- 
stantially tied  up  with  the  sponsors. 

The  common  stock  was  listed  on  the  New  York  Curb  and  trading 
began  on  October  17,  1928,  two  days  after  public  offering.*"  During 
the  period  from  original  listing  to  the  end  of  1928  the  stock  ranged 
in  price  from  241/^  to  33,  while  its  asset  value  was  only  $13.72  at  the 
end  of  1928.**^  The  market  price  was  about  240%  of  asset  value  or  a 
premium  of  approximately  140%.**^  The  market  prices  of  these 
shares  thereafter,  until  the  merger  on  September  5,  1929,  were  largely 
within  the  1928  range  and,  after  the  split-up  of  the  shares  of  the  first 
company  in  May  1929,  the  quoted  prices  for  the  two  stocks  were  sub- 
stantially the  same.*^° 

The  sponsors  were  more  active  in  the  distribution  of  their  own 
shares  in  the  case  of  the  second  company,  but  most  of  their  sales  were 
made  off  of  the  exchange.*^^  Thus,  148,175  shares  of  the  178,165 
shares  of  the  second  company  sold  by  its  sponsors  in  the  last  quarter 
of  1928  were  sold  off  of  the  exchange  by  direct  transactions.  About 
71,000  of  these  shares  were  sold  to  individual  directors  of  the  company, 
and  an  additional  78,000  shares  were  sold  in  large  blocks  to  undesig- 
nated persons.*^^  Similarly,  in  the  first  quarter  of  1929,  the  sponsors 
disposed  of  25,500  shares,  of  the  total  of  27,325  shares  sold  by  them, 
through  private  placing.*"^  These  direct  transactions  were  made  at 
prices  averaging  around  16  or  17,  as  compared  with  the  price  of  $10  a 


^«  Op.  cit.  supra,  note  194,  at  5747-50.  In  this  instance  the  underwriting  commission 
was  fixed  at  $175,000  plus  selling  expenses  for  the  preferred  stock,  with  the  limitation 
that  the  commission,  selling  expenses  and  organization  expenses  should  not  exceed 
$250,000   (Id.,  Commission's  Exhibit  No.  525). 

«'  Id.,  at  5762. 

^  Ibid.,  and  op.  cit.  supra,  note  437. 

"9  Op.  cit.  supra,  note  438,  Pt.  II. 

*^  Op.  cit.  supra,  note  437. 

«i  Schedule  of  purchases  and  sales  by  the  sponsors  of  General  American  Investors  Com- 
pany, Inc.,  in  the  common  stock  of  the  second  company  (ibid.)  : 


Bought 

Sold 

Number 
of  shares 

Cost 

Number 
of  shares 

Proceeds 

reported 
sales 

December  1928  subscription 

f  425, 000 
\      4, 400 

6,325 
18,  700 

9,300 

$4,  250,  000. 00 
118,440.00 
113,658.75 
542,  226.  25 
246,  648.  75 

178, 165 

$3,  004,  818.  04 

53,  500 

March  1929 

27, 325 
11, 100 
6,000 

747, 073. 76 
255,  435.  25 
174,  297.  50 

65, 000 
48, 000 
21, 000 

June  1929 

September  5, 1929  .  . 

463,  725 

5,  270, 973.  75 

222,  590 

4, 181,  624.  55 

«3  Op.  cit.  supra,  note  194,  at  5763. 
''^Op.  cit.  supra,  note  437. 
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share  paid  to  the  investment  company.  At  the  same  time  the  pur- 
chasers were  getting  the  stock  for  at  least  $8  per  share  less  than  the 
market  price.*^^ 

Thereafter,  on  September  5,  1929,  the  first  investment  company  was 
merged  into  the  second  investment  company  under  the  name  of  Gen- 
eral American  Investors  Company,  Inc.*^^  The  common  shares  of  the 
first  investment  company  were  exchanged,  share  for  share,  for  the 
stock  of  the  second  company,  while  the  debentures  of  the  first  invest- 
ment company  were  assumed  by  the  second  company.*^*^ 

The  foregoing  details,  concerning  the  original  placing  and  redis- 
tribution of  the  common  shares  of  the  two  General  American  Investors 
Companies,  indicate  the  problems  presented  by  the  concentration  of 
such  shares  available  for  trading  in  the  hands  of  the  sponsors,  largely 
through  the  device  of  unit  offerings.  There  was  also  a  specific  agree- 
ment between  the  sponsors  that  thie  common  shares  held  by  them  in 
either  company  should  not  be  sold  by  one  sponsor  without  the  consent 
of  the  other.*"  This  agreement  had  no  application  to  the  sale  or 
exercise  of  their  option  warrants.*^^  While  these  sponsors  apparently 
did  not  engage  in  extensive  trading  activities  in  these  shares,  they 
realized  considerable  profits.  Estimating  profits  on  the  basis  of  the 
average  cost  of  securities  which  were  sold  during  the  period,  from 
original  flotations  to  September  5,  1929  (the  date  of  the  merger  be- 
tween the  two  companies),  the  sponsors  realized  in  connection  with 
the  original  General  American  Investors  Company,  Inc.,  profits  of 
approximately  $2,000,000,  and  in  the  case  of  the  second  company, 
profits  of  $1,900,000.  In  addition,  the  sponsors  had  unrealized  profits 
on  September  5,  1929,  equivalent  to  about  $6,500,000  in  the  case  of 
the  first  company  and  $3,000,000  in  the  case  of  the  second  company. 

III.  PROBLEMS  IN  CONNECTION  WITH  THE  REPUR- 
CHASE OF  THE  SHARES  OF  CLOSED-END  MANAGE- 
MENT INVESTMENT  TRUSTS  AND  INVESTMENT  COM- 
PANIES 

A.  General  Characteristics  of  Repurchases 

Although  a  primary  objective  of  sponsors  of  closed-end  manage- 
ment investment  trusts  and  companies  was  to  have  these  companies 
distribute  large  quantities  of  their  security  issues  in  order  to  collect 
extensive  funds  for  their  management  and  control,  a  variety  of  circum- 
stances and  influences  impelled  these  sponsors  to  cause  these  invest- 
ment trusts  and  companies  to  repurchase  or  reacquire  large  blocks  of 
their  outstanding  securities,  thereby  reducing  the  amounts  of  the  funds 
under  their  superAdsion. 

During  the  years  1927  through  1935  closed-end  management  invest- 
ment companies  proper  and  investment-holding  com])anies  repur- 
chased some  $534,000,000  of  their  own  outstanding  securities  of  which 
they  resold  $61,000,000,  resulting  in  net  repurchases  of  about  $472,- 
000,000.    These  net  repurchases  equaled  about  12%  of  the  value  of 


«*Ibid. 

*^  Op.  cit.  supra,  note  194,  Commission's  Exhibit  No.  628. 

'^  Ibid.,  and  at  5745-6. 

^Tld.,  at  5764-6. 

«8ibid. 
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total  sales  of  the  security  issues  of  these  types  of  investment  com- 
panies.^ Tliese  total  repurchases  included  approximately  $321,000,000 
of  preferred  stocks,  some  $99,000,000  of  bonds,  together  consti- 
tuting about  79%  of  total  repurchases  of  all  classes  of  securities, 
and  $114,000,000  of  common  stocks.  Since  the  senior  securities  issued 
were  relatively  less  in  dollar  volume  than  common  stocks  sold,  these 
repurchases,  as  percentages  of  proceeds  from  original  sales,  repre- 
sented 29%  of  the  bonds  sold,  25%  of  the  preferred  stocks  sold,  and 
only  5%  of  common  stocks  sold.  Resales  were  most  concentrated  in 
the  common  stocks. 

The  condition  of  the  market  during  the  1927-1935  period  was  an 
influential  factor  in  the  repurchase  operations  of  closed-end  manage- 
ment investment  trusts  and  investment  companies  in  their  own  securi- 
ties.^ Obviously,  repurchase  programs  during  the  rising  markets  of 
1928  and  1929,  when  such  securities  frequently  sold  at  market  pre- 
miums (at  market  prices  above  asset  values),  were  based  upon  differ- 
ent inducements  and  justifications  from  those  which  prevailed  during 
the  period  of  severe  market  decline  of  the  following  years,  when  such 
securities  ordinarily  sold  at  market  discounts  (at  market  prices  below 
asset  values).^  Thus,  repurchases  were  particularly  heavy  in  the 
period  from  the  end  of  1929  through  1932  and  approximately  one- 
third  of  total  repurchases  were  effected  in  the  year  1930,  alone.*  Fur- 
thermore, it  was  rare  that  repurchases  of  securities  were  effected  at 
their  call  prices.^ 

Various  explanations  and  justifications  were  urged  by  the  managers 
of  closed-end  management  investment  trusts  and  investment  com- 
panies for  their  repurchase  operations :  to  "peg,  fix,  or  stabilize"  the 
market  during  the  primary  distribution  of  new  issues;  to  "police" 
and  maintain  an  orderly  market  in  the  securities ;  to  supply  a  better 
market  for  the  security  holders  who,  because  of  financial  conditions 
had  to  sell  their  shares— distress  selling  by  security  holders ;  to  sim- 
plify or  adjust  the  capital  structures;  to  increase  or  decrease  leverage; 


iThe  statistical  data  contained  in  tliis  section  are  derived  from  Pt.  Two  (House  Doc. 
No.  70,  76th  Cong.),  Ch.  Ill,  pp.  232-41,  and  are  subject  to  the  limitations  and  conditions 
as  therein  set  forth.  These  figures  may  be  compared  with  total  repurchases  by  closed-end 
investment  companies  proper  (exclusive  of  companies  in  The  Equity  Corporation  and  Atlas 
Corporation  groups)  of  $315,757,000  and  total  resales  of  $37,369,000  (Id.,  Tables  74,  75, 
76,  and  77).  Such  repurchases  in  this  group  constituted  a  net  reduction  of  16%  of  total 
security  sales  (Id.,  Tables  61  and  64). 

2  For  a  further  discussion  of  the  effect  of  marlcet  conditions  upon  repurchases,  see  id., 
p.  286. 

3  The  price  fluctuations,  premiums,  and  discounts  experienced  by  security  issues  of 
closed-end  management  investment  trusts  and  investment  companies  are  discussed  in 
Pt.  Two  (House  Doc.  No.  70,  76th  Cong.),  Ch.  IV,  pp.  310-24. 

*Id.,  Ch.  Ill,  Table  64. 

'  An  example  of  the  use  of  the  redemption  power  was  provided  by  Financial  and  Indus- 
trial Securities  Corporation.  A  notice  was  sent  to  the  holders  of  the  7%  preferred  stock 
of  Financial  and  Industrial  Securities  Corporation  on  December  1,  1928,  advising  them 
that  the  150,104  preferred  shares  outstanding  would  be  redeemed  at  $110  a  share  on 
January  1,  1929,  unless  converted  into  common  stock  by  December  10,  1928,  on  the  basis  of 
one  share  of  preferred  stock  for  %  share  of  common  stock  (Public  Examination,  Finan- 
cial and  Industrial  Securities  Corporation,  Commission's  Exhibit  No.  3008).  The  over- 
the-counter  market  price  of  the  common  stock  was  129-1381/^  for  the  month  of  December 
1928  and  holders  of  the  preferred  stock  were  not  advised  that  the  asset  value  of  the 
common  stock  was  about  half  the  market  price  (Id.,  Commission's  Exhibit  No.  3020). 
Holders  of  142,628%  preferred  shares  or  95%  of  the  preferred  shares  outstanding,  con- 
verted them  into  128,366  common  shares  on  the  basis  of  this  offer  (Id.,  Commission's 
Exhibit  No.  3006). 
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to  assist  the  consummation  of  mergers  and  consolidations;  to  create 
book  "profits"  by  purchasing  the  securities  below  asset  values;  to 
prevent  the  operation  of  "touch-off"  clauses  in  debenture  agreements ; 
and  to  reduce  interest  charges.*^  This  section  will  attempt  to  explore 
the  merit  and  force  of  these  purposes  by  discussing  actual  repur- 
chase operations  engaged  in  by  various  investment  companies.  The 
discussion  of  the  problems  in  connection  with  the  distribution  of 
securities  of  closed-end  management  investment  trusts  and  investment 
companies  contained  in  the  preceding  section  has  already  indicated  a 
variety  of  repurchase  practices,  particularly  such  repurchases  which 
were  a  part  of  the  distribution  plan. 

B.  Influencing  the  Market  Through  Repurchases 

Although  the  underlying  values  of  security  issues  of  closed-end 
management  investment  trusts  and  investment  companies  were  more 
definitely  ascertainable  than  the  net  worth  of  many  industrial  enter- 
prises, such  issues  were  subject  to  price  variations  as  was  any  stock 
or  bond  seeking  a  market.  As  a  group,  investment  trust  and  invest- 
ment company  securities  led  the  market  both  during  the  rise  in  1928 
and  1929  and  in  the  decline  of  later  years.  ^ 

It  will  be  recalled  that  management  investment  companies  of  the 
closed-end  type,  unlike  fixed  trusts  or  open-end  investment  com- 


8  The  statement  of  tlie  committee  on  stock  list  of  the  New  York  Stock  Exchange  adopted 
April  22,  19S1,  concerning  investment  trusts  of  the  management  type  included  the  follow- 
ing (for  full  text  see  Pt.  Two  [House  Doc.  No.  70,  76th  Cong.],  Ch.  IV,  Appendix  E,  of 
this  report)  : 

I.    REACQ0ISITION    OF  OUTSTANDING    SECURITIES. 

The  general  question  of  the  propriety  of  an  Investment  Trust  reacquiring  its  own 
securities  has  to  be  viewed  in  the  light  of  the  capital  structure  of  the  company  in 
question  and  of  the  purpose  for  which  the  reacquisition  has  been  undertaken.  In 
the  matter  of  capital  structure,  companies  can  be  divided  broadly  into  two  classes  : 
Those  having  prior  securities  outstanding  and  those  having  merely  common  stock 
outstanding. 

In  the  case  of  companies  having  prior  securities  outstanding,  the  reacquisition  of 
outstanding  bonds  appears  in  general  unobjectionable. 

The  reacquisition  of  outstanding  preferred  shares  would  appear  to  be  unobjec- 
tionable : 

(a.)    for  the  purpose  of  retirement ; 

(b)  for  the  purpose  of  resale  under  proper  provisions  to  management  in  connec- 

tion with  management  plans  ; 

(c)  for   the    purpose    of    reissue   in    connection    with    plans    of   consolidation   or 

merger ; 
provided   that   in    each  instance  the  stock   reacquired  had   been  purchased  at  a  fair 
price,   and   that   its   reacquisition   had   not  impaired  substantially  the   equity  behind 
any  outstanding  securities  senior  to  it  in  character. 

The  reacquisition  of  common  shares  would  appear  in  most  cases  to  be  open  to  the 
objection  that  it  would  tend  to  reduce  the  equity  in  back  of  prior  securities  upon 
which  the  holders  of  these  securities  are  justified  in  relying.  Where  common  stock  is 
reacquired  for  the  purpose  of  prompt  reissue  in  connection  with  the  acquisition  of 
assets,  this  objection  may  lose  its  validity. 

In  the  case  of  companies  having  only  common  stock  outstanding,  the  reacquisition 
of  such  stock  appears  unobjectionable  when  acquired  : 

(a)  for  the  purpose  of  retirement ; 

(b)  for   the   purpose   of   resale  under   proper   provisions   to    management   in   con- 

nection with  management  plans ; 

(c)  for    the    purpose   of   reissue   in    connection   with   plans   of   consolidation    or 

merger  ; 
provided  that  in  each  instance  the  stock  reacquired  had  been  purchased  by  the  com- 
pany at  not  in  excess  of  its  asset  value  as  at  the  date  of  purchase. 

Nothing  in  the  foregoing  is  intended  in  any  way  to  suggest  the  approval  of  in- 
vestment trusts  carrying  on  operations  in  the  nature  of  trading  in  their  own 
securities. 

In  any  case  where  profits  result  from  the  purchase  and  sale  by  an  Investment 
Trust  of  its  own  stocks,  these  profits  should  be  credited  directly  to  capital  or  capita] 
surplus  and  not  to  income. 

^For  a  full  discussion  of  such  market  behavior  see  Pt.  Two  (House  Doc.  No.  70,  76th 
Cong.),  Ch.  IV,  pp.  310-24. 
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panies,  are  under  no  obligation  to  redeem  their  securities.  Security 
holders  of  closed-end  investment  companies  who  desired  to  sell  their 
securities  ordinarily  had  to  dispose  of  them  in  the  open  market  at 
prices  which  were  affected  by  bona  fide  supply  and  demand  on  the 
part  of  investors  and  by  market  operations  by  professional  traders, 
the  investment  companies  or  insiders.  Prior  to  the  market  collapse 
of  1929,  repurchases  by  investment  companies  served  to  aid  the  sponsor 
in  the  original  distribution  of  the  investment  company's  issues,  and 
in  secondary  market  operations  thereafter,  to  prepare  the  market 
for  additional  financing,  to  put  the  price  of  the  security  at  a  level 
with  other  investment  company  issues  which  the  sponsors  believed 
or  stated  were  comparable  issues,  to  "police"  the  market  or  to  influ- 
ence security  holders  to  affect  exchanges,  etc.^ 

1.  REPURCHASES  IN  AID  OF  DISTRIBUTIONS 

If  shares  similar  to  the  ones  being  offered  for  public  subscription 
could  be  purchased  in  the  open  market  at  a  discount  the  offering 
would  of  course  be  unsuccessful.  However,  if  the  shares  were  sell- 
ing upon  the  market  at  or  above  the  offering  price  public  confidence 
in  the  issue  would  be  inspired.  As  a  consequence,  it  was  the  prac- 
tice of  underwriters  of  closed-end  management  investment  trusts  and 
investment  companies  to  engage  in  market-supporting  operations — 
taking  down  all  shares  offered  at  or  slightly  above  the  offering  price 
and  reselling  them  if  and  when  the  market  permitted.  Investment 
bankers  realized  the  value  of  maintaining  such  a  market,  even  during 
the  boom  days  of  1928  and  1929,  in  aid  of  their  current  and  future 
distributions.  They  were  also  interested  in  maintaining  the  appear- 
ance that  investment  company  ventures  with  which  they  were  pub- 
licly associated  were  successful.  However,  these  bankers  and  spon- 
sors were  frequently  able,  by  reason  of  their  controlling  positions,  to 
impose  upon  closed-end  management  investment  trusts  and  investment 
companies  the  burden  of  maintaining  the  market  for  their  shares, 
either  immediately  prior  to  or  during  and  after  distribution  was  in 
progress,  despite  the  fact  that  underwriting  commissions  which  they 
received  were  apparently  adequate  to  cover  such  operations. 

Illustrations  of  this  practice  have  been  related  in  the  preceding  sec- 
tions of  this  chapter  dealing  with  the  distribution  of  security  issues 
of  closed-end  management  investment  companies.  Thus  Ungerleider 
Financial  Corporation,^  orgtoized  by  the  investment  banker  and 
broker  firm  of  Samuel  Ungerleider  &  Company,  undertook,  in  connec- 
tion with  the  primary  distribution  of  its  securities,  that  if  the  sponsor 
permanently  placed  250,000  shares  the  investment  company  would 
engage  in  a  repurchasing  operation  in  its  shares  through  Samuel 
Ungerleider  &  Company  at  prices  not  to  exceed  $50  a  share.  Between 
May  1929  and  December  31,  1929,  435,978  shares  had  been  sold,  net- 
ting the  investment  company  $21,798,900.  During  the  same  period 
a  total  of  222,359  shares  were  repurchased  by  the  investment  company 
through  its  sponsor  ^°  at  an  average  cost  of  $49  a  share.    Although  the 


8  See  discussion,  id.,  Ch.  Ill,  Sec.  VI,  2,  pp.  236. 
"  For  further  details  see  supra,  pp.  937-41. 

1"  Samuel  Ungerleider  &  Company  suffered  a  loss  of  about  $280,000  in  these  repurchase 
operations   (Public  Examination,  Ungerleider  Financial  Corporation,  at  14996). 
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selling  group  had  agreed  with  Samuel  Ungerleider  &  Company  to  take 
back  all  such  shares  repurchased  by  the  investment  company,  only 
72,549  shares  were  so  resold  for  the  investment  company.  Additional 
repurchases  reduced  the  size  of  the  investment  company  to  244,400 
shares,  for  which  the  investment  company  had  received  $13,205,575.76. 
Eather  than  "put  back"  the  unsold  shares  to  the  members  of  the  sell- 
ing group,  with  whom  Samuel  Ungerleider  &  Company  hoped  to  do 
business  in  the  future,  the  investment  company  was  permitted  to 
diminish  its  assets,  by  the  repurchase  of  its  shares,  to  but  a  little  more 
than  half  of  its  publicized  size.  The  underwriting  commission  was 
paid  on  almost  all  of  the  shares  included  in  the  original  offering — or 
was  paid  upon  almost  twice  as  many  shares  as  the  investment  company 
ultimately  had  outstanding  at  the  end  of  the  distribution  period._^^ 

Similar,  although  not  so  extensive,  market  support  was  supplied  by 
Iroquois  Share  Corporation  in  connection  with  the  distribution  of  its 
shares.^^  The  brokerage  firm  of  O'Brian,  Potter  &  Stafford,  who 
organized  this  investment  company  on  January  14,  1929,  proceeded 
to  offer  the  shares  of  the  company  largely  to  its  brokerage  customers 
at  $21.50  a  share,  which  included  a  loading  charge  of  $1.50  a  share — 
almost  7%  of  the  offering  price.  Concurrently  with  this  offering,  the 
sponsor  firm  engaged  in  trading  operations  in  the  shares,  and  in 
February  1930  the  firm  was  short  4,900  shares,  at  an  average  cost  of 
$15.73  a  share.  At  the  same  time,  the  investment  company  had 
acquired  4,800  of  its  shares  by  repurchases  at  an  average  cost  of  $14.50 
a  share.  This  treasury  stock  of  the  investment  company  was  there- 
upon bought  by  the  sponsor  at  $15  a  share  to  cover  its  short  position. 
The  market  price  at  that  time  was  17-171/4. 

In  the  case  of  Italian  Superpower  Corporation,^^  sponsored  in  Janu- 
ary 1928  by  American  and  Italian  groups  to  raise  money  primarily 
in  the  United  States  for  investment  in  Italian  utility  shares,  the  orig- 
inal  public  distribution  consisted  of  a  $20,250,000  debenture  issue,  with 
certain  option  warrants  and  common  stock  attached.  On  July  5, 1929, 
the  investment  company  began  to  repurchase  its  debentures  free  of 
stock  or  warrants,  in  which  operation  it  was  aided  by  Field,  Glore  & 
Co.,  the  American  sponsors,  and  Banca  Commerciale  Trust  Company, 
representatives  of  the  Italian  sponsors.  The  market  price  of  the  de- 
bentures rose  from  76  on  July  5  to  79  on  July  16,  and  on  July  18,  when 
$1,469,000  face  amount  of  debentures  had  been  repurchased,  the  Amer- 
ican bankers  made  an  offering  of  $4,000,000  face  amount  of  debentures 
(with  certain  warrants  attached),  one-half  of  which  were  to  be  ob- 
tained through  this  repurchase  operation.  Accordingly  the  repur- 
chases continued  until  October  15,  1929,  when  this  technically  short 
position  was  finally  covered.  Apparently  this  procedure  relieved  the 
bankers  from  the  necessity  of  conducting  any  further  trading  opera- 
tions to  support  the  offering.  Furthermore,  as  in  the  case  of  Unger- 
leider Financial  Corporation,  these  sponsors  sold  and  received  com- 
missions on  twice  the  amount  of  securities  represented  by  the  net 
contribution  to  the  investment  fund. 


II  See  Pt.   Two    (House   Doc.   No.   70,   76th  Cong.),   Ch.   Ill,   pp.   203-6,   for  discussion 
of  underwriting  compensation. 

^  For  further  details  see  Ch.  II  of  this  part  of  the  report,  pp.  51-76. 
"  For  further  details,  supra,  pp.  930  et  seq. 
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United  States  &  International  Securities  Corporation 

The  securities  of  United  States  &  International  Securities  Corpora- 
tion were  distributed  by  Dillon,  Read  &  Co./*  investment  bankers, 
who  sponsored  the  investment  company  on  October  28,  1928,  jointly 
with  United  States  &  Foreign  Securities  Corporation,  another  invest- 
ment company  sponsored  by  Dillon,  Read  &  Co.  four  years  pre- 
viously.^^ 

The  capital  of  United  States  &  International  Securities  Corpora- 
tion was  to  be  represented  by  500,000  shares  of  first  preferred  stock, 
100,000  shares  of  second  preferred  stock,  and  3,000,000  shares  of  the 
common  stock.  The  500,000  shares  of  first  preferred  stock,  500,000 
shares  of  common  stock  and  option  warrants  to  purchase  500,000  addi- 
tional shares  of  common  stock  were  sold  by  Dillon,  Read  &  Co.  to 
the  public  in  the  form  of  part-paid  allotment  certificates  at  $100  a 
unit,  comprised  of  one  share  of  first  preferred  stock,  one  share  of 
common  stock,  and  one  option  warrant,  contemplating  a  total  public 
participation  of  $50,000,000.  Of  this  total,  only  25%,  or  $12,500,000, 
was  paid  in  at  the  time  of  subscription  and  the  balance  was  subject 
to  call  in  three  installments.  These  units  were  separable  into  the 
component  shares  only  when  fully  paid.^''  The  first  preferred  stock 
and  allotment  certificates  were  listed  upon  the  Boston  Stock  Exchange 
at  the  time  of  distribution  and  on  December  11,  1929,  the  first  pre- 
ferred and  common  stocks  were  listed  upon  the  New  York  Curb  Ex- 
change, although  only  about  71,000  shares,  or  14%,  of  the  subscribed 
first  preferred  stock,  and  a  like  number,  or  about  3% ,  of  the  subscribed 
common  shares,  were  at  that  time  in  the  hands  of  the  public  and 
available  for  trading." 

The  second  preferred  stock  and  2,000,000  shares  of  common  stock 
were  sold  to  United  States  &  Foreign  Securities  Corporation  for  $10,- 
000,000  resulting  in  United  States  &  International  Securities  Corpora- 
tion becoming  a  subsidiary  of  United  States  &  Foreign  Securities 
Corporation  which  in  turn  was  controlled  by  Dillon,  Read  &  Co.^^ 

As  the  common  stock  of  United  States  &  International  Securities 
Corporation  possessed  no  asset  value  during  the  period  1929-1935, 
that  investment  company  was  advised  by  counsel  that  it  could  make 
no  repurchases  of  its  allotment  certificates  which  included  comrnon 
shares.^^  However,  United  States  &  Foreign  Securities  Corporation 
did  not  consider  itself  under  any  disability  to  purchase  the  allotment 
certificates  of  United  States  &  International  Securities  Corporation. 
During  1929  and  1930  United  States  &  Foreign  Securities  Corpora- 
tion purchased  57,700  allotment  certificates,  paid  the  unpaid  balances, 
and  received  the  component  shares.-°  The  first-preferred  shares  so 
acquired,  together  with  other  first-preferred  shares  bought  upon  the 

1^  Reply  to  tbe  Commission's  questionnaire  for  United  States  &  International  Corpora- 
tion, Pt.  I. 

i»  Reply  to  the  Commission's  questionnaire  for  United  States  &  Foreign  Securities 
Corporation,  Pt.  I. 

i«Op.  cit.  supra,  note  14,  Pt.  I   (Exhibit  D)   and  Pt.  V. 

"  Id.,  Pt.  V  and  derived  from  supplementary  formation  supplied  the  Commission  for 
United  States  &  Foreign  Securities  Corporation. 

18  Public  Examination,  United  States  &  Foreign  Securities  Corporation,  at  11785-6,  and 
op.  cit.  supra,  note  14,  Pts.  I  and  V. 

10  Public  Examination,  United  States  &  Foreign  Securities  Corporation,  at  11941. 

2"  Derived  from  supplementary  information  supplied  the  Commission  for  United  States 
&  Foreign  Securities  Corporation. 
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market,  were  thereupon,  sold  to  United  States  &  International  Se- 
curities Corporation  for  retirement  and  the  common  shares  so  ac- 
quired were  sold  upon  the  market.-^  However,  Ernest  B.  Tracy, 
president  of  both  investment  companies,  denied  that  these  repur- 
chases by  the  parent  company  and  resales  to  the  subsidiary  company 
were  the  result  of  any  agreement  between  them.--  However,  certain 
factors  indicate  that  these  repurchases  may  have  been  intended  to 
create  a  very  definite  market  reaction  as  a  part  of  a  general  program 
of  United  States  &  International  Securities  Corporation. 

The  calls  for  the  third  and  final  installments  upon  the  allotment 
certificates  were  made  on  March  1  and  June  2,  1930,  respectively,^^ 
and  during  the  year  1930  United  States  &  International  Securities 
Corporation  repurchased  approximately  35%  of  the  total  amount  of 
first-preferred  stock  acquired  by  it  throughout  the  1929-1935  period.^* 
The  market  behavior  of  the  first  preferred  and  common  stocks  of 
United  States  &  International  Securities  Corporation  during  that 
year  appear  to  be  more  than  coincidental.  The  first-preferred  stock 
of  United  States  &  International  Securities  Corporation  quoted  on 
the  New  York  Curb  Exchange  in  February  1930  at  6O14,  climbed 
to  a  high  for  the  year  of  75  on  March  1,  1930,  the  date  of  the  third 
call.  This  gain  of  25%  appeared  in  a  recorded  volume  of  trading  of 
only  9,700  shares  of  the  first-preferred  stock.  However,  it  is  signifi- 
cant that  during  the  first  quarter  of  1930,  48.990  allotment  certificates 
were  purchased  by  United  States  &  Foreign  Securities  Corporation.^^ 

Similarly,  the  common  stock,  which  sold  at  2%  a  share  in  January 
1930  reached  a  high  of  $8  a  common  share  in  April  1930  on  a  recorded 
volume  of  5,300  shares.  Again,  the  repurchase  of  allotment  certifi- 
cates during  this  period  may  have  played  an  important  part  in  the 
market  rise  in  these  shares. 

Had  the  sponsors  of  United  States  &  International  Securities  Cor- 
poration been  interested  only  in  reducing  its  capital  it  could  have 
declared  the  allotment  certificates  fully  paid  and  thereby  avoided  the 
hardships  and  further  forfeitures  such  calls  naturally  entailed  during 
that  first  depression  year.  Instead,  it  adopted  the  procedure  of  reduc- 
ing capital  by  means  of  repurchases  which  served  to  induce  the 
payment  of  calls,  thereby  increasing  the  capital. 

However,  while  unit  holders  were  paying  off  their  subscription  obli- 
gations at  par,  the  investment  company  was  repurchasing  the  first 
preferred  stock  at  substantial  discounts.  Table  10  discloses  the  repur- 
chase program  of  United  States  &  International  Securities  Corpora- 
tion during  the  1929-1935  period  :  ^^ 


21  Op.  cit.  supra,  note  l9,  at  11941-3.  The  first  preferred  shares  taken  down  under 
the  allotment  certificates  comprised  94%  of  the  shares  acquired  through  United  States 
&  Foreign  Securities  Corporation  during  1929  and  1930  (op.  cit.  supra,  note  15,  Pt.  VII 
[Table  40-11].) 

22  Op.  cit.  supra,  note  19,  at  11941-3. 

23  Derived  from  supplementary  information  supplied  the  Commission  for  United  States 
&  International  Securities  Corporation. 

2*  See  Table  10,  infra. 

25  Op.  cit.  supra,  note  20. 

2«  Op.  cit.  supra,  note  14,  Pts.  IV  and  V. 
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Table  10.— Repurchases  of  first  preferred  stock  ly  United  States  &  International 
Securities  Corporation 

Year 

Number  of 
of  shares 
repur- 
chased 

Cost 

Average 
price 

Average 
yearly 

coverage 

Market  price 
range 

High 

Low 

1928 

None 
5,563 
85, 990 
71,  500 
39  000 
36,  490 
7,200 
600 

1929 

$369,  682 

5,  469, 144 

2,  455, 192 

901,  885 

1,  848,  730 

397,  283 

34, 259 

$66. 45 
63.60 
34.34 
23.13 
50.66 
56.18 
57.10 

$146 
108 
76 
61 
75 
93 
115 

$102. 00 
75.00 
60.00 
32.50 
65.00 
60.38 
80.75 

$59. 00 

1930... . 

28.00 

1931 

17.50 

1932. 

9.25 

1933  .    . 

17.88 

1934 

39.88 

1935 

41.25 

246,  343 

$11,  476, 175 

$46.  59 

In  effect  the  investment  company  used  approximately  one-fourth 
of  the  net  proceeds  of  $47,166,125  received  from  the  sale  of  the  allot- 
ment certificates  to  repurchase  and  retire  about  one-half  of  the  issue 
of  first  preferred  stock.^^ 

In  view  of  the  negative  asset  value  of  the  holdings  of  the  sponsors 
during  most  of  this  period  they  had  a  special  interest  in  securing  the 
$12,175,150  of  book  profits  realized  upon  repurchases  of  the  senior 
issue.-®  On  the  other  hand,  on  July  13,  1929,  Dillon,  Read  &  Co. 
and  United  States  &  International  Securities  Corporation  became 
equal  participants  in  a  railroad  joint  purchasing  account  financed 
entirely  by  the  investment  company.  On  November  9,  1929,  when 
the  account  was  closed  it  possessed  securities  costing  $14,261,848.36, 
all  of  which  were  subsequently  taken  down  by  the  investment  com- 
pany which  found  it  necessary  to  borrow  $8,950,000  from  United 
States  &  Foreign  Securities  -,Corporation  for  said  purposes.  As 
Dillon,  Read  &  Co.  may  have  desired  to  retain  this  position  of 
influence  in  the  railroads  involved  without  the  risk  of  further  direct 
investment  it  became  necessary  for  the  allotment  certificate  holders 
to  preserve  the  investment  company  assets  by  paying  in  the  balances 
of  their  subscriptions.^^ 

2.  REPURCHASES  TO  AFFECT  THE  MARKET 

Sponsors  sometimes  caused  their  investment  companies  to  engage 
in  repurchase  operations  to  stimulate  an  increase  in  the  market 


^  stockholders  received  no  prior  notice  of  the  policy  of  the  management  to  engage  in 
Buch  large  scale  repurchase  operations  (op.  cit.  supra,  note  19,  at  11754-5).  Furthermore, 
from  1931  up  to  1935  the  first  preferred  stock  was  "under  water"  (Id.,  at  11944).  The 
problem  is  presented,  therefore,  whether  the  repurchases  thereof  by  United  States  &  Inter- 
national Securities  Corporation  did  not  violate  the  law  of  the  State  of  Maryland,  which 
provided  as  follows  (Ch.  480  of  the  Laws  of  Maryland,  1931  [Unchanged  through  1935])  : 


No  such  corporation  shall  purchase  any  shares  of  its  own  stock  unless  the 
of  the  corporation  remaining  immediately  after  such  purchase  shall  be  not  less  than 
the  debts  of  the  corporation  plus  the  amount  of  its  issued  capital  stock,      *     *      *. 

28  In  addition,  $553,997  had  been  paid  in  upon  forfeited  certificates  (op.  cit.  supra, 
note  14,  Pt.  II  [Exhibit  A,  Schedule  18]). 

29  Op.  cit.  supra,  note  19,  at  11879-80,  and  Commission's  Exhibit  No.  1166;  op.  cit. 
supra,  note  15,  Pt.  II ;  and  "Hearings  before  the  Senate  Committee  on  Banking  and  Cur- 
rency, pursuant  to  S.  Res.  84,  72d  Congress,  and  S.  Res.  56  and  S.  Res.  97,  73d  Congress, 
Pt.  4,  at  1747,  et  seq. 
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prices  of  their  security  issues  and  as  a  consequence  enhance  the  mar- 
ket values  of  the  sponsors'  own  holdings  of  the  investment  company 
securities.  This  objective  was  especially  attainable  during  the  period 
prior  to  the  market  collapse  in  1929.^°  However,  the  market  pre- 
mium often  commanded  by  the  equity  shares,  in  which  sponsors  were 
usually  invested,  was  a  definite  deterrent  to  such  repurchases  by 
reason  of  the  dilution  which  repurchases  by  the  investment  company, 
at  prices  in  excess  of  asset  values,  would  effect.  Such  considerations 
apparently  did  not  restrain  repurchases  by  Central  States  Electric 
Corporation  of  its  issues  of  convertible  preferred  stock  at  prices  in 
excess  of  the  call  prices  of  the  preferred  stocks  and  the  asset  values 
of  the  common  shares  into  which  these  preferred  shares  were 
convertible. 

Central  States  Electric  Corporation 

Central  States  Electric  Corporation  was  organized  by  Harrison 
Williams  in  May  1912,  under  the  laws  of  the  State  of  Virginia." 
From  its  inception  the  capital  structure  and  offerings  of  its  security 
issues  were  so  patterned  that  its  senior  securities  were  largely  in  the 
hands  of  the  public  who  contributed  substantially  all  of  the  senior 
money,  while  the  common  (voting)  stock  was  largely  held  by  that 
sponsor.^^  Harrison  Williams  steadily  increased  his  holdings  of 
the  common  stock  of  Central  States  Electric  Corporation  to  the 
point  where  he  held,  through  his  personal  holding  company.  New 
Empire  Corporation,  more  than  95%  of  the  total  shares  outstanding 
during  1928  and  early  1929  and  at  least  90%  in  July  1929.^'  Mani- 
festly, Mr.  Williams  was  in  a  position  of  complete  control  over  the 
investment  company's  affairs. 

In  order  to  finance  new  acquisitions,  Central  States  Electric  Corpo- 
ration greatly  expanded  its  capitalization.^*  Prior  to  1928,  Central 
States  Electric  Corporation  had  raised  comparatively  small  amounts 
of  capital  through  the  sale  of  security  issues.^^  It  was  during  1928 
and  the  earlier  half  of  1929  that  this  company  engaged  in  the  raising 
of  capital  through  the  sale  of  security  issues  on  a  large  scale.^*^  The 
capital  structure  ^'  of  Central  States  Electric  Corporation  at  the  year 
ends  1927, 1928,  and  1929  was  as  follows :  ""^ 


so  See  Ch.  I  of  this  part  of  the  report,  pp.  13-16. 

^  Public  Examination,  Central  States  Electric  Corporation,  at  12256. 

82  Id.,  at  12260-79,   12288-9,    12321-2,    12328-34,  and   12477-80. 

3»Id.,  at  12315,  and  Commission's  Exhibits  Nos.  1205  and  1207. 

8*  Central  States  Electric  Corporation's  initial  asset  was  a  block  of  the  common  stock 
of  Cleveland  Electric  Illuminating  Company  which  it  held  until  1922  (Id.,  at  12289-90 
and  12310-11).  Early  in  1922  it  disposed  of  its  holdings  in  Cleveland  Electric  Illu- 
minating Company,  receiving  in  return  cash  and  stock  of  the  North  American  Company 
(Id.,  at  12290-2,  12301-3,  and  12313).  From  that  point  forward.  Central  States  Elec- 
tric Corporation  maintained  an  increasing  interest  in  the  North  American  Company  (Id., 
at  12380-1,  12386,  12398-404,  12415,  and  12482-91). 

^  For  discussion  of  financing  from  the  formation  of  Central  States  Electric  Corporation 
in  1912  through  1927,  see  op.  cit.  supra,  note  31,  at  12256-72,  12278-93,  and  12380-403. 

3«  For  financing  by  Central  States  Electric  Corporation  over  this  period  see  op.  cit.  supra, 
note  31,  Commission's  Exhibit  1233. 

ST  Reply  to  the  Commission's  questionnaire  for  Central  States  Electric  Corporation, 
Pt.  II  (Balance  Sheet  Schedules  16,  18,  and  18a). 

**  Capitalization  of  senior  securities  includes  relatively  small  amounts  held  in  the 
treasury. 
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FUNDED  DEBT 


6%  debentures  (1945). 
6%  debentures  (1948)- 
6}'^%  debentures 


PREFERRED  STOCK 

7%  preferred 

6%  preferred-.. 

Convertible  preferred  (1928) 

Convertible  preferred  (1929) 


Total  senior  securities. 


Shares  outstanding. 


$9, 489, 000 


$19,  651, 000 


7,  543, 300 
10,241,000 
10,  610, 000 


$19, 080, 000 
25, 000, 000 


7,  543, 300 
10,586,000 
3,990,300 
6,530,000 


72,  729, 600 


The  issues  of  preferred  stocks  offered  in  1928  and  1929  were  re- 
deemable at  $110  a  share  at  any  time  at  the  investment  company's 
election  and  iDoth  issues  were  convertible  into  common  stock  on  the 
basis  of  one  share  of  common  stock  for  each  $118  in  par  value  of 
the  preferred  stock.^''  However,  a  100%  stock  dividend  on  April 
25,  1929,  to  stockholders  of  record  on  April  15,  1929,  preceded  the 
issuance  of  the  1929  preferred  stock  on  June  11,  1929,  so  that  the 
conversion  privilege  of  the  1929  series  was  only  half  as  attractive 
as  the  1928  series.^" 

The  common  stock  of  Central  States  Electric  Corporation  had  an 
exceptional  rise  in  market  value  during  1928  and  the  first  three-quar- 
ters of  1929.  From  a  total  market  value  of  $26,200,000  as  of  Deceni- 
ber  31,  1927,  the  outstanding  common  stock  of  Central  States  Electric 
Corporation  rose  to  the  total  market  value  of  $680,000,000  as  of  Au- 
gust 30,  1929.*^  While  several  factors,  and  in  particular  various 
activities  in  the  underlying  securities  of  the  investment  company*^ 
contributed  to  this  price  rise,  another  essential  element  was  Harrison 
Williams'  trading  activities  in  the  small  floating  supply  of  this  com- 
mon stock  by  purchases  on  and  sales  off  the  stock  exchange  through 
his  personally  owned  North  American  Securities  Company."*^ 

Because  of  the  existence  of  the  convertible  feature  in  the  1928  and 
1929  series  of  preferred  stocks,  any  rise  in  the  market  value  of  the 
common  stock  would  be  followed  by  a  comparable  rise  in  the  price  of 
the  convertible  preferred  stock.  However,  the  preferred  stock  at 
times  sold  at  prices  below  the  value  of  the  common  stock  obtainable 
from  conversion  of  the  preferred  stock,  which  was  an  inducement  to 
holders  of  the  preferred  stock  to  convert  into  common  stock.  Sub- 
stantial amounts  of  this  preferred  stock  were  converted  for  the  pur- 
pose of  taking  advantage  of  this  situation,  and  professional  arbitra- 

s®Op.  cit.  supra,  note  31,  Commission's  Exhibit  No.  1228. 

*o Poor's  PuMic  Utility  flection  (1929),  p.  1694.  Also,  a  200%  common  stock  dividend 
was  paid  July  25,  1929,  to  stock  of  record  July  15,  1929.  (Poor's  Government  and  Munici- 
pal Section,  1930,  p.  1088.) 

*i  Op.  cit.  supra,  note  31,  Commission's  Exhibit  No.  1206. 

■"2  Due  to  various  trading  accounts,  etc.,  the  common  stock  of  the  North  American  Com- 
pany and  the  securities  of  other  companies  in  the  system  comprising  the  portfolio  of 
Central  States  Electric  Corporation  also  reflected  sharp  rises  in  market  value  at  this  time 
(op.  cit.  supra,  note  31,  at  12322-7,  12334-6,  12540-1,  13054-60,  and  Commission's 
Exhibit  No.  1210). 

«  Op.  cit.  supra,  note  31,  Commission's  Exhibit  No.  1252. 
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geiirs,  in  particular,  were  buying  this  preferred  stock  below  its  con- 
version value,  selling  the  common  stock  short,  and  using  the  common 
stock  received  from  the  converted  preferred  stock  to  cover  their  short 
positions.  The  effect  of  this  interest  of  professional  arbitrageurs  in 
the  market  was  to  depress  the  market  price  of  the  common  stock  at  a 
time  when  the  purpose  of  Mr.  Williams'  activities  in  the  market  was 
to  raise  the  price  of  the  common  stock  of  Central  States  Electric  Cor- 
poration.^* 

Since  the  market  value  of  the  common  stock  obtainable  by  conver- 
sion of  the  preferred  stock  far  exceeded  the  redemption  price  of  the 
preferred,  Mr.  Williams,  who  was  heavily  interested  in  the  common 
stock  of  Central  States  Electric  Corporation,  feared  that  to  call  the 
preferred  for  redemption  would  precipitate  a  large  amount  of  con- 
versions.*^ Thus,  such  a  call  would  depress  rather  than  increase  the 
market  value  of  the  common  stock.  It  became  necessary  to  devise 
some  means  to  strike  a  parity  between  the  price  of  the  common  and 
the  price  of  the  convertible  preferred.     Mr.  Williams  testified :  '^'^ 

Q.  And  you  were  trying  to  prevent  those  conversions? 

A.  We  were  trying  to  prevent  it  from  being  attractive.  Tliere  was  one  phase 
of  that  which  I  explained  to  you  before,  and  that  is  the  question  of  arbitrage, 
which  is  the  sort  of  placing  we  do  not  like.  If  the  price  was  below  the  parity 
the  Street  would  sell  the  preferred — well,  they  would  arbitrage  on  it.  You  can 
figure  how  that  would  work  out  yourself.  They  woiild  arbitrage  on  it,  which 
would  mean  the  original  securities  would  not  get  into  the  hands  of  the  investors ; 
they  would  be  forced  on  the  market. 

Q.  Let  us  see  what  would  happen.  They  would  buy  the  preferred  and  sell 
the   common   short? 

A.  Yes ;  then  they  would  convert  and  get  the  common  to  make  delivery. 

Q.  So  if  the  preferred  stock  was  out  of  line  with  the  conversion  rights,  the 
effect  of  it  would  be  that  the  arbitrageurs  would  buy  the  preferred  stock  and 
sell  the  common  short;  is  that  right? 

A.  Right. 

Q.  So  the  company  took 

A.  One  reason  in  keeping  the  parity  there  was  to  prevent  that  as  much  as 
possible;  to  prevent  arbitrage. 

Q.  The  company  [Central  States  Electric  Corporation]  took  steps  there  to 
buy  the  preferred  stock  to  prevent  this  conversion. 

A.  That  was  one  of  the  reasons,  I  should  judge. 

Q.  At  the  time  when  you  took  these  steps  to  prevent  arbitrageurs  selling 
short  the  common  stock,  you  were  making  large  purchases,  weren't  you,  in  the 
common   stock  ? 

A.  I  don't  remember. 

Mr.  HiGGiNS.  Yes. 

Accordingly,  in  early  1929  Central  States  Electric  Corporation 
was  caused  to  enter  upon  a  program  of  repurchasing  its  outstanding 
convertible  preferred  stock  at  premiums  *'   although  Mr.  Williams 

«  See  discussion,  id.,  at  13123-5  and  13173-4. 

*3Both  series  were  convertible  at  the  option  of  tlie  holders  at  any  time  or  within  25 
days  after  notice  of  call   (Id.,  Commission's  Exhibits  Nos.  1228  and  1285). 

«  Op.  cit.  supra,  note  31,  at  13123-5.  See  also  testimony  of  Mr.  Christian  Johnson  (Id., 
at  13173-4). 

*''  It  was  admitted  at  the  public  examination  that  the  policy  of  embarking  Central  States 
Electric  Corporation  upon  this  repurchase  program  was  arrived  at  by  Harrison  Williams 
(Id.,  at  13158). 
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personally  was  the  holder  of  the  large  block  of  its  common  stock. 
From  February  1929  to  October  1929  Central  States  Electric  Cor- 
poration purchased  a  total  of  48,380  shares  ^«  of  the  1928  series  of 
convertible  preferred  at  a  cost  of  $10,037,887,  and  sold  a  total  of 
25,633  shares  for  $6,143,454,  making  net  purchases  of  22,747  shares 
for  $3,894,432,  or  $171.20  per  share.  Total  purchases  by  Central 
States  Electric  Corporation  of  its  1929  series  of  convertible  preferred 
amounted  to  33,400  shares  at  a  cost  of  $5,840,202,  and  sales  totaled 
4,968  shares  for  $679,209,  making  net  purchases  of  28,433  shares  for 
$5,160,994,  or  $181.52  per  share. 

In  making  these  repurchases,  which  admittedly  had  the  effect  of 
sustaining  the  market  value  of  its  common  stock,*^  Central  States 
Electric  Corporation  was  obliged  to  expend  substantial  sums  in  ex- 
cess of  not  merely  the  redemption  values  of  all  the  preferred  shares 
repurchased  but  also  in  excess  of  the  asset  value  of  the  common  shares 
which  would  have  been  issued  had  the  repurchased  shares  been  con- 
verted into  common  stock  at  approximately  the  same  times  the  re- 
purchases were  made.  The  expenditure  of  these  premiums,  of  course, 
operated  to  dilute  the  investment  company's  assets.  Over  the  period 
February  to  October  1929,  the  total  repurchases  by  Central  States 
Electric  Corporation  of  both  series  of  its  outstanding  convertible 
preferred  stock  amounted  to  51,179  shares,  at  a  total  cost  of  $9,055,427.^*^ 
This  sum  exceeded  the  redemption  value  of  the  same  number  of  shares 
in  the  amount  of  $3,425,737."  From  February  to  October  1929,  Cen- 
tral States  Electric  Corporation  repurchased  a  net  total  of  22,747 
shares  or  21%  of  the  entire  issue  ^^  of  the  1928  series  of  convertible 
preferred  stock  at  a  cost  of  $3,894,432.70.^='  Had  these  same  preferred 
shares  been  converted  into  common  stock  at  the  time  they  were  re- 
purchased, the  company  would  have  been  required  to  issue  40,863  com- 
mon shares,^*  the  total  asset  value  of  which  would  have  amounted  to 
approximately  $2,142,494.^^  Of  the  1929  series  of  convertible  pre- 
ferred stock,  the  company  repurchased  over  the  period  a  net  total  of 
28,432  shares  or  nearly  25%  of  the  entire  issue,^''  at  a  cost  of  $5,160,- 


■*'  For  repiu'chase  figures  see  op.  cit.  supra,  note  31,  Commission's  Exliibits  Nos.  1253, 
1254,  and  12.55. 

^Id.,  at  13116-20,  13131,  13149,  and  13160-1. 

^  Id.,  Commission's  Exliibit  No.  1255. 

BiThie  preferred  stoclv  was  callable  at  $110  per  sbare  (Id.,  Commission's  Exhibits  Nos. 
1228  and  1235). 

52  For  amount  of  total  issue  see  op.  cit.  supra,  note  37,  PI.  II  (Balance  Sheet,  Schedules 
18d  and  18e).     For  number  of  shares  of  this  issue  converted,  see  ibid. 

^  Op.  cit.  supra,  note  31,  Commission's  Exhibit  No.  1254. 

5*  For  daily  and  monthly  repurchases  of  this  series  of  convertible  preferred,  see  id., 
Commission's  Exhibits  Nos.  1253  and  1254,  respectively.  For  alteration  of  conversion 
basis  due  to  stock  dividends,  see  Moody's  Manual  of  Investments,  PnUic  Utility  Securities 
(1929),  pp.  990-1,  and  Poor's  Oovernment  and  Municipal  Section,  1930,  p.  1088. 

55  Computed  on  the  basis  of  the  asset  value  of  the  common  receivable  upon  conversion  at 
approximately  the  time  of  the  repurchases  and  adjusted  for  stoclv  dividends  on  the  com- 
mon. For  asset  value  of  the  common  stoclv  over  this  period  see  op.  cit.  supra,  note  31, 
Commission's  Exhibit  No.  1206.  For  total  common  outstanding  see  id..  Commission's 
Exhibit  No.  1329.  The  asset  value  of  the  common  stock  used  here  is  the  net  liquidating 
asset  value,  based  on  Central  States  Electric  Corporation's  portfolio  securities  of  affiliated 
companies  taken  at  asset  value  and  its  portfolio  securities  of  other  companies  at  market 
value  (Id..  Commission's  Exhibit  No.  1206).  If  all  its  portfolio  securities  had  been  taken 
at  market  value,  the  asset  value  of  the  common  stock  of  Central  States  Electric  Corpora- 
tion would  have  been  somewhat  increased  (Ibid.). 

50  por  amount  of  total  issue  and  number  of  shares  of  this  series  converted  into  common, 
see  op.  cit.  supra,  note  37,  Pt.  II  (Balance  Sheet,  Schedules  ISf  and  18g). 
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993.86.^^  Had  these  same  shares  of  preferred  stock  also  been  con- 
verted into  common  stock  at  about  the  same  time  as  their  repurchase, 
the  company  would  have  been  required  to  issue  63,084  common  shares,^^ 
the  total  asset  value  of  which  would  have  been  $1,584,494.°^  The  total 
net  cost  of  repurchases  was  therefore  $9,055,427 ;  the  approximate  net 
total  asset  value  of  the  103,947  common  shares  which  would  have  been 
issued  had  this  same  preferred  stock  been  converted  into  common  stock 
rather  than  repurchased  at  the  time  was  approximately  $3,726,988. 
Thus,  the  difference  between  the  price  paid  for  the  preferred  stock 
repurchased  and  the  asset  value  of  the  common  stock  obtainable  had 
the  same  preferred  shares  been  converted  amounted  to  $5,328,439^° 
and  the  excess  price  paid  for  the  preferred  stock  repurchased  over  its 
call  value  was  $3,425,737.^^ 

Mr.  Williams  contended  that  these  repurchases  had  as  their  pri- 
mary purpose  the  retirement  of  the  investment  company's  outstand- 
ing capital.*^-  However,  the  circumstances  of  these  repurchases  may 
indicate  that  they  were  effected  by  Central  States  Electric  Corpora- 
tion to  give  market  support  to  the  common  stock,  a  substantial  block 
of  which  was  owned  by  Harrison  Williams.  The  issuance  on  June  11, 
1929,  in  the  midst  of  the  repurchase  program  of  new  preferred  stock 
with  its  less  attractive  conversion  rights  apparently  was  not  incon- 
sistent with  that  objective.^^  Furthermore,  the  two  issues  of  non- 
convertible  preferred  stock  could  have  been  repurchased  much  more 
cheaply  than  the  prices  paid  for  the  convertible  preferred  shares. 
However,  while  the  1928  and  1929  series  of  convertible  preferred 
stocks  were  demanding  average  prices  of  $171  and  $181  per  share, 
respectively,*^*  the  investment  company  repurchased  only  263  shares 
of  the  7%  nonconvertible  preferred  stock  at  $115  a  share  for  a  total 
cost  of  $30,245,  and  6.260  shares  of  the  6%  nonconvertible  pre- 
ferred stock  at  $83  a  share  for  a  total  cost  of  $520,796.^5 

In  December  1929,  subsequent  to  the  repurchase  activity,  but  prior 
to  the  retirement  of  the  repurchased  preferred  stock,  Mr.  Williams, 


^  Op.  cit.  supra,  note  31,  Commission's  Exhibit  No.  1254. 

^  For  monthly  repurchases  see  id.,  Commission's  Exhibit  No.  1254.  For  conversion 
basis  see  id.,  Commission's  Exhibit  No.  1233. 

^  Also  computed  on  the  basis  of  the  asset  value  of  the  common  stock  receivable  upon 
conversion  at  approximately  the  time  of  the  repurchases  and  adjusted  for  the  stock  divi- 
dends on  the  common.  For  further  explanation  of  the  basis  of  this  asset  value  figure,  see 
supi-a,  note  55. 

*"  See  note  55,  supra. 

•'I  See  supra,  p.  964. 

«2  0p.  cit.  supra,  note  31,  at  13116-19.  If  such  was  the  purpose,  the  problem  is  pre- 
sented whether  these  repurchases  violated  section  3781  of  the  corporation  laws  of  the 
State  of  Virginia,  under  which  Central  States  Electric  Corporation  was  incorporated. 
This  act  provided  that  reductions  of  capital  could  be  effected,  after  acquiring  the  consent 
of  the  holders  of  two-thirds  of  the  voting  stock,  "by  the  purchase,  at  the  fair  market 
value,  not  exceeding  par,  of  certain  shares  for  retirement  or  by  retiring  shares  owned  by 
the  corporation  *  *  *  _"  Central  States  Electric  Corporation  expended  sums  repre- 
senting substantial  premiums  over  the  par  or  redemption  values  of  the  shares  repurchased. 

^  The  explanation  offered  was  that  the  investment  company  needed  cash  for  further 
utility  investments  (op.  cit.  supra,  note  31,  at  13051-3),  and  that  by  repurchasing  the 
series  of  1928  and  offering  the  series  of  1929  the  conversion  rights  were  thereby  made 
smaller  fid.,  at  13140-1).  As  heavy  resales  were  made  when  the  price  of  the  preferred 
was  higher  than  the  relative  conversion  value  they  served  to  reduce  the  net  amount  on 
hand  and  also  to  show  a  profit  by  reducing  the  cost  of  the  remaining  reacquired  preferred 
(id.,  Commission's  Exhibit  No.  1352). 

^  Op.  cit.  supra,  note  31,  Commission's  Exhibit  No.  1255. 

« Id.,  Commission's  Exhibit  No.  1253. 
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through  his  wholly-owned  New  Empire  Corporation,*^^  made  a  dona- 
tion to  Central  States  Electric  Corporation  of  1,718,995  shares  of  its 
own  common  stock,*^^  Mr.  Williams  attached  the  following  condition 
to  this  donation  :  ^® 

that,  to  the  extent  necessary,  you  will  accept  the  benefits  resulting  to  you  from 
our  contribution  *  *  *  to  reimburse  you  for  any  loss  which  you  have  in- 
curred or  may  incur  by  reason  of  the  purchase  by  you  of  the  22,767  shares  of 
your  Optional  Division  Preferred  Stock,  Series  of  1928,  and  of  28,432  shares  of 
your  Optional  Dividend  Preferred  Stock,  Series  of  1929,  heretofore  acquired  by 
you  and  now  held  in  your  treasury,  and  that,  to  the  extent  necessary,  you  will 
apply  the  addition  to  your  capital  surplus  resulting  from  our  contribution  of 
these  shares  to  offset  any  such  loss  on  your  part. 

Apparently  Mr.  Williams  experienced  some  doubt  or  misgivings  as 
to  the  use  made  of  the  funds  of  Central  States  Electric  Corporation 
in  repurchasing  its  preferred  stock  to  support  the  market  for  its  com- 
mon stock  in  which  Mr.  Williams  was  so  largely  interested. 

3.  REPURCHASES  TO  "PEG"  THE  MARKET  AND  FOR 
BOOK  PROFITS 

After  1929,  when  market  quotations  for  the  securities  of  closed-end 
management  investment  trusts  and  investment  companies  experi- 
enced severe  declines,  and  market  discounts  from  asset  values  of  such 
issues  were  not  uncommon,^^  these  companies  engaged  in  substantial 
repurchase  operations.  As  has  been  indicated,^"  these  repurchases 
by  the  investment  companies  were  justified  by  their  sponsors  upon 
the  grounds :  that  they  were  of  advantage  to  security  holders  by  rea- 
son of  the  orderly  markets  thereby  provided  for  their  securities ;  that 
in  those  instances  where  senior  securities  were  repurchased,  the 
amount  of  outstanding  senior  capital  was  reduced,  thereby  cutting 
down  the  leverage  in  the  capital  structure;  and  that  substantial 
"profits"  were  made  upon  such  securities  repurchased  below  their 
asset  or  liquidating  values.  However,  other  aspects  of  these  repur- 
chases are  also  of  interest.  The  "profits"  upon  repurchases  accruing 
to  remaining  stockholders  were  obtained  at  the  expense  of  investors 
who  sold  their  securities  to  the  investment  company  at  market  prices 
below  asset  values.  Repurchases  of  preferred  stocks  and  bonds,  which 
were  so  extensive  after  1929  when  market  discounts  became  the  rule,^^ 
ordinarily  inured  mostly  to  the  benefit  of  common  stockholders  and 
the  sponsors  oftentimes  were  holders  of  large  blocks  of  these  common 
stocks.  In  most  instances  the  security  holder  did  not  know,  at  the 
time  of  sale  of  his  securities,  the  amount  of  the  discount  at  which  he 
was  disposing  of  his  holdings  since  he  Avas  not  apprised  by  the 
investment  company  of  the  asset  value  of  his  security."    So,  too,  the 


»8Id.,  Commission's  Exhibit  No.  1207. 

<"  Id.,  at  13242-71,  13295-306,  13359-67,  and  Commission's  Exliibits  Nos.  1263  and  1264. 

«8  See  letter  of  transmittal  under  date  of  December  6.  1929,  from  New  Empire  Corpora- 
tion to  Central  States  Electric  Corporation   (id.,  Commission's  Exliibit  No.  1263). 

•"Pt.  Two  (House  Doc.  No.  70,  76th  Cong.),  Cli.  Ill,  pp.  239-40,  and  CIi.  IV,  pp.  320-4. 

"">  See  supra,  pp.  954-5. 

''iPt.  Two  (House  Doc.  No.  70,  76th  Cong.),  Ch.  Ill,  pp.  236-41,  and  pp.  236-6,  and 
Table  64. 

•^3  One  instance  where  an  effort  was  made  to  advise  stockholders  of  the  underlying  value 
of  their  shares  was  provided  by  Chain  Store  Stocks,  Inc.  A  letter  dated  December  12, 
1929    (Public    Examination,    Chain    Store   Stocks,    Inc.,   Commission's   Exhibit   No.    1628), 
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security  holders  were  not  apprised  of  tlie  fact  that  the  investment 
companies  were  engaged  in  these  repurchase  operations  and  in- 
vestors could  not  determine  whether  the  general  public  was  in  the 
market  purchasing  the  securities  or  whether  these  purchases  were 
effected  by  the  investment  company.  As  a  consequence,  discounts  at 
which  these  securities  were  selling — discounts  which  in  some  measure 
reflected  the  confidence  of  the  public  in  the  management  of  the 
investment  company — were  lessened  or  eliminated.  In  effect,  these 
repurchases  by  the  investment  companies,  without  disclosure,  cre- 
ated the  impression  of  confidence  of  security  holders  in  the  ability 
and  integrity  of  the  management.  In  that  manner  the  sponsors 
of  investment  companies  were  able  to  use  the  funds  of  the  invest- 
ment company  to  bolster  their  prestige,  which  might  be  diminished 
if  the  securities  of  the  investment  companies  managed  by  these 
sponsors  were  selling  at  discounts  or  selling  at  prices  below  the  secu- 
rities of  comparable  investment  companies. 

Even  more  important,  however,  is  the  fact  that  these  repurchases 
were  justified  upon  the  ground  that  at  the  time  these  securities  were 
reacquired  they  were  the  ''best  buys"  for  the  investment  companies  as 
investments  in  which  the  companies  could  make  immediate  and  sub- 
stantial "profits."  Yet  the  managements,  who  were  employed  by  the 
stockholders  to  safeguard  their  interests,  did  not  advise  liquidating 
shareholders  that  their  securities  were  selling  at  discounts,  that  they 
would  lose  upon  such  sale  the  difference  between  the  asset  value  and 
the  market  value  (the  amount  of  the  discount),  and  that  the  com- 
pany itself  was  repurchasing  the  securities,  which  it  considered  a 
good  investment. 

Several  illustrations  of  substantial  repurchase  operations  by  invest- 
ment companies  will  be  outlined. 

Tri-Continental  Corporation 

On  January  1,  1930,  Tri-Continental  Corporation  and  Tri- 
Continental  Allied  Company,  Inc.,  were  merged  to  form  the  new  Tri- 
Continental  Corporation  with  assets  of  $75,302,000.'^  One  of  the 
security  issues  of  this  new  company  was  6%  preferred  stock  of  which 
433,650  shares  were  outstanding.^'*  From  January  1930  until  Sep- 
tember 1931,  the  investment  company  was  actively  engaged  in  repur- 
chasing these  preferred  shares  on  the  open  market  through  the  spon- 


advised  stockholders  of  the  asset  value  of  their  shares  and  the  list  of  companies  in  which 
the  assets  were  invested.  This  notification  was  reported  iu  the  minutes  of  the  board  of 
directors  as  of  December  17,  1929,  as  follows  : 

The  Chairman  stated  that,  after  consideration  of  the  advisability  of  the  company's 
trading  in  its  own  shares,  the  officers  had  determined  that  it  was  not  advisable  for 
the  company  at  this  time  to  engage  in  such  an  operation,  but  they  recommended  that 
the  company  purchase  a  limited  number  of  shares  of  its  stock  out  of  its  surplus  or  net 
profits.     He  further  stated  that  as  the  asset  value  of  the  shares  of  stock  of  the  com- 
pany was  in  excess  of  the  present  market  value,  it  was  deemed  advisable  to  notify 
stockholders  of  the  company  of  such  asset  value,  prior  to  making  any  purchase,  and 
he  presented  a  letter  dated  December  12,  1929,  which  had  been  mailed  to  the  stock- 
holders advising  them  that,  at  market  prices  of  December  10,   1929,  the  net  assets 
of  the  company  amounted  to  the  equivalent  of  $20.7.3  per  share,  and  setting  forth  a 
list  of  the  companies  in  which  this  company  had  investments. 
■^3  Public   Examination,    Tri-Continental   Corporation,    at   18551.     For  discussion   of  the 
repurchase  of  112,000  shares  of  the  preferred  stock  of  Tri-Continental  Allied  Company, 
Inc.,   from   J.   &  W.    Seligman   &   Co.    for   $4,100,000   for   the   purpose   of  facilitating  the 
merger,  see  infra,  p.  1005. 
'*  Public  Examination,   Tri-Continental   Corporation,   Commission's  Exhibit  No.   2080. 
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Bor  firm  of  J.  &  W.  Seligman  &  Co."^  In  the  course  of  these  opera- 
tions, the  investment  company  acquired  a  total  of  276,233  shares,  or 
more  than  60%  of  the  total  shares  originally  outstanding,  at  an  aver- 
age cost  of  $92.18  a  share.'^  During  the  same  period  108,118  shares 
were  resold  at  an  average  price  of  $90.81  a  share."  These  repur- 
chases were  made  on  the  New  York  Curb  Exchange  until  March  1930 
and  on  the  New  York  Stock  Exchange  thereafter,  where  they  repre- 
sented approximately  85%  of  all  reported  transactions  in  that  secur- 
ity.'^ From  April  1930  through  August  1931  the  price  of  this  stock 
was  maintained  at  above  90.'^ 

The  extent  to  which  these  transactions  contributed  to  the  pegging 
of  this  stock  at  that  price  level  can  readily  be  observed  from 
Chart  6,  on  which  are  plotted  the  monthly  price  range  of  this 
6%  preferred  stock  of  the  Tri- Continental  Corporation  and  the 
monthly  closing  prices  of  three  other  comparable  investment  com- 
pany preferred  issues.^"  It  will  be  observed  that  the  preferred  stocks 
of  other  investment  companies  began  to  decline  in  October  1930, 
reached  a  low  in  December  1930,  and  after  a  recovery  during  a  two- 
or  three-month  period,  continued  their  decline  after  March  1931. 
However,  the  preferred  stock  of  Tri-Continental  Corporation  fluctu- 
ated within  the  narrow  range  of  921/2-9414  in  December  1930  and 
the  price  range  in  November  was  94-94%.  In  order  to  achieve  this 
stability,  however,  Tri-Continental  Corporation  bought  56,310  of 
its  preferred  shares  in  December  1930,  more  than  the  total  volume  of 
trading  in  the  stock  for  the  preceding  three  months  or  during  the 
followmg  eight  months.^^  Earle  Bailie,  a  partner  of  J.  &  W.  Selig- 
man &  Co.  and  chairman  of  the  board  of  directors  of  Tri-Contin- 
ental Corporation,  testified  that  three  reasons  impelled  this  repur- 
chase operation  by  the  investment  company :  ^^ 

The  reasons  for  this  were  three.  First,  there  was  the  desire  to  place  the 
stocli  in  hands  that  would  hold  it.  Second,  there  was  the  desire  to  have  stock 
available  for  acquisitions.  As  you  know,  from  the  testimony  at  the  private 
hearings,  we  had  in  contemplation  a  very  large  acquisition  in  that  year,  and 
we  vi^ere  trying  to  acquire  a  block  of  preferred  stock  that  we  could  use  for 
exchange.  The  acquisition  finally  fell  through  and  the  preferred  stock,  there- 
fore, was  left  on  our  shelf.  The  third  reason  was  that  we  knew  that  if  we 
did  not  find  a  use  for  the  acquired  stock  we  could  always  retire  it  at  a  profit 
to  our  stockholders,  which  was  actually  the  case. 

An  effort  had  been  made  to  redistribute  a  portion  of  the  preferred 
shares  repurchased  and  50,000  thereof  were  sold  in  England  while 


'5  Id.,  Commission's  Exhibit  No.  2088. 
T«  Ibid. 
7T  Ibid. 
T8  Ibid. 

^«  Ibid.,  Mr.  Bailie  admitted   (id.,  at  18722)   that  the  repurchases  of  the  preferred  had  a 
substantial  effect  in  maintaining  the  price  of  that  stoclv : 

Q.  Mr.  Bailie,  is  there  any  doubt  that  your  repurchases  had  a  very  definite  pegging 
effect  on  the  price  of  the  preferred  stock? 

A.  I  do  not  care  to  use  the  word  "pegging,"  but  it  certainly  had  an  effect  on  the 
price  of  the  preferred,  a  substantial  effect. 

^'Id.,  Commission's  Exhibit  No.  2087. 
«•  Id.,  Commission's  Exhibit  No.  2088. 
«"  Id.,  at  18724. 
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15,798  preferred  shares  were  sold  in  the  United  States  through  deal- 
ers.®^ These  sales  were  made  at  current  market  prices  for  which 
J.  &  W.  Seligman  &  Co.  received  a  commission  ranging  from  $2  to 

Chart  6 
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Source:     Public  Examination,    Tri-Continental  Corporation.    Commission's 
Exhibit  Ho.  soSy. 

$2.50  a  share.^*    The  investment  company  itself  sold  21,905  preferred 
shares  directly  and  20,415  shares  were  sold  on  the  exchange.    During 


«3  Id.,  Commission's  Exhibit  No.  2088,  and  derived  from  supplementary  information 
supplied  the  Commission  for  Tri-Continental  Corporation. 

^  Op.  cit.  supra,  note  74,  at  18719.  About  $1  a  share  was  reported  to  be  profit  to 
J.  &  W.  Seligman  &  Co.  on  these  sales  (id.,  at  18718),  while  Tri-Continental  Corporation 
made  .$50,000  thereon  by  reason  of  market  variations   (id.,  at  18719-20). 
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September  1931,  when  the  investment  comiDany  decreased  its  repur- 
chasing activities,  the  market  price  of  these  preferred  shares  broke 
from  911/4  to  58%,  although  the  investment  company  bought  back  over 
16,023  shares  during  this  period.^^  The  price  range  in  this  one  month 
apparently  indicates  that  the  company  had  failed  in  its  attempt  to 
stabilize  the  market  or  to  place  sufficient  of  the  stock  in  hands  which 
would  hold  it  so  as  to  prevent  substantial  selling  of  preferred  shares 
in  periods  of  declining  price  levels.  The  anticipated  merger  referred 
to  by  Mr.  Bailie  in  his  testimony  w^as  never  consummated  ®*^  and  not 
until  December  31,  1930  was  another  merger  plan  worked  out  with 
Wedgwood  Investing  Corporation  by  which  27,769  of  the  preferred 
shares  of  Tri-Continental  Corporation  were  exchanged  for  a  like 
number  of  preferred  shares  of  Wedgwood  Investing  Corporation.^^ 
The  preferred  shares  of  Tri-Continental  Corporation  so  exchanged 
had  been  acquired  at  an  average  cost  of  $94  which  ser^^ecl  to  off -set 
in  some  measure  the  unexpected  high  cost  of  the  common  stock 
acquired  for  the  purposes  of  the  acquisition.  Nevertheless,  by  this 
exchange  with  Wedgwood  Investing  Corporation,  Tri-Continental 
Corporation  received  $3,067,307  worth  of  assets  at  a  cost  to  itself  of 
about  $3,140,000.«« 

Had  these  repurchases  been  effected  only  for  the  realization  of  book 
"profits"  this  could  have  been  accomplished  with  a  much  lower  volume 
of  repurchases  because  the  larger  volume  of  repurchases  pegged  the 
price  of  the  securities  at  a  higher  level  and  the  securities  had  to  be 
repurchased  at  these  higher  levels.     As  w^as  testified  by  Mr.  Bailie :  ®^ 

Q.  Do  you  contend,  Mr.  Bailie,  that  you  could  not  have  made  substantial 
repurchases  and  made  just  as  big  a  book  profit  by  not  supporting  the  market, 
by  letting  the  market  take  its  course  ? 

A.  If  you  mean,  do  I  think  I  could  have  made  a  million  dollars  on  the  retire- 
ment of  a  smaller  block  of  preferred  stock,  I  could,  but  I  would  have  left  myself 
with  $10,000,000^  or  $12,000,000  more  of  preferred  stock  outstanding.  With  10  or 
12  million  dollars  in  my  portfolio  I  would  have  gone  down  30  or  40  percent  as 
the  company's  assets  went  down  in  the  next  few  months.  Of  course,  if  I  had 
been  omniscient,  I  would  have  cash  of  100  percent  from  the  time  of  the  formiii- 
tion  of  the  companies  until  June  6,  1932.  At  that  tune  I  would  have  bought  a 
selected  list  of  securities,  such  as  C.  &  O.  at  9,  and  I  would  have  done  quite  right. 

By  the  retirement  of  137,796  shares  of  treasury  stock,  representing 
some  50%  of  the  total  repurchases,  the  investment  company  made  a 
book  "profit"  of  some  $1,000,000,  or  approximately  $7  a  share.^^ 


^  Op.  cit.  supra,  note  74,  Commission's  Exhibit  No.  2088. 

^°  Id.,  at  18724.  Throughout  the  period  that  the  acquisition  was  under  consideration, 
series  of  options  on  the  preferred  stock  were  given  to  J.  &  W.  Seligman  &  Co.  looking  to 
the  resale  of  these  shares  (id.,  at  18743—4). 

8^  Derived  from  supplementary  information  supplied  the  Commission  for  Wedgwood 
Investing  Corporation. 

88  As  originally  calculated,  the  cost  to  Tri-Continental  Corporation  was  to  be  some 
$75,000  less  than  this  figure,  but  it  had  been  compelled  to  repurchase  27,160  shares  of 
its  common  stock  for  transfer  in  this  transaction  at  prices  somewhat  higher  than  it  had 
originally  calculated  (op.  cit.  supra,  note  74,  at  18552-7,  and  derived  from  supplementary 
information  siil^plied  the  Commission  for  Tri-Continental  Corporation,  Item  8). 

8"  Op.  cit.  supra,  note  74,  at  18726-7. 

8°  Id.,  at  18725,  and  the  reply  to  the  Commission's  questionnaire  for  Tri-Continental 
Corporation,  Pt.  V. 
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Tliis  repurchase  policy  wliicli  entailed  the  employment  of  a  third 
of  the  original  assets  of  the  investment  company  in  maintaining  a 
market  in  its  own  preferred  stock  for  almost  20  months,  without  prior 
approval  of  or  notice  to  stockliolders,^^  and  which  culminated  in  the 
retirement  of  the  greater  part  thereof  at  a  net  cost  of  about  $13,000,000, 
or  rouglily  18%  of  the  original  total  assets,  possessed  certain  elements 
of  benefit  to  the  sponsor.    Mr.  Bailie  testified :  ^- 

Q.  The  only  other  factor  is  that  this  repurchase  iu  such  large  quantities  helped 
the  distribution  of  the  securities  again,  did  it  not? 

A-  Yes. 

Q.  And  to  the  extent  that  J.  &  W.  Seligman  &  Company  was  interested  in  the 
redistribution  it  would  help  them;  is  that  not  right? 

A.  Yes;  in  various  ways.  First,  they  made  about  $60,000  profit  on  the  total 
transaction  in  two  years,  which  is  about  a  dollar  a  share.  Second,  the  fact 
that  the  stock  looked  weU  was  obviously  an  advantage. 

Q.  And  also  the  general  reputation  of  having  the  preferred  stock  sell  above  the 
other  preferred  stocks  added  to  the  length  of  the  shadow  [of  J.  &  W.  Seligman 
Co.]? 

A.  That  is  what  I  just  said. 

In  addition,  tliis  sponsor  of  course  profited  from  the  brokerage 
commissions  paid  upon  these  extensive  market  operations. 

The  Lehman  Corporation 

Similarly,  The  Lehman  Corporation  engaged  in  a  repurchase  pro- 
gram which  may  have  redounded  to  the  benefit  of  the  sponsors, 
Lelunan  Brothers. 

The  Lelnnan  Corporation  was  formed  September  11,  1929  with 
$100,000,000  paid-in  capital  by  Lehman  Brothers,  an  investment 
banker  and  broker  firm  whose  members  were  officers  and  directors  of 
the  investment  company.  The  sponsor  subscribed  to  100,000  shares 
of  the  capital  stock  of  the  investment  company — the  company  having 
only  one  class  of  securities — at  $100  a  share  and  sold  900,000  shares  to 
the  public  at  $104  a  share  to  net  the  investment  compsiny  $100  per 
share.''^ 

During  and  following  the  distribution  of  this  common  stock,  Leh- 
man Brothers  operated  a  so-called  "stabilization  account"  in  the  shares 
on  the  New  York  Curb  Exchange.^*  This  account  "went  short"  the 
stock  while  the  market  price  of  the  stock  continued  to  rise  to  premiums 
of  over  25%.^'  On  September  20,  1929,  when  the  market  started  to 
decline,  the  account  made  its  first  purchase  of  2,500  shares  and,  by  the 
end  of  1930,  the  account  had  acquired  a  total  long  position  of  217,000 
shares.'-"^  Only  49,000  of  these  shares  were  resold  upon  the  exchange, 
the  balance  being  disposed  of  off  the  exchange  through  dealers.^^ 
The  purpose  and  obvious  effect  of  such  an  account  was  to  raise  the 
market  price  of  the  shares  to  what  the  sponsors  considered  a  "proper 

w  Op.  cit.  supra,  note  74,  at  18736-7. 

»2  Id.,  at  18741-2. 

«  Public  Examination,  The  Lehman  Corporation,  at  5314-5,  5G49. 

■wid.,  at  5600,  5616. 

««  Id.,  at  5616-7. 

00  Id.,  at  5599,  5619. 

"  Id.,  at  5600. 
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value."  ^®  The  interest  of  Lehman  Brothers  in  this  market  was  re- 
vealed by  Monroe  C.  Gutman,  a  partner  of  Lehman  Brothers  and 
vice  president  of  the  investment  company,  when  he  testified :  ^^ 

Q.  Now,  why  did  you  have  this  stabilization  account? 

A.  I  think  you  ought  to  get  that  picture  from  the  beginning.  We  weren't 
used  in  1929  to  investment  trust  shares  selling  at  a  discount.  We  were  used 
to  having  them  selling  at  a  premium,  and  if  we  had  had  any  idea  when  we 
brought  the  Lehman  Corporation  stock  out  at  $104  a  share  that  it  was  going  to 
be  selling  at  a  substantial  discount  from  its  liquidating  value,  we  would  never 
have  sold  them  to  the  public. 

Q.  Why? 

A.  Because  we  didn't  want  to  have  our  name  on  it  as  sponsoring  it,  and  it 
was  a  great  blow  to  our  pride. 

Q.  You  have  also  certain  financial  responsibilities? 

A.  Yes. 

Q.  As  a  firm  that  you  lose  prestige,  so  that  at  an  80  percent  discount  you  lose 
quite  a  bit  of  prestige  in  the  street? 

A.  I  think  the  prestige  of  any  banking  firm  that  sponsors  an  investment  trust, 
if  it  has  that  investment  bear  its  name,  as  we  did,  is  very  much  involved  in  the 
way  that  trust  is  conducted  and  what  happens  to  it. 

Q.  Yes ;  so  that  that  is  not  only  to  the  interests  of  the  shareholders  but  also  to 
the  interests  of  the  firm  to  see  that  it  sells  not  at  a  discount. 

A.  Yes ;  that  is  correct. 

Despite  these  purchases  by  the  Lehman  Brothers'  stabilization  ac- 
count, the  shares  of  the  investment  company  sold  at  a  discount  of  20% 
from  asset  value  as  early  as  November  1929,  and  the  discount  increased 
to  50%  in  1930.""  From  September  30,  1929,  through  September  30, 
1934,  the  investment  company  threw  its  support  into  the  market  by 
repurchasing  a  total  of  337,300  of  its  common  shares  at  a  total  cost  of 
$17,130,230.^°^  In  the  course  of  this  repurchase  program  the  invest- 
ment company  was  making  repurchases  simultaneously  with  the  oper- 
ation of  the  sponsor's  "stabilization  account."  That  such  purchases, 
which  constituted  a  substantial  part  of  the  reported  transactions  on 
the  New  York  Curb  Exchange,  must  have  had  a  definite  strengthening 
effect  on  the  market  price  of  the  stock  which  Lehman  Brothers  had 
acquired  and  was  interested  in  selling  was  implicit  in  the  further  testi- 
mony of  Mr.  Gutman  :^°2 

Q.  But  isn't  it  the  fact  that  if  you  hadn't  had  the  repurchases  by  the  trust  of 
these  92,000  shares  during  1930  you  would  have  had  a  much  greater  loss  in  dis- 
posing of  your  34,000  shares  that  you  had? 

A.  Well,  I  would  say  that  if  the  trust  had  not  repurchased  shares  in  1930  the 
shares  would  have  sold  lower,  without  question  ;  yes. 

Q.  They  would  have  sold  lower? 

A.  Yes ;  they  would  have  sold  lower,  without  question. 

Q.  So  that  there  is  a  definite  benefit  in  the  stabilization  account  by  the  repur- 
chases. 


»^  Id.,  at  5601.     Lehman  Brothers  reported  a  loss  of  $1,250,000  in  the  operation  (id.,  at 
.5606). 

89  Op.  cit.  supra,  note  93,  at  5609-10. 

lo"  Id.,  at  5601. 

1"!  Reply  to  the  Commission's  questionnaire  for  The  Lehman  Corporation,  Pt.  V. 

^02  Op.  cit.  supra,  note  93,  at  5608. 
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A.  I  would  like  to  put  it  on  a  broader  basis,  because  that  wasn't  our  motive. 
It  was  a  definite  benefit  to  all  the  shareholders,  without  question, 

Q.  Well,  just  what  do  you  mean  by  that? 

A.  I  mean  the  shares  were  worth  more  because  of  the  corporation's  repurchases. 
They  would  have  sold  for  much  lower  if  the  corporation  had  not  made  its 
repurchases. 

Altliougli  these  market  transactions  may  have  accorded  liquidating 
stockliolders  a  better  price  for  their  shares  than  would  otherwise  have 
been  available,  these  stockholders  received  no  intimation  that  such  a 
program  was  in  progress  except  in  the  periodic  reports  where  the  re- 
purchases already  eifected  were  disclosed.^°^  The  discounts  from  pre- 
vailing net  asset  values  upon  the  reacquisition  of  these  shares,  amount- 
ing to  $6,085,000,^°*  were  obtained  for  the  benefit  of  the  remaining 
stockholders  at  the  expense  of  their  retiring  associates. 

The  repurchase  operation,  of  course,  had  the  incidental  effect  of 
shrinking  the  size  of  the  fund  without  prior  notice  to  or  approval 
by  the  stockholders.  Lehman  Brothers,  apparently,  benefited  from 
the  market  support  afforded  by  these  repurchase  operations  of  the 
investment  company  to  the  extent  that  it  facilitated  the  liquidation 
of  the  holdings  of  the  sponsor's  stabilization  account.  Furthermore, 
the  apparent  good  performance  of  the  investment  company,  as  re- 
flected in  the  market  behavior  and  net  asset  value  of  its  shares,  also 
served  to  preserve  the  prestige  of  the  sponsor.  Mr.  Gutman  testified 
as  follows  with  respect  to  the  dual  interest  of  sponsors  involved  in 
this  situation  :^°^ 

Q.  Of  course,  there  are  certain  very  obvious  dangers,  aren't  there,  in  a  firm's 
being  able  to  trade  in  the  shares  of  a  corporation's  stock,  who  also  use  the 
assets  of  the  trust  to  repurchase  stock  over  the  market? 

Are  you  familiar  with  the  English  practice  on  that? 

A.  No;  I  am  not,  sir. 

Q.  WeU,  that,  I  believe,  is  taboo  in  England,  just  because  of  the  dangers  that 
result. 

A.  Yes. 

Q.  And  I  take  it  that  you  would  agree  that  those  dangers  are  inherent  in  it? 

A.  I  would  say  there  are  probably  dangers.  I  think  that  all  through  our  life 
there  are  a  great  many  dual  responsibilities  that  we  face. 

I  would  like  to  think  it  over.  You  have  raised  a  new  problem  to  me.  I 
would  think  that  it  is  a  danger  that  adequate  publicity  should  cure. 

I  should  think  that  if  in  1930  Lehman  Brothers  had  stated  in  their  annual 
report  that  at  the  same  time  they  stated  they  were  repurchasing  stock,  that 
at  the  same  time  they  were  conducting  a  stabilization  operation,  no  one  would 
have  been  injured. 

Q.  It  would  still  have  given  them  an  opportunity  to  use  it  for  their  own 
benefit. 

A.  I  think  they  would  have  been  subject  to  a  great  deal  of  scrutiny  if  they 
had.  I  think  no  matter  how  conscientious  one  might  be,  if  one  were  of  a  firm 
of  any  character — and  let  us  forget  the  conscience  for  a  moment 

Q.  Well,  let  us  talk  generally. 

A.  I  think  it  would  have  a  great  restraint. 


i<«  Id.,  at  5345. 

i«*  Op.  cit.  supra,  note  101,  Pts.  IV  and  V. 

M^Op.  cit.  supra,  note  93,  at  5611-3. 
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Q.  Well,  that  is  perhaps  'always  the  case. 

A.  But  that  the  possibility  of  some  abuse  exists,  I  must  admit. 

Q.  You  do  agree  with  that? 

A.  Yes ;  if  it  is  in  the  wrong  hands. 

Q.  And  in  the  hands  of  unscrupulous  sponsors,  it  could  be  made  very  profit- 
able through  trading  in  and  out,  and  the  chances  of  anyone  discovering  it,  even 
if  you  have  publicity,  depends  on  how  adequate  your  publicity  is.  And,  sec- 
ondly, it  depends  on  some  of  the  stockholders  having  intelligence  enough  to 
read  it. 

A.  But  actually  today  it  would  be  contrary  to  the  Securities  Exchange  Act, 
today.     So  it  is  really  out,  as  a  practical  matter. 

Central-Illinois  Securities  Corporation 

Central-Illinois  Securities  Corporation,  an  investment  company, 
made  available  to  its  sponsor,  in  the  form  of  a  loan,  $1,500,000  for 
the  purpose  of  conducting  market-supporting  operations  in  the  secu- 
rities of  the  investment  company ;  then  repurchased  from  its  sponsor 
the  securities  so  acquired  and  finally  engaged  in  repurchases  on  its 
own  account  for  the  alleged  purpose  of  creating  book  profits. 

Central-Illinois  Securities  Corporation  was  organized  on  October 
1,  1929  to  supplement  the  activities  of  its  sponsor,  Central-Illinois 
Company,  the  security  affiliate  of  the  former  Central  Trust  Company 
of  Illinois.^*"'  The  original  paid-in  capital  of  the  investment  com- 
pany was  $15,000,000,  of  which  $3,000,000  was  subscribed  by  Central- 
Illinois  Company  for  600,000  shares  of  common  stock  and  the  balance 
was  provided  by  the  sale  of  allotment  certificates  for  400,000  shares 
of  common  stock  and  400,000  shares  of  convertible  preference  stock, 
in  units  of  one  share  of  each  class  at  $31.50.  The  public  offering 
was  made  by  the  sponsor  to  the  customers  and  stockholders  of  the 
bank."^  The  issue  was  oversubscribed  before  the  offering,  and  there 
was  an  independent  market  bid  as  high  as  $42  a  unit  before  the 
securities  were  issued.^"^ 

On  November  1,  1929,  after  the  break  in  the  stock  market  and  less 
than  a  month  after  the  units  were  so  oversubscribed,  the  sponsor 
commenced  to  repurchase  the  units  for  its  own  account  for  the  pur- 
pose of  providing  an  "orderly"  market.  By  November  13,  1929,  the 
sponsor  had  expended  $1,400,000,  or  a  sum  approximately  equivalent 
to  10%  of  the  original  paid-in  capital  of  the  investment  company .^°^ 
Philip  R.  Clarke,  former  president  of  the  investment  company,  de- 
scribed these  circumstances  as  follows :  ^^° 

Q.  So  that  in  the  period  from  November  1,  1929,  to  November  13,  the  securities 
affiliate  had  purchased  $1,400,000  worth  of  units  and  that  was  less  than  a 
month  after  the  offering  of  these  units  to  the  public ;  isn't  that  so? 


108  Public  Examination,  Central-Illinois  Securities  Corporation,  at  1848-50,  Commission's 
Exhibit  No.  2.36. 

I'^Id.,  at  2126-7:  see  also  the  reply  to  the  Commission's  questionnaire  for  Central-Illinois 
Securities  Corporation,  Pt.  V.  These  allotment  certificates,  which  netted  the  investment 
company  $30  each,  were  not  exchanged  for  shares  until  September  30,  1931  (Ibid.). 

108  Op.  cit.  supra,  note  106,  at  2127. 

I™  Id.,  at  2043-5. 

"0  Id.,  at  2044. 


INVESTMENT   TRUSTS   AND    INVESTMENT    COMPANIES         975 

A.  Yes.  Bear  in  mind,  however,  that  it  was  also  probably  the  wildest  two 
weeks,  so  far  as  prices  were  concerned,  that  we  have  seen  in  decades,  because 
intervening  in  that  period  was  the  crash  of  the  New  York  Stock  market. 

The  directors  at  their  first  meeting  in  November  1929  resolved  to 
cooperate  with  the  Central-Illinois  Company  to  the  extent  of  making 
available  the  sum  of  $1,500,000  as  a  loan  to  finance  its  program  of 
purchasing  the  shares  of  the  investment  company."^  At  the  same 
time  the  investment  company  authorized  its  president  to  engage  in 
similar  repurchase  operations.^^^ 

Central-Illinois  Company  borrowed  only  $560,811  from  the  invest- 
ment company  for  these  purposes  to  April  3, 1930,  and  all  of  the  units 
so  acquired  were  subsequently  redistributed  and  the  loan  was  re- 
paid."^ Thereafter,  the  sponsor  continued  its  purchases  of  the  units 
and  on  January  2,  1931,  commenced  to  offer  them  in  blocks  to  the 
investment  company  at  a  discount  from  their  liquidating  value.  The 
procedure  adopted  in  this  phase  of  the  program  was  described  in  the 
further  testimony  of  Mr.  Clarke :  ^^* 

In  connection  with  the  purchase  of  the  units  by  Central  Illinois  Securities,  I 
find  that  I  have  been  in  error  in  one  instance,  in  my  recollection,  and  that  is 
that  the  Central-Illinois  Company  did  not  act  as  agent  in  those  transactions. 

I  think,  as  a  matter  of  fact,  it  has  a  different  relationship  to  a  matter  we 
discussed  as  to  the  position  of  the  stockholder,  because  the  Central-Illinois 
Securities  Corporation  I  find  never  bought  any  of  these  units  direct  from  the 
stockholder.  The  stockholder  made  his  offer  in  the  market  and  the  Central- 
Illinois  Company  purchased,  and,  after  accumulating  a  block  of  these  units, 
would  then  offer  them  to  the  Central-Illinois  Securities  Corporation,  who,  in 
their  own  discretion,  would  purchase  or  not  purchase. 

In  each  instance  I  think  they  purchased  the  units  offered,  because  they  were 
less  than  the  liquidating  value,  and  by  their  acquirement  the  company  added 
to  its  capital. 

It  appears,  nevertheless,  that  by  the  payment  of  a  total  of  $944,948 
for  the  repurchase  of  40,100  of  its  units  from  January  2  to  July  21, 
1931,^^^  when  Central-Illinois  Company  ceased  to  act  as  sponsor,  the 
investment  company  paid  in  excess  of  current  market  prices.^^® 

^^  Id.,  at  2045—6.  The  problem  is  presented  whether  this  loan,  to  be  secured  by  the 
investment  company  securities  to  be  purchased  (ibid.)  was  not  in  violation  of  the  General 
Corporation  Law  of  Delaware  (under  whose  laws  Central-Illinois  Securities  Corporation 
was  incorporated).      (Revised  Code  of  191.5,  as  amended,  Ch.  65,  Art.  1,  Sec.  36.) 

^Op.  cit.  supra,  note  106,  at  2047-8.     This  power  was  not  exercised  (ibid.). 

"^Op.  cit.  supra,  note  106,  at  2049,  2052,  2056,  2128.  As  of  December  31,  1929,  the 
portfolio  of  Central-Illinois  Securities  Corporation  listed  9,466  allotment  certificates  carried 
at  $283,976  which  were  in  fact  received  as  collateral  for  the  loan  to  Central-Illinois  Com- 
pany (reply  to  the  Commission's  questionnaire  for  Central-Illinois  Securities  Corporation, 
Pt.  Ill,  and  derived  from  supplementary  information  supplied  the  Commission  for  Central- 
Illinois   Securities    Corporation). 

^*  Op.  cit.  supra,  note  106,  at  2057-8. 

^  Id.,  at  2056. 

^^  The  units  or  allotment  certificates  were  listed  upon  the  Chicago  Stock  Exchange 
until  September  30,  1931,  when  they  became  exchangeable  for  thp  component  shares. 
(Reply  to  the  Commission's  auestiounaire  for  Central-Illinois  Securities  Corporation, 
Pt.  V  [Item  49].)  The  following  table  compares  the  prices  paid  by  the  investment  com- 
pany to  its  sponsor  with  the  prices  quoted  upon  the  Chicago  Stock  Exchange  in  the  repur- 
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That  these  acquisitions  must  have  provided  market  support  is  in- 
dicated by  the  activity  during  the  period  from  January  1  to  July  31, 
1931,  on  the  Chicago  Stock  Exchange,  when  approximately  50,000 
units  were  traded.^"  It  was  estimated  by  Mr.  Clarke"^  that  ap- 
proximately 24,000  units  were  repurchased  by  the  sponsor  and  sold 
to  the  investment  company  within  that  period,  although  some  of 
them  may  have  been  acquired  over  the  counter.  However,  these  re- 
purchases were  declared  to  have  been  made  for  the  sole  purpose  of 
realizing  book  profits  and  not  for  the  purpose  of  stabilizing  the 
market,^^**  Mr.  Clarke  testifying  that  he  did  not  think  "there  is  any 
necessity  for  an  investment  trust  to  maintain  any  stabilizing  mar- 
ket." ^2°  This  attitude  contrasts  with  the  resolution  of  the  board  of 
directors  as  a  result  of  which  a  loan  of  $1,500,000  was  authorized  for 
such  purposes. 

From  the  date  of  organization  to  December  31,  1935,  the  invest- 
ment company  repurchased  a  total  of  168,402  convertible  preference 
shares,  which  carried  as  a  bonus  90,213  common  shares,  at  a  total  cost 
of  $2,665,689.^21  ^he  repurchases  to  December  31,  1931  were  made 
primarily  through  Central-Illinois  Company  while  the  repurchases 
thereafter  were  presumably  made  by  the  investment  company  by 
direct  market  transaction.     The  book  profits  derived  therefrom,  of 


chase  of  said  units    (op.    cit.  supra,  note  106,  Commission's  Exhibits  Nos.  256,  257,  258, 
259)  : 


Date  of  repurchase  (1931) 

Number  of 
units 

Purchase 

price  per 

share 

Quoted 

price  per 

share 

Jan.  2                       - 

16,  500 
12,  000 
4,600 
7,000 

24.42 
24.76 
22.21 
20.  35 

23H 

Jan  6                                                                       

23 

Apr.  21 

21% 

July  21                                            .     -          

20 

"■^  Op.  cit.  supra,  note  106,  at  2059. 

us  Ibid. 

ii»  Id.,  at  2039-iO. 

120  Id.,  at  2041. 

121  Repurchases   by    Central-Illinois    Securities    Corporation    (reply   to   the    Commission's 
questionnaire  for  Central-Illinois  Securities  Corporation,  Pt.  V)  : 


Convertible  preference  stock 

Common  stock 

Number 
of  shares 

Total  cost 

Cost  per 
share 

Number 
of  shares 

Cost 

1931                                             .             ... 

102, 174 
23, 610 
13, 133 
14,  653 
14, 832 

$2,075,899 
246,  811 
87, 065 
107,631 
148,  283 

$20. 32 
10.45 
6.63 
7.34 
10.00 

80, 364 
3,900 
1,620 
3,000 
1.329 

1932 

1933 -. 

1934                                         .                 

1935 

Total 

168, 402 

2, 665, 689 

15.84 

90,213 
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some  $2,000,000,122  ^,gj.g  received  at  the  expense  of  retiring  sharehold- 
ers, as  Mr.  Clarke  testified :  ^^^ 

Q.  And  that  is,  when  they  were  making  money  in  that  way  they  were  really 
making  it  at  the  expense  of  their  stockholders? 

A.  Except  that  the  stockholders 

Q.  First  answer  yes  or  no  and  then  give  the  exception,  if  you  don't  mind.  I 
would  like  to  get  that.  When  investment  trusts  purchase  their  own  securities 
in  a  falling  market,  particularly  if  they  are  buying  them  below  the  liquidating 
value  of  the  stock,  substantially,  they  are  making  that  money  at  the  expense  of 
their  retiring  shareholders?     Isn't  that  so? 

A.  I  presume  that  would  be  the  final  conclusion,  although  I  think  that  is  a 
pretty  severe  delineation  of  the  situation.  The  stockholders  volunteered  the 
securities. 

*  *  *  *  *  *  * 

Q.  However,  if  some  arrangement  was  present  whereby  a  stockholder  could 
tender  his  security  back  to  the  Trust  and  get  approximately  its  liquidating 
value,  he  might  be  in  a  little  better  position.  I  am  not  saying  he  would.  I 
am  just  thinking  out  loud. 

A.  Yes ;  but  that  is  too  altruistic,  however.  That  would  not  be  possible  from 
a  practical  standpoint.^^* 

C.  Repurchases  From  Insiders 

In  addition  to  repurchases  of  their  outstanding  security  issues  on 
the  open  market,  investment  companies  often  reacquired  large  blocks 
of  their  securities  from  "insiders"  by  private  purchases.  Although 
many  of  the  repurchases  from  "insiders"  were  on  a  price  basis  com- 
parable to  that  prevailing  in  the  open  market,  there  were  instances 
where  they  received  premiums  over  the  market  price,  or  received  less 
than  the  market  price  on  large  blocks  which  apparently  could  not 
have  been  sold  on  the  market  in  such  volume  at  the  prices  paid.^^^ 

Of  112  closed-end  management  investment  companies  proper  studied 
(excluding  companies  in  the  Atlas  and  Equity  groups)  ^^^  27  com- 
panies reported  repurchases  from  related  interests  (officers,  directors, 
principal  stockholders,  and  their  affiliated  companies)  of  their  own 
securities.  These  repurchases  amounted  to  $26,636,000  for  the  period 
1927-1935,  representing  more  than  8%  of  the  $315,757,000  total  re- 
purchases by  all  closed-end  management  investment  companies  proper 
over  the  same  period.^^^     Heaviest  repurchases  from  related  interests 


122  Reply  to  the  Commission's  questionnaire  for  Central-Illinois  Securities  Corporation, 
Pts.  I,  II,  and  V.     Computed  upon  the  basis  of  the  original  stated  values. 

i^Op.  cit.  supra,  note  106,  at  2040-1. 

124  Compare  with  the  open-end  investment  companies  which  continuously  offer  to  purchase 
their  shares  at  the  liquidating  or  net  asset  values.      (See  I,  supra,  pp.  799  et  .«eq.) 

i^Pt.  Two  (House  Doc.  No.  70,  76th  Cong.),  Ch.  Ill,  pp.  240-1. 

^^  The  figures  appearing  hereafter  are  derived  from  the  replies  to  the  Commission's 
questionnaire  filed  by  the  respective  companies,  Pts.  V  (Item  54-b)  and  VII  (Item  70, 
Table  32). 

127  Op.  cit.  supra,  note  125,  Tables  74,  75,  76,  and  77.  Total  original  sales  by  these 
companies   over  the  period  1927-1935  amounted  to  $1,694,910,000.      (See  supra,  note  1.) 
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were  made  in  1930,  when  they  amounted  to 
12%  of  the  total  for  the  year.^^^ 


,458,000  or  more  than 


1.  EEPUECHASES  FKOM  INSIDERS  AT  PHICES  BELOW 
ASSET  VALUE 


Supporting  the  market  by  the  repurchase  of  the  security  issues  of 
closed-end  management  investment  trusts  and  investment  companies 
below  asset  value  upon  the  open  market  was  usually  possible  and  fre- 
quently indulged  in  during  the  severe  market  declines  following 
1929.^^^  Nevertheless,  the  type  of  markets  then  existing  frequently 
prevented  the  liquidation  of  sizable  blocks  of  securities  without  fur- 
ther demoralization  or  depression  of  the  market  prices.  During  this 
period  particularly  persons  closely  connected  with  the  management 
often  sold  their  large  holdings  of  securities  of  investment  trusts  and 
investment  companies  to  the  issuing  companies.  These  direct  repur- 
chases by  investment  companies  were  usually  justified  upon  the 
grounds  of  the  book  profits  which  such  transactions,  made  at  about 
current  market  prices,  afforded.  Seldom  was  disclosure  made  to  the 
remaining  stockholders  of  the  identity  of  sellers  of  such  securities. 

Allied  General  Corporation 

An  instance  where  repurchases  were  to  be  effected  by  the  investment 
company  to  assist  the  ctominant  persons  to  pay  for  the  control  block 
of  stock  is  presented  by  Allied  General  Corporation.  Allied  General 
Corporation,  organized  on  March  22,  1927  under  the  name  of  In- 
suranshares  Corporation  of  New  York  as  an  investment  banking 
company,  had  suffered  repeated  reverses  throughout  its  history.  By 
December  31,  1929,  the  stockholders  had  contributed  $4,456,315,  which 
had  decreased  by  1931  to  approximately  $1,500,000.  On  January  7, 
1931,  United  Founders  Corporation  became  the  principal  stockholder 
of  the  company  and  a  recapitalization  increased  the  assets  to  some 
$3,000,000.  Nevertheless,  by  the  next  year,  1932,  the  assets  of  Allied 
General  Corporation  were  again  only  about  $1,400,000.^^*' 

In  January  1932  United  Founders  Corporation  held  52%  of  the 
outstanding  capital  stock  of  Allied  General  Corporation  consisting 


"8  Repurchases  from  related  interests  by  closed-end  management  investmen  1  companies  proper  were  as 
follows  : 


Year 

(1) 

Total  repur- 
chases 

(2) 

Repurchases 

from  related 

interests 

Percent 

(2)4-(l) 

1927... 

$3,  607, 000 
2,739,000 
38,367,000 
135,  314, 000 
61,315,000 
30,553,000 
14, 032, 000 
10,  227, 000 
19,  603, 000 

1928 

1929 

$2, 718, 000 

16, 458  000 

3. 495, 000 

981, 000 

1, 925, 000 

550, 000 

509, 000 

7.  i 

1930. 

12.2 

1931 .              

6.7 

1932 

3.2 

1933 

13  7 

1934 

5.4 

1935-.              

2.6 

1927-35 

315,  757, 000 

26,  636, 000 

8.4 

120  See  supra,  pp.  966  et  seq. 

180  For  details  see  Ch.  IV  of  this  part  of  the  report,  pp.  1349-56. 
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of  19,630  shares  of  preferred  stock,  19,630  shares  of  Class  A  stock 
and  100,000  shares  of  common  stock.  These  holdings,  which  repre- 
sented a  cost  of  $1,500,000,  had  an  asset  value  of  $740,000.  As  the  pre- 
ferred stock  had  an  asset  value  of  only  $37.79  a  share  and  possessed 
first  call  upon  dissolution  of  $50  a  share,  the  Class  A  and  common 
stocks  were  without  any  asset  value.  In  the  fall  of  1931,  Chase  Don- 
aldson and  a  group  of  his  associates  ^^^  determined  to  acquire  control 
of  Allied  General  Corporation  by  purchasing  the  holdings  of  United 
Founders  Corporation.  Prior  to  January  of  1932,  this  group  had 
purchased  and  exercised  option  warrants  to  purchase  a  total  of 
34,163  shares  of  the  common  stock  of  Allied  General  Corporation. 
These  shares,  however,  had  been  pledged  by  the  group  with  the 
Manufacturers  Trust  Company  to  secure  a  loan  of  $20,000  made  by 
the  bank  to  the  group  to  finance  the  purchase  of  the  shares."^  The 
Donaldson  group,  after  some  negotiation  with  United  Founders  Cor- 
poration, obtained  its  agreement  to  dispose  of  its  holdings  in  Allied 
General  Corporation  for  a  total  price  of  $540,000,  being  $27.50  per 
share  for  the  19,630  shares  of  preferred  stock  held  by  United  Found- 
ers Corporation.^^^  The  Class  A  and  common  stock  interest  in  Allied 
General  Corporation  held  by  United  Founders  Corporation  were  to  be 
transferred  to  the  syndicate  free  of  charge.  As  has  been  indicated, 
these  securities  had  no  asset  value.  Although  the  price  to  be  paid  by 
the  Donaldson  group  for  the  holdings  of  the  United  Founders  Corpo- 
ration group  in  Allied  General  Corporation  was  approximately  $10 
less  than  the  liquidating  value  of  each  share  of  Allied  General  Corpo- 
ration preferred  stock  to  be  sold  by  United  Founders  Corporation,  the 
purchase  price  was  much  in  excess  of  the  then  market  value  of  the 
preferred  stock,  which  was  then  selling  in  a  very  inactive  market 
on  the  New  York  Produce  Exchange  at  $8  a  share.^^*  The  contem- 
plated purchase  price  to  be  paid  by  the  Donaldson  group  was  approxi- 
mately $382,785  above  the  quoted  market  value  of  the  Allied  General 
Corporation  preferred  shares  to  be  acquired  from  the  United  Found- 
ers Corporation  group. 

However,  Donaldson  and  his  associates  were  without  funds  to  effect 
the  purchase  of  the  United  Founders  Corporation  interest  in  Allied 
General  Corporation.^^^  Apparently  a  bank  loan  could  not  be  ob- 
tained without  the  guaranty  of  a  financially  responsible  individual. 

In  December  1932,  Chase  Donaldson,  largely  through  his  half- 
brother,  John  W.  Donaldson,^26  ^j^^j^  g^  y^^^  president  of  Atlas  Cor- 
poration, enlisted  the  aid  of  Atlas  Corporation  in  his  plans  to  acquire 
control  of  Allied  General  Corporation.  In  January  1932,  Chase  Don- 
aldson  and  Atlas  Corporation  reached  an  oral  agreement  ^^^  that 


^1  Public  Examination,  Allied  General  Corporation,  Commission's  Exhibit  No.  496.  Mr. 
Donaldson's  associates  were :  Dean  J.  Almy,  Herbert  R.  Anderson,  W.  F.  Best,  R.  S. 
Elliott,  Jr.,  Alfred  M.  Elsesser,  Kenneth  S.  Gaston,  and  Eliot  Sharp  (ibid.). 

132  Public  Examination,  Allied  General  Corporation,  at  5191-2. 

^^  Id.,  Commission's  Exhibit  No.  494. 

w^  During  March  of  1932,  according  to  the  Bank  and  Quotation  Record,  only  200 
shares  of  the  preferred  stock  of  Allied  General  Corporation  were  traded  on  the  New  York 
Produce  Exchange.  The  market  price  was  $8  a  share.  No  trading  in  the  stock  occurred 
in  December  1931,  or  in  January  and  February  1932. 

335  Op.  cit.  supra,  note  132,  at  5197. 

^<'  Id.,  at  5196,  5201. 

'37  Id.,  at  5223,  5245-6. 
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Allied  General  Corporation  after  its  acquisition  by  the  Donaldson 
group  would  aid  Atlas  Corporation  in  its  investment  company  acqui- 
sition program.  Allied  General  Corporation  was  to  receive  a  commis- 
sion from  Atlas  Corporation  for  its  services/^^ 

Atlas  Corporation  further  agreed  to  guarantee  ^^^  a  loan  to  be  made 
by  the  Manufacturers  Trust  Company  to  Chase  Donaldson  and  his 
associates  in  the  sum  of  $560,000,  of  which  $540,000  was  to  be  used  to 
purchase  the  United  Founders  Corporation's  controlling  interest  in 
Allied  General  Corporation  and  $20,000  was  to  constitute  a  renewal 
of  the  $20,000  loan  already  made  by  the  bank  to  the  Donaldson  group. 
The  shares  of  Allied  General  Corporation  acquired  from  United 
Founders  Corporation  were  to  be  pledged  with  the  bank  to  secure  the 
loan.^^°  In  consideration  of  its  guaranty.  Atlas  Corporation  was  to 
receive  from  the  group  on  repayment  of  the  loan  9,815  shares  of  the 
Class  A  stock  and  37,500  shares  of  the  common  stock  of  Allied  Gen- 
eral Corporation.^*^  These  shares,  however,  were  never  received  by 
Atlas  Corporation,  which  was  eventually  paid  by  the  Donaldson 
group  for  its  guaranty  in  another  manner.^*^ 

However,  the  problem  of  the  repayment  of  the  loan  remained.  To 
meet  this  problem.  Chase  Donaldson  devised  a  scheme  ^*^  whereby 
the  control  to  be  held  by  Mr.  Donaldson  over  the  corporate  assets  of 
Allied  General  Corporation  was  to  be  utilized  to  repay  the  loan. 
Briefly,  the  Donaldson  plan  was  to  reduce,  with  the  stockholders'  ap- 
proval, the  capital  allocated  to  the  preferred  stock  of  Allied  General 
Corporation  in  order  to  create  a  paid-in  surplus.  With  this  surplus, 
Mr.  Donaldson  intended  to  retire  preferred  stock  of  the  corporation  in 
the  ratio  of  one  share  to  be  purchased  from  himself  and  his  associates 
for  each  share  purchased  from  the  public.  The  Donaldson  group, 
however,  was  to  receive  a  more  favorable  price  for  its  shares.^**  Fur- 
ther, Mr.  Donaldson  intended  to  use  the  prospective  profits  to  be 
derived  by  Allied  General  Corporation  and  commissions  made  in 
effectuating  exchanges  of  Atlas  Corporation's  securities  for  the  secu- 
rities of  its  controlled  companies  to  purchase  j)referred  stock,  and  to 
pay  dividends  on  the  preferred  and  other  securities  of  Allied  General 
Corporation.  From  these  dividends  and  the  sale  of  their  preferred 
shares,  funds  would  be  available  to  the  Donaldson  group  with  which 
to  pay  off  the  loan  and  they  would  retain  the  Class  A  common  stock, 
with  its  enhanced  asset  value  and  voting  control.  The  purchase  price 
to  be  paid  Allied  General  Corporation  for  its  preferred  stock  securing 
the  loan  made  by  Manufacturers  Trust  Company  was  to  be  applied 
by  the  bank  in  reduction  of  the  loan. 

This  projected  method  of  repayment  of  the  loan  was  described  to 
Atlas  Corporation  in  a  memorandum  dated  Januarj^  22,  1932,  written 
by  Chase  Donaldson.^*^    This  memorandum  states  in  part: 


i^Id.,  Commission's  Exhibit  No.  495  and  Public  Examination,  Atlas  Corporation,  Com- 
mission's Exhibit  No.  2002,  at  57. 

12"  Op.  cit.  supi-a,  note  132,  Commission's  Exhibit  No.  497. 

""  Id.,  Commission's  Exhibits  Nos.  495  and  497. 

1*1  Id.,  Commission's  Exhibit  No.  497. 

^^  See  Ch.  IV  of  this  part  of  the  report,  pp.  1349-56. 

"3  Op.  cit.  supra,  note  132,  Commission's  Exhibit  No.  494. 

"''See  infra. 

"'  Op.  cit.  supra,  note  132,  Commission's  Exhibit  No.  494. 
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As  soon  as  control  is  acquired,  a  special  stockholders'  meeting  would  be  called 
(February  or  March)   to — 

(a)  Restate  value  of  stock  from  $50  to  $5,  creating  capital  surplus. 

(b)  Authorize  immediate  purchase  and  retirement  of  10,000  shares  of  Pre- 

ferred Stock  out  of  capital  surplus  so  created. 

(c)  Authorize   purchase   and    retirement    of   such    additional    amounts    as 

Executive  Committee  shall  determine,  but  only  out  of  realized  net 
profits  after  Preferred  dividend  requirements  in  any  one  month. 
Note  to  Mr.  Gibson   [president  of  Manufacturers  Trust  Company].     These 
plans  not  to  be  known  to  Founders. 

February  to  March. — ^Allied  General  preferred  Class  A  and  common  stock 
might  be  listed  on  the  Curb  and  the  company  would  purchase  10,000  shares  of 
preferred  of  which 

5,000  shares  from  ] 

public  Average  price  less 

5,000  shares  from       than  $20  a  share 
syndicate  J 

Syndicate  would  pay  off  loan  by  $125,000  from  proceeds  (5,000  shares  x  $25) 
leaving  a  loan  of  $435,000    *     *     * 

March  to  June. — -Depending  upon  earnings,  it  would  be  the  plan  of  the  Syn- 
dicate to  apply  all  net  profits  each  month  to  the  retirement  of  Preferred  Stock. 
With  present  and  projected  business  (particularly  Atlas  exchange)  it  might 
be  possible  to  purchase  and  retire  another  5,000  shares  at  $25  ($125,000)  largely 
from  the  syndicate  account,  leaving  loan     *     *     *     $310,000. 

It  will  be  noted  that  while  the  10,000  shares  of  preferred  stock 
which  were  to  be  purchased  from  the  surplus  created  by  the  reduc- 
tion of  the  capital  allocable  to  the  preferred  stock,  were  to  be  acquired 
at  an  average  of  less  than  $20  a  share,  5,000  of  the  shares  to  be  re- 
tired were  to  be  acquired  from  Mr.  Donaldson  and  his  associates  at 
$25  a  share.  In  other  words,  those  in  control,  it  was  contemplated, 
would  receive  a  higher  price  for  their  shares  than  would  be  paid  for 
the  shares  held  by  the  public.  Further,  the  retirement  of  the  cor- 
poration's preferred  stock  by  purchases  below  the  asset  value  of  such 
stock  would  enhance  the  asset  value  of  the  Class  A  and  common  stocks 
held  by  the  Donaldson  group.  The  group  would  hold  the  majority 
of  these  securities  which  also  constituted  control  of  the  company. 
Mr.  Donaldson  testified :  "^ 

Q.  Substantially,  this  plan  entailed  this,  did  it  not,  Mr.  Donaldson,  that  if 
you  got  control  of  the  corporation.  Allied  General,  you  were  going  to  use  the 
funds  of  Allied  General  to  pay  the  loan  which  enabled  you  to  acquire  control 
of  the  company? 

A.  Mr.  Schenker,  I  object  to  the  manner  in  which  the  question  is  put. 
******* 

Q.  Well  then,  what  particular  portion  of  my  question  do  you  object  to? 

A.  Your  question  is  misleading  in  this  respect,  in  that  it  implies  that  our 
entire  design  was  to  take  the  funds  of  Allied  General,  as  such,  and  buy  in  our 
own  stock  and  pay  off  the  loan.  As  you  will  see  from  the  tenor  of  this  memo- 
randum it  was  designed  that  a  part  of  our  stock  would  be  purchased,  a  part 
of  the  public  stock  would  be  purchased,  and  the  balance  of  the  loan  it  was 
expected  would  come  from  the  business  earnings  of  the  company  in  the  future 
business  conducted. 


Id.,  at  5207-8. 
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Q.  Let  us  see  in  what  respect  that  question  is  wrong.  You  now  say  at  least 
a  substantial  part  of  the  loan  was  going  to  be  repaid  with  the  funds  you  were 
going  to  get  from  Allied  General  Corporation  in  the  purchase  of  the  preferred 
stock. 

A.  You  pointed  out  yourself  that  5,000  shares  times  $20  is  $100,000.  The  total 
loan  was  $560,000. 

Q.  That  is  a  pretty  substantial  amount. 

A.  That  is  all  I  have  to  say. 

Q.  At  least  you  contemplated  $100,000  of  that  money  was  going  to  be  used  for 
that  purpose;  isn't  that  so? 

A.  Yes.  May  I  point  out,  however,  that  the  price  we  were  discussing  pur- 
chasing the  stock  from  ourselves  was  indicated  on  no  particular  basis  but  $20 
a  share,  whereas  the  purchase  price  was  $27.50  and  the  asset  value  at  the  time 
was  $37.79. 

Q.  Why  don't  you  follow  that  right  through  and  give  us  the  market  value? 

A.  Let  me  finish  what  I  was  saying  first.  Let  me  point  out  that  the  purchase 
of  the  stock  of  the  corporation  at  $20  per  share,  where  there  was  an  asset 
value  of  $37.79  was  working  no  injustice  on  the  other  shareholders  of  the 
corporation. 

Q.  Except  this,  that  in  addition  to  the  preferred  stock  which  you  were  pur- 
chasing you  had  controlling  common  stock;  isn't  that  so?  This  would  leave 
you  in  control  of  the  company  after  you  retired  your  own  preferred  stock  and 
the  preferred  stock  that  you  were  buying  from  the  company,  isn't  that  so? 

A.  Well,  it  is  fairly  obvious  that  if  you  retired  all  of  the  preferred  stock, 
you  would  leave  the  common  stock  and  we  would  be  in  control  of  the  common. 

On  January  29,  1932,  the  transaction  between  United  Founders 
Corporation  and  the  Donaldson  group  was  closed.  A  loan  in  the 
sum  of  $560,000  by  the  group  was  procured  from  the  Manufacturers 
Trust  Company .^^''^  In  accordance  with  its  agreement,  this  loan  was 
guaranteed  by  Atlas  Corporation.^*^ 

The  connection  of  Atlas  Corporation  with  the  transaction  and  the 
proposed  method  by  which  the  Donaldson  group  intended  to  repay 
the  loan  were  intentionally  concealed  from  United  Founders  Cor- 
poration. Mr.  Donaldson  testified  that  these  facts  were  concealed 
from  United  Founders  Corporation  because  of  the  fact  that  if 
United  Founders  Corporation  had  been  aware  of  Atlas  Corpora- 
tion's connection  with  the  transaction,  "they  might  have  tried  to 
raise  the  price  on  us."    Mr.  Donaldson  testified :  ^^^ 

Q.  You  say,  "Note  to  Mr.  Gibson :  ^^''  This  plan  not  to  be  known  to  Founders" ; 
Why  not? 

A.  Because  Founders  did  not  have  any  idea  how  we  were  financing  the  acqui- 
sition of  this  stock,  and  we  didn't  care  to  have  them  know. 

Q.  There  was  no  moral  turpitude  involved  in  your  minds,  was  there? 

A.  Not  at  all,  but  they  might  have  tried  to  raise  the  price  on  us. 
******* 

Q.  You  said  you  felt  if  they  [United  Founders  Corporation]  knew  the  method 
by  which  you  hoped  to  purchase  the  stock  that  they  might  increase  the  price? 

A.  Perhaps  I  didn't  make  myself  clear.  This  is  what  was  in  my  mind  at 
the  time.    I  felt  that  if  the  people  in  United  Founders  believed  that  we  had  a 


i«  Id.,  Commission's  Exhibit  No.  499. 

ws  Id.,  Commission's  Exhibit  No.  498. 

w»  Id.,  at  5205-7. 

«o  Harvey  D.  Gibson,  the  president  of  the  Manufacturers  Trust  Company  (id.,  at  5205). 
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highly  profitable  sort  of  business  accruing  to  us,  one  or  two  things  might  have 
happened;  either  they  wouldn't  have  sold  to  us  or  they  would  not  have  looked 
with  any  great  favor  on  our  doing  business  with  the  Atlas  Corporation.  To  put 
it  briefly,  I  was  between  two  fears  as  to  what  course  to  take.  It  seemed  logical 
not  to  disclose  to  the  Founders  group  that  the  Atlas  Corporation  was  guaran- 
teeing the  loan,  for  those  two  reasons  I  have  stated  to  you, 

Q.  After  all,  you  were  an  officer  of  Allied  General  at  that  time. 

A.  Yes,  sir. 

Q.  And  Founders  were  stockholders  in  that  corporation,  weren't  they? 

A.  Yes. 

Q.  As  stockholders,  didn't  you  think  you  owed  them  any  duty  as  to  complete 
disclosure  in  connection  with  any  transaction  you  were  consummating? 

A.  I  didn't  think  so  in  this  case. 

Promptly  on  their  accession  to  control  of  Allied  General  Corpora- 
tion in  February  1932,  the  Donaldson  group  proceeded  to  carry  for- 
ward their  projected  plan  for  repayment  of  the  borrowed  funds 
which  they  had  used  to  acquire  control  of  Allied  General  Corpora- 
tion. On  February  19,  1932,  stockholders  were  informed  by  letter  ^^^ 
of  a  meeting  to  be  held  on  March  8,  1932,  to  consider  a  reduction  of 
the  capital  of  the  corporation  allocable  to  its  preferred  stock  from 
$50  to  $10  a  share.^^^  The  net  capital  surplus  (after  creating  a  re- 
serve for  depreciation  in  value  of  portfolio  securities)  thus  to  be 
created  amounted  to  approximately  $641,000.^^^  The  letter  stated 
that  this  surplus  would  be  available  for  retirement  of  the  corpora- 
tion's preferred  shares.  Not  revealed  in  the  letter,  however,  was  the 
method  by  which  Mr.  Donaldson  and  his  associates  had  acquired 
control  of  the  corporation  nor  the  fact  that  the  preferred  shares 
pledged  by  the  group  to  secure  their  loan  were  to  be  repurchased. 
In  fact,  a  direct  inquiry  in  a  letter  ^^*  dated  February  25,  1932,  from 
one  Harry  Buford,  a  preferred  stockholder,  as  to  whose  shares  were 
to  be  repurchased  was  answered  without  revealing  the  fact  that  the 
controlling  group  intended  to  use  the  surplus  to  be  created  to  pur- 
chase their  own  shares  as  well  as  the  shares  held  by  the  public.^^^ 

On  March  8,  1932,  the  proposed  reduction  of  the  capital  of  the 
corporation  allocable  to  the  preferred  stock  was  approved  by  over 
two-thirds  of  the  stockholders.^^''  The  Donaldson  group  which  held 
in  excess  of  50%  of  the  shares  of  each  class  of  the  corporation's  se- 
curities voted  their  stock  in  favor  of  the  plan. 


1^1  Op.  cit.  supra,  note  132,  Commission's  Exhibit  No.  500. 

«2  Ibid. 

153  Id.,  at  5229. 

i«  Id.,   Commission's  Exhibit  No.  504-A.     Mr.  Buford's  letter  stated : 

Whose  stock  and  at  what  prices  would  be  purchased  is  not  intimated.     Naturally. 
With  reference  to  the  letter,  Mr.  Donaldson  testified  (id.,  at  5243)  : 

Q.     Of  course  he   [Mr.  Buford]   evidently  didn't  know  that  it  was  anticipated  that 
at  least  a  portion   of  the  stock  owned  by  the  controlling  interest  of  Allied   General 
was  to  be  purchased;  isn't  that  so? 
A.  You  say  of  course  he  didn't  know? 

Q.   I  mean  of  course  the  letter  indicates  that  he  didn't  know  because  he  specifically 
asked  that  question. 

A.  Pie  was  advised  stock  was  going  to  be  purchased  by  the  corporation  but  he  was 
not  advised  that  any  of  the  stock  was  going  to  be  purchased  from  any  given  individual. 

16' Op.  cit.  supra,  note  132,  Commission's  Exhibit  No.  504— B. 

^Id.,    Commission's    Exhibit    No.    504-E ;    see    also    id.,    Commission's    Exhibits    Nos. 
509-F  and  509-K. 
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In  May  and  July  1932,  Allied  General  Corporation  purchased  from 
the  Donaldson  group  3,500  shares  of  its  preferred  stock  at  a  price 
of  $15  a  share.^"  The  market  price  of  these  shares  on  the  dates  they 
were  purchased  was  approximately  $8  per  share.^^«  The  $52,500  thus 
raised  by  the  group  was  used  to  reduce  the  loan  at  the  Manufacturers 
Trust  Company .1^''  The  discriminatory  nature  of  these  purchases  by 
the  corporation  from  the  Donaldson  group  is  indicated  by  the  fact 
that  from  February  1932  to  December  of  the  same  year,  Allied  Gen- 
eral Corporation  acquired  from  the  public  a  total  of  6,921  shares  of 
its  preferred  stock  at  an  average  price  of  $12.05  per  share.^*'° 

Ultimately,  however,  the  plan  for  repayment  of  the  loan  by  the 
Donaldson  group  became  impossible  of  fulfillment  for  two  reasons. 
First,  under  the  management  of  Donaldson  and  his  associates,  Allied 
General  Corporation  engaged  in  extensive  short  selling  of  blue  chip 
securities.^"^  By  July  of  1932,  these  short  sales  had  resulted  in  a 
loss  to  the  corporation  of  over  $500,000,^*'-  a  loss  sufficient  to  erase 
most  of  the  capital  surplus  which  had  been  created  by  the  reduction 
of  the  capital  allocable  to  the  preferred  stock  in  March  of  1932. 
Secondly,  in  June  of  1932,  Atlas  Corporation  determined  to  make 
exchange  offers  itself  of  its  securities  for  the  securities  of  its  con- 
trolled companies.^*^^  As  a  consequence,  the  expected  profits  to  be 
earned  by  Allied  General  Corporation  in  effectuating  Atlas  exchanges 
were  no  longer  possible.  On  December  13,  1932,  Atlas  Corporation 
paid  $50,000  to  Allied  General  Corporation  in  full  settlement  of  its 
services  in  aid  of  the  Atlas  Corporation  exchange  program.^^* 

Sisto  Financial  Corporation 

Sisto  Financial  Corporation  repurchased  its  shares  from  Joseph 
A.  Sisto,  a  member  of  the  sponsoring  brokerage  firm  of  J.  A.  Sisto 
&  Co.  This  investment  company  was  organized  on  August  10,  1929, 
with  one  class  of  capital  stock  for  which  it  received  $5,000,000.  By 
the  end  of  1937  these  assets  had  declined  to  $307 ,000."^  A  part  of 
this  decline  in  assets  was  due  to  the  repurchases  by  the  investment 
company  of  its  own  capital  stock  which  possessed  asset  values  rang- 
ing from  $35.85  at  the  end  of  1929  to  a  low  of  $11.30  at  the  end  of 
1937."" 


1"  Id.,  Commission's  Exhibits  Nos.  509-F  and  509-K. 

iM  Ibid. 

1^9  Ibid. 

I'M  Derived  from  supplementary  information  supplied  the  Commission  for  Allied  Gen- 
eral Corporation.  At  or  about  the  time  that  the  Donaldson  group  was  purchasing  its 
own  holdings  of  the  preferred  stock  of  Allied  General  Corporation  at  a  price  of  $15  a 
share,  Allied  General  Corporation  was  offered  to  exchange  some  of  its  portfolio  securities 
having  a  market  value  of  $10  for  each  share  of  its  preferred  stock  (id.,  Commission's 
Exhibit  No.  509-H). 

"1  Op.  cit.  supra,  note  132,   at  5249-51  and  Commission's  Exhibit  No.  505. 

"2  Id.,  at  5250-1. 

183  Id.,  at  5247,  5259-60. 

i«*  Public  Examination,  Atlas  Corporation,  Commission's  Exhibit  No.  2002   (p.  57). 

i«5  Reply  to  the  Commission's  questionnaire  for  Sisto  Financial  Corporation,  Pt.  V,  and 
derived  from  supplementary  information  supplied  the  Commission  for  Sisto  Financial 
Corporation. 

!«•  Ibid.,  and  the  reply  to  the  Commission's  questionnaire  for  Sisto  Financial  Corpora- 
tion, Pt.  II. 
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Mr.  Sisto  dominated  and  controlled  the  affairs  of  Sisto  Financial 
Corporation  as  its  president  and  through  the  brokerage  firm  which 
held  a  management  contract  with  the  investment  company  at  all 
times.^"  Self-dealing  with  directors  and  the  manager  was  specifi- 
cally authorized  by  charter  provisions  if  the  transactions  were  fair 
and  reasonable.^*^®  Among  such  transactions  were  sales  from  June 
1930  through  May  1934  to  the  investment  company  of  38,476  shares 
of  its  own  capital  stock  by  J.  A.  Sisto  &  Co.  for  a  total  consideration 
of  $590,480.^'^^  During  that  period  the  shares  were  listed  upon  the 
New  York  Curb  Exchange  and  the  sales  were  apparently  consum- 
mated within  the  range  of  the  quoted  market  prices."**  Thereafter, 
on  January  29,  1935,  after  the  stock  had  been  delisted,  2,000  addi- 
tional shares  were  sold  by  J.  A,  Sisto  &  Co.  to  the  investment  com- 
pany for  $16,000,  or  at  $8  a  share."^ 

On  December  14,  1938,  charges  were  filed  with  the  Board  of  Gov- 
ernors of  the  New  York  Stock  Exchange  against  J.  A.  Sisto  alleging, 
among  other  things,  that  while  the  president,  a  director,  and  dominat- 
ing and  controlling  the  affairs  of  Sisto  Financial  Corporation,  he 
bought  2,484  shares  of  such  stock  between  July  29, 1936,  and  February 
4,  1937,  at  an  average  price  of  approximately  $9.78  a  share  and 
caused  Sisto  Financial  Corporation  to  repurchase  from  him  the  same 
shares  at  $23  a  share."-  It  was  further  charged  that  Mr.  Sisto 
thereafter  bought  1,000  shares  of  Sisto  Financial  Corporation  cap- 
ital stock  from  Kidder,  Peabody  &  Co.  through  his  brokerage  firm 
from  June  9  to  June  16,  1937,  at  $15^/4  a  share  and  resold  the  same 
to  the  investment  company  at  $23  a  share.  On  December  28,  1938, 
the  Board  of  Governors  of  the  New  York  Stock  Exchange  found 
Mr.  Sisto  guilty  of  all  charges  and  expelled  him  from  membership 
in  the  Exchange.^^^ 

General  Investment  Corporation 

The  repurchases  by  General  Investment  Corporation  of  its  out- 
standing $6  cumulative  preferred  stock  from  Wallace  Groves  is  an- 
other example  of  profits  made  by  insiders  on  repurchase  transac- 
t]ons,  even  though  those  repurchases  were  effected  at  prices  below 
asset  values.^^* 


"^  Reply  to  the  Commission's  questionnaire  for  Sisto  Financial  Corporation,  Pts.  I 
and  VII. 

"8  Id.,  Pt.  I. 

189  Id.,  Pt.  V. 

1™  Ibid. 

1"  Id.,  Pt.  VII. 

^■2  It  was  also  charged  that  certain  alterations  had  been  made  in  the  brokerage  accounts 
of  Mr.  Sisto,  of  his  firm  and  of  the  investment  company  ;  that  certain  recorded  cash 
purchases  to  the  account  of  the  investment  company  were  not  bona  fide  cash  transac- 
tions ;  that  records  kept  of  the  personal  trading  of  Mr.  Sisto.  of  the  trading  by  the 
brokerage  firm  and  of  trading  by  the  investment  company  did  not  truly  reflect  the  status 
of  the  accounts  and  liabilities  incurred  ;  and  that  the  accounts  were  so  altered  as  to 
cause  the  profitable  transactions  to  be  placed  in  the  trading  account  of  the  brokerage 
firm  and  unprofitable  transactions  to  be  placed  in  Mr.  Sisto's  personal  account. 

"'Derived  from  Broker  or  Dealer  Registration  file  of  J.  A.  Sisto  &  Co.,  File  No.  8-1. 
It  appears  that  these  repurchases  may  have  been  at  prices  below  asset  values. 

1T4  For  further  details,  see  Ch.  II  of  this  part  of  the  report,  pp.  350-496. 
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In  August  1936,  control  of  General  Investment  Corporation  was 
transferred  to  International  Equities  Corporation  which  was  uncler 
the  control  of  Ernest  B.  Warriner,  who  had  been  associated  with 
Wallace  Groves  in  his  acquisition  of  investment  trusts  in  1931  and 
1932."^  Wallace  Groves  and  his  brother  George  Groves  had  lent 
Mr.  Warriner  the  funds  to  enable  him  to  acquire  control  of  Inter- 
national Equities  Corporation,  which  in  turn,  as  already  stated,  ac- 
quired control  of  General  Investment  Corporation. 

The  principal  asset  of  General  Investment  Corporation,  when  its 
control  passed  to  International  Equities  Corporation,  consisted  of  its 
holdings  of  the  notes  of  Buenos  Aires  Central  Railroad  and  Termi- 
nal Company  which  had  cost  approximately  $14,000,000.  Negotia- 
tions had  been  initiated  by  General  Investment  Corporation  prior 
to  its  acquisition  by  International  Equities  Corporation  for  the  sale 
of  these  notes  to  an  agency  of  the  Argentine  Government  for  ap- 
proximately $7,500,000.  When  Mr.  Warriner  came  into  control  of 
General  Investment  Corporation,  he  and  Wallace  Groves  selected 
Philip  DeRonde,  an  associate  of  Mr.  Groves,  to  complete  the  ne- 
gotiation for  the  sale  of  these  notes. 

Upon  the  transfer  of  control  of  General  Investment  Corporation 
to  International  Equities  Corporation  in  IpSO,"*^  all  the  officers  and 
directors  of  General  Investment  Corporation,  including  George  E. 
Devendorf,  who  was  then  president  of  General  Investment  Corpora- 
tion, resigned  and  were  replaced  by  representatives  of  Mr.  War- 
riner.^" Mr.  Devendorf,  then  the  largest  minority  holder  in  General 
Investment  Corporation,^^*  requested  Mr.  Warriner  to  cause  General 
Investment  Corporation  to  purchase  his  holdings  of  between  9,000 
and  10,000  shares  of  General  Investment  Corporation  preferred 
stock,^^^  on  the  ground  that  he  was  opposed  to  maintaining  a  sub- 
stantial interest  in  the  company  if  he  was  not  to  be  permitted  to 
participate  in  its  management.^^"  At  the  time  Mr.  Warriner  stated 
that  he  was  unwilling  to  have  any  of  the  funds  of  General  Invest- 
ment Corporation  devoted  to  the  repurchase  of  its  outstanding  pre- 
ferred stock.^®^  Later,  however,  in  November  1936,  Mr.  Warriner 
introduced  Mr.  Devendorf  to  Mr.  Groves  as  an  "unhappy  stockhold- 
er" desirous  of  selling  his  stock.^^-  Mr.  Groves  then  indicated  that 
he  would  not  buy  Mr.  Devendorf 's  block  of  preferred  stock  as  long 
as  the  notes  of  the  Buenos  Aires  Central  Railroad  and  Terminal 
Company  remained  a  "frozen  asset"  in  General  Investment  Corpora- 
tion's portfolio.^*^ 

Early  in  December  1936,  when  the  notes  of  the  Buenos  Aires  Cen- 
tral Railroad  and  Terminal  Company  were  sold  for  $5,750,000  cash 
and  other  consideration,  Mr.  Groves  reopened  the  subject  of  pur- 


I'^s  See  Ch.  II  of  this  part  of  the  report,  pp.  181-226. 

"G  poj.   further   details   and   documentation,    see   Ch.    II   of   this   part   of  the   report,    pp. 
181-226. 
"^  Public  Examination,  General  Investment  Corporation  et  al.,  at  15171-2. 
1^8  Id.,  at  15175. 
i™Id.,  at  15184. 
"0  Id.,  at  15181-2. 
1"  Id.,  at  15180. 
«2  Id.,  at  15182  and  20224. 
"3  Id.,  at  2022.3-^. 
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chasing  Mr.  Devendorf's  stock.^**  An  offer  was  made  whereby  Mr. 
Groves,  through  his  personally  owned  Nassau  Securities  Company, 
Ltd.,^^^  would  purchase  no  less  than  17,500  shares  of  the  preferred 
stock  of  General  Investment  Corporation  at  $87.50  per  share.^^'' 
Pajnnent  was  to  be  made  on  January  25,  1937.^^^  Mr.  Devendorf  ac- 
cepted the  offer,  although  the  stock  at  the  time  had  an  actual  liqui- 
dating value  at  between  $140  and  $150  per  share.^^^ 

Mr.  Devendorf  and  his  family  ownecl  only  9,000  or  10,000  shares  of 
this  stock.^®^  Procuring  the  names  and  addresses  of  the  preferred 
stockholders  of  General  Investment  Corporation  through  Mr.  War- 
riner,^^°  Mr.  Devendorf  sent  a  copy  on  January  8,  1937,  of  Mr.  Groves' 
offer  to  all  the  preferred  stockholders  of  General  Investment  Corpo- 
ration.^*^^  General  Investment  Corporation  itself  made  no  attempt 
to  repurchase  its  outstanding  $6  preferred  stock  either  on  the  same 
or  better  terms  than  Mr.  Groves'  offer,  although  Mr.  Warriner  was 
aware  of  the  existence  of  the  Groves'  offer  at  least  11  days  prior  to 
its  expiration,^^-  Nor  does  the  record  indicate  that  Mr.  Warriner 
advised  the  stockholders  of  General  Investment  Corporation  that  the 
actual  liquidating  value  of  their  stock  was  approximately  $150  per 
share  as  compared  with  the  price  of  $87.50  offered  by  Mr.  Groves.^*^^ 
On  the  contrary,  he  took  steps  to  cause  General  Investment  Corpo- 
ration both  to  finance  the  purchase  of  this  stock  by  Mr.  Groves,  and 
then  to  repurchase  the  same  stock  from  Mr.  Groves  at  a  profit  to  the 
latter.^^*  Between  January  18  and  January  22,  1937,  he  requested 
each  member  of  the  Board  of  General  Investment  Corporation  to 
approve  a  repurchase  of  the  Company's  preferred  stock  from  Mr. 
Groves  at  $102  per  share.^''^ 

Accordingly,  on  January  22,  1937,  the  directors  approved  the  pur- 
chase by  General  Investment  Corporation  from  Mr.  Groves'  personal 
company,  Nassau  Securities  Company,  Ltd.,  of  not  exceeding  27,000 
shares  of  its  own  preferred  stock  at  $102  per  share.^''*^  The  contract, 
as  finally  consummated,  provided  for  the  purchase  from  Mr.  Groves 
by  General  Investment  Corporation  of  24,591  shares  of  this  preferred 
stock  at  $102  per  share,^^'  being  exactly  the  number  of  shares  that 
Mr.  Groves  was  able  to  purchase  under  his  offer  at  $87.50  per  share. 
On  January  23,  1937,  General  Investment  Corporation  paicl  $102  per 
share  for  20,731  shares  of  this  stock,"^  and  on  January  25,  1937,  Mr. 


18*  Id.,  at  15182-3. 

i8i^  Id.,  at  20295. 

186  Id.,  Commission's  Exhibit  No.  1569. 

1S7  Id.,  at  15179. 

18*  I.  e.,  $115  liquidating  preference  plus  accrued  dividends. 

189  Op.  cit.  supra,  note  177,  at  15184. 

iw  Id.,  at  15175-6. 

191  Id.,  Commission's  Exhibit  No.  1569. 

1=2  Id.,  at  20569-70. 

»3  Id.,  at  20656. 

i!-*  Id.,  at  15187-8,  20533,  and  Commission's  Exhibit  No.  1572. 

195  Id.,  at  20625-7. 

19*  Id.,  at  15203  and  Commission's  Exhibit  No.  1571. 

19^  Id.,  Commission's  Exhibit  No.  1571. 

198  Id.,  Commission's  Exhibit  No.  1575. 

153373— 41— pt.  3—14 
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Groves,  with  a  portion  of  these  funds  so  obtained,  in  turn  paid  $87.50 
per  share  for  the  same  stock.^^^ 

From  this  transaction,  Mr,  Groves  made  a  profit  of  $300,000  on 
these  20,731  shares  of  preferred  stock  which  General  Investment 
Corporation  had  purchased  on  January  23,  1937,  at  a  price  of  $102 
per  share  and  for  which  Mr.  Groves  thereafter,  on  January  25,  1937, 
made  payment  at  $87.50  per  share.^*^"  Thus,  Mr.  Groves  profited  at 
the  expense  of  General  Investment  Corporation  by  use  of  the  invest- 
ment company's  funds  without  having  been  required  to  use  any  of 
his  own  money  in  any  step  of  the  transaction.^^^ 

Interstate  Equities  Corporation 

Interstate  Equities  Corporation,  an  investment  company  of  the  gen- 
eral management  type,  was  organized  under  the  laws  of  Delaware  on 
July  29,  1929,^°^  by  the  investment  banking  firm  of  Bancamerica- 
Blair  Corporation.^°^  This  investment  company  raised  a  total  of  $25,- 
000,000  ^°*  from  the  sale  to  the  public  through  Bancamerica-Blair 
Corporation  for  $15,000,000  of  250,000  shares  of  $3.00  cumulative  con- 
vertible preferred  stock  and  250,000  shares  of  common  stock,  sold  in 
units  of  one  share  of  common  and  one  share  of  preferred  stock  at 
$65  per  unit,  and  the  sale  of  $10,000,000  to  the  sponsor  and  an  affiliate 
of  1,000,000  shares  of  common  stock  at  $10  a  share.  The  gross  pro- 
ceeds from  the  sale  to  the  public  were  $16,250,000  from  which  was 
paid  to  Bancamerica-Blair  Corporation  a  selling  commission  of 
$1,250,000,  leaving  net  proceeds  to  the  investment  company  from  this 
offering  of  $15,000,000.  By  June  30,  1932,  at  the  termination  of  the 
management  by  Bancamerica-Blair  Corporation,  the  assets  of  Inter- 
state Equities  Corporation  had  depreciated  to  $4,457,000.20^ 


!» Id.,  at  15188-9,  15208,  and  20625-6.  For  the  balance  of  the  shares  Mr.  Groves  was 
compelled  to  pay  $100  per  share  (id.,  at  15187  and  20522)  for  which  General  Investment 
Corporation  in  turn  paid  him  $102  per  share  (id..  Commission's  Exhibit  No.  1576). 

20"  Op.  cit.  supra,  note  177,  20525. 

2«  Id.,  at  20523-6.  For  further  reference  to  civil  action  by  General  Investment  Cor- 
poration against  Mr.  Groves  and  Mr.  Warriner  to  recover  this  profit,  which  was  settled  by 
the  payment  of  $145,000,  and  for  a  description  of  the  indictment  charging  use  of  the 
mails  to  defraud,  see  Ch.  II  of  this  part  of  the  report,  pp.  497-623. 

^^  Public   Examination,    Interstate   Equities    Corporation,    Commission's   Exhibit  No.    2. 

^^  Reply  to  the  Commission's  questionnaire  for  Interstate  Equities  Corporation,  Pt.  I. 

^*  Op.  cit.  supra,  note  202.  at  17. 

205  The  following  are  examples  of  the  losses  suffered  by  Interstate  Equities  Corporation 
during  its  management  by  Bancamerica-Blair  Corporation.  Purchases  aggregating  $6,578,- 
036.31,  or  31%  of  the  total  investments  of  Interstate  Equities  Corporation  examined  by 
the  Commission,  were  made  in  securities  of  ten  companies,  some  of  the  directors  of  which 
were  on  the  board  of  Interstate  Equities  Corporation.  Of  this  amount  $3,615,292,  or 
41%  of  the  total  amount  invested  in  these  companies,  was  lost.  In  addition,  by  June  30, 
1932,  at  the  termination  of  the  management  by  Bancamerica-Blair  Corporation,  a  loss  of 
$5,546,354,  or  45.4%  of  the  $12,202,231  invested  in  syndicates,  was  lost.  Interstate 
Equities  Corporation  participated  in  some  of  these  syndicates  as  a  result  of  its  affiliation 
with  Bancamerica-Blair  Corporation.  For  example,  it  participated  to  the  extent  of 
$2,800,000  in  General  Foods  Corporation  syndicate  managed  by  Bancamerica-Blair  Cor- 
poration and  lost  a  total  of  $1,340,564.  It  invested  a  total  of  $508,130  in  the  General 
Theaters  Equipment,  Inc.,  preferred  stock  as  a  result  of  a  syndicate  managed  by  the 
Famoth  Corporation,  a  personal  holding  company  of  Edward  R.  Tinker,  and  which  resulted 
in  a  net  loss  of  $467,890  to  Interstate  Equities  Corporation.  Interstate  Equities  Cor- 
poration lost  $793,954  out  of  a  total  investment  of  $825,904  as  a  participant  in  a  syndi- 
cate headed  by  Bancamerica-Blair  Corporation,  formed  to  get  control  of  Tidewater  Asso- 
ciated Oil  Co.,  a  company  in  which  officers  and  directors  of  Bancamerica-Blair  Corporation 
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Of  the  consideration  received  for  the  units  sold,  $50  per  share  was 
allocated  to  the  preferred  stock  and  the  balance  to  common  stock  and 
paid-in  surplus.-"^  The  sponsor's  underwriting  commission  on  the 
issue  of  the  units  amounted  to  $5  per  unit,^*'^  or  a  total  of  $1,250,000, 
8%  of  the  total  capital  contributed  by  the  public. 

Of  the  1,000,000  shares  of  common  stock  sold  to  the  Bancamerica- 
Blair  Corporation,  500,000  shares  of  this  common  stock  was  sold 
directly  to  this  sponsor  at  $10  per  share  plus  an  amount  sufficient  to 
pay  part  of  the  expenses  of  the  organization  of  Interstate  Equities 
Corporation.^"^  In  addition,  as  will  be  shown  later,  Bancamerica- 
Blair  Corporation  acquired,  through  the  Suffolk  Corporation,  an- 
other 200,000  shares  at  the  price  of  $10.15  per  share.^o^ 

Edward  E.  Tinker,  president  of  Interstate  Equities  Corporation  ^^° 
and  director  of  Bancamerica-Blair  Corporation,  justified  the  prefer- 
ential treatment  accorded  the  bankers  on  the  ground  that  it  was  nec- 
essary to  compensate  the  sponsors  for  their  expenses.  Actually, 
however,  organizational  expenses  amounted  to  $150,000,-"  of  which 
Bancamerica-Blair  Corporation  paid  only  $75,000.  Furthermore,  as 
has  been  indicated,  the  underwriting  contract  provided  that  Banc- 
america-Blair Corporation  was  to  pay  these  organization  costs  ^^^ 
from  the  underwriting  fee  of  $1,250,000. 

The  remaining  500,000  shares  of  common  stock  were  sold  to  Suffolk 
Corporation,  whose  stockholders  consisted  for  the  most  part  of  offi- 


were  interested,  and  to  consolidate  it  with  the  Sinclair  Consolidated  Oil  Company,  for 
which  Bancamerica-Blair  Corporation  was  the  banker.  (For  detailed  discussion  of  this 
syndicate  see  Ch.  II  of  this  part  of  the  report,  pp.  227-308.)  The  investment  company  also 
lost  $569,725  out  of  a  total  participation  of  $678,425  in  the  Rio  Grande  syndicate,  also 
formed  by  Bancamerica-Blair  Corporation  apparently  to  procure  the  banking  business  to 
follow  from  a  contemplated  merger  of  Sinclair  Oil  Company,  Tidewater  Oil  Company,  Rio 
Grande  Oil  Company,  and  Barnsdall  Corporation,  all  oil  companies  in  which  officers  and 
directors  of  Bancamerica-Blair  Corporation  and/or  their  affiliated  investment  company, 
Petroleum  Corporation  of  America,  were  interested   (ibid.). 

On  October  7,  1931,  Bancamerica-Blair  Corporation  sold  to  Wallace  Groves  542,517 
shares  of  the  common  stock  of  Interstate  Equities  Corporation  at  $1.50  per  share  for  a 
total  of  $813,775.50.  By  virtue  of  this  purchase  and  an  additional  100,000  shares  pur- 
chased from  Hunter  Marston,  a  director  of  both  Interstate  Equities  Corporation  and 
Bancamerica-Blair  Corporation,  Wallace  Groves  acquired  46%  of  the  voting  stock  of 
Interstate  Equities  Corporation.  At  this  time,  the  assets  of  Interstate  Equities  Corpora- 
tion had  depreciated  to  $8,636,431,  a  decline  of  approximately  65%  from  the  amount  of 
the  funds  originally  contributed  to  Interstate  Equities  Corporation.  This  value  was 
arrived  at  by  taking  the  company's  investments  in  stocks  and  bonds  at  market  or  esti- 
mated fair  value.  By  October  20,  1931,  $2,443,379  had  been  returned  to  stocljholders  as 
the  result  of  the  repurchase  of  76,738  shares  of  preferred  stock  for  which  the  company 
had  originally  received  $3,836,900. 

For  a  detailed  discussion  of  the  management  of  Interstate  Equities  Corporation  by 
Wallace  Groves,  see  Ch.  II  of  this  part  of  the  report,  pp.  181-227. 

^  Op.  cit.  supra,  note  202,  Commission's  Exhibit  No.  14. 

2<"  Ibid. 

208  Id.,  Commission's  Exhibit  No.  6.  The  contract  also  stated  that  to  the  extent  these 
expenses  were  paid  by  the  Suffolk  Corporation  or  purchasers  from  the  latter,  Bancamerica- 
Blair  Corporation  was  to  be  relieved  from  paying  the  organization's  expenses  (id..  Exhibit 
No.  6,  par.  2).  Ultimately  half  of  the  expenses  were  paid  by  SufEolk  Corporation  and 
purchasers  found  by  it,  so  that  Bancamerica-Blair  paid  only  $10.15  per  share  for  the 
common  stock. 

20"  Op.  cit.  supra,  note  202,  at  675. 

21°  Id.,  Commission's  Exhibit  No.  16. 

2u  Id.,  at  674. 

212  Id.,  Commission's  Exhibit  No.  5. 
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cers,  common  stockholders,  and  associates  of  Blair  and  Company ,^^^ 
the  predecessor  of  Bancamerica-Blair  Corporation,  at  $10  per  share 
plus  a  pro  rata  share  of  the  organizational  expenses  of  Interstate 
Equities  Corporation.  These  expenses  amounted  ultimately  to  15 
cents  per  share.^^*  Suffolk  Corporation  in  turn  distributed  this  stock 
to  a  selected  or  preferred  list  of  investors  who  acquired  the  stock  at 
about  $10.50  per  share  as  compared  with  the  $15  price  per  share  to 
the  public. 

The  selected  or  preferred  list  consisted  of  the  officers  and  directors 
of  Bancamerica-Blair  Corporation,  Bank  of  America  (at  the  time 
closely  affiliated  with  Bancamerica-Blair  Corporation ),2^^  and  Inter- 
state Equities  Corporation.  The  directors  and  officers  of  Bank  of 
America  ^^  purchased  46,000  shares  of  the  common  stock  of  Interstate 
Equities  Corporation.  Officers,  directors,  and  employees  of  Banc- 
america-Blair Corporation  and  Interstate  Equities,  through  personal 
holding  companies,  purchased  an  additional  254,000  shares. 

Bancamerica-Blair  Corporation,  the  sponsor,  in  addition  to  the 
500,000  shares  of  common  stock  acquired  directly  from  Interstate 
Equities  Corporation,  purchased  200,000  shares  of  common  stock  from 
Suffolk  Corporation  at  $10.15  per  share.-"  Bancamerica-Blair  Cor- 
poration subsequently  made  these  200,000  shares  available  to  dealers 
at  $15  per  share.-^^ 

During  the  period  that  Bancamerica-Blair  Corporation  managed 
Interstate  Equities  Corporation  (1929-1932),  the  investment  com- 
pany repurchased  approximately  40%  of  its  outstanding  preferred 
stock.  Up  to  June  30,  1932,21^  the  investment  company  retired  98,528 
shares  out  of  the  250,000  shares  originally  outstanding.^^"  These 
repurchases  were  made  at  a  total  cost  of  $2,663,991.50  ^-^  or  at  an 
average  price  of  $27.04  per  share. 

A  substantial  part  of  these  repurchases  were  made  during  a  period 
of  declining  security  prices  directly  from  the  sponsor  who  had  a 
substantial  block  of  the  preferred  stock.  From  March  5,  1931,  to 
May  13,  1931.-^-  Interstate  Equities  Corporation  repurchased  from 
Bancamerica-Blair  Corporation,  acting  for  its  own  account  and  not 
as  brokers,  35,975  shares  of  its  preferred  stock  for  a  total  price  of 
$1,055,787.50,  at  an  average  cost  of  $29.31  per  share.  Interstate 
Equities  Corporation  had  previously  repurchased  5,875  shares  of  its 
preferred  stock  directly  from  Bancamerica-Blair  Corporation  for 
$284,787.50.223  The  total  number  of  shares  purchased  by  the  invest- 
ment company  from  Bancamerica-Blair  Corporation  totaled  41,850 
shares  for  an  aggregate  price  of  $1,340,575,  or  an  average  cost 
of  $32.03  per  share.    The  largest  purchase  occurred  on  May  13,  1931, 


213  Id.,  at  673. 

^^  Id.,  Commission's  Exhibit  No.  91. 

215  Id.,  at  679. 

21"  Id.,  Commission's  Exliibit  No.  91. 

21''  Id.,  at  675. 

218  Id.,  at  678. 

21"  Id.,  Commission's  Exhibit  No.  16. 

220  Ibid. 

221  Id.,  Commission's  Exhibit  No.  7. 

222  Id.,  at  35. 

223  Id.,  Commission's  Exhibit  No.  7. 
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when  Interstate  Equities  Corporation  bought  a  block  of  30,000  shares 
of  its  preferred  stock  from  its  sponsor  for  $855,000.--* 

Within  three  months  thereafter  Interstate  Equities  Corporation 
began  repurchasing  its  preferred  stock  in  the  open  market  at  $10  per 
share.^-^  Mr.  Tinker  denied  that  Bancamerica-Blair  Corporation 
caused  Interstate  Equities  Corporation  to  repurchase  its  preferred 
stock  from  its  sponsor  and  so  bail  out  of  its  long  position  in  a  de- 
clining market.^^^  However,  it  is  significant  that  the  last  repurchase 
from  Bancamerica-Blair  Corporation  on  May  13,  1931,^-'  aggregated 
30,000  shares  for  a  total  of  $855,000,  and  it  is  questionable  whether 
the  market  would  have  been  able  to  absorb  these  30,000  shares  at 
$28.50  per  share.--^  Although  Mr.  Tinker  admitted  that  the  direc- 
torates of  Bancamerica-Blair  Corporation  and  Interstate  Equities 
Corporation  were  interlocking,  he  did  not  perceive  any  conflict  of 
interests  engendered  by  this  situation.--^ 

2.  KEPUKCHASES  FEOM  INSIDERS  AT  PRICES  ABOVE 
ASSET  VALUE 

As  has  been  indicated,  in  those  instances  where  investment  com- 
panies repurchased  their  outstanding  securities  from  insiders  at  below 
asset  values,  the  insiders  or  managements  justified  these  reacquisitions 
upon  the  grounds  that  the  investment  companies  realized  a  profit  on 
such  repurchases — the  difference  between  the  asset  values  and  pur- 
chase prices — or  were  supplying  a  more  orderly  market  in  rapidly 
declining  markets  to  their  investors  who  were  compelled  to  engage  in 
distress  selling.  However,  no  such  justification  could  be  urged  for 
repurchases  of  outstanding  shares  at  premiums — repurchases  at  prices 
above  asset  values.  Such  repurchases  involved  the  expenditure  of  a 
greater  amount  of  assets  than  was  represented  by  the  shares  acquired 
and  reduced  the  asset  value  of  the  remaining  shares.^^° 

The  number  of  stockholders  who  could  take  advantage  of  a  pro- 
gram of  repurchase  of  outstanding  securities  at  prices  above  asset 
value  by  a  closed-end  management  investment  company  was  limited 
by  reason  of  the  accelerated  drain  upon  the  investment  fund.  Fur- 
thermore, usually  only  the  insiders  who  possessed  advance  notice  of 
these  repurchase  plans  could  benefit  from  such  operations.  Various 
instances  of  reacquisitions  of  outstanding  securities  by  investment 
companies  at  premiums  either  in  the  open  market  or  by  direct  nego- 


224  Ibid. 

22=  Ibid. 

228  Id.,  at  39. 

22^  Id.,  Commission's  Exhibit  No.  7. 

225  Ibid. 

220  Id.,  at  40-2. 

220  Such  repurchases  could  theoretically  be  made  to  the  extent  of  expending  all  the 
resources  of  the  investment  company  in  acquiring  part  of  its  outstanding  stock,  and  the 
remaining  stockholders  would  hold  an  interest  in  a  corporation  possessing  assets  consist- 
ing only  of  its  own  shares.  While  statutes  prohibiting  the  repurchase  of  security  issues 
from  other  than  surplus  are  not  uncommon  (e.  g.,  sec.  664  of  the  Penal  Law  of  New 
York  [Consol.  Laws,  c.  40]  ;  Gen'l.  Corp.  Laws  of  Delaware.  Revised  Code  of  1935, 
Art.  1,  sec.  19),  it  has  been  held  in  other  jurisdictions  that  repurchased  securities  re- 
tained as  treasury  stock  do  not  serve  to  reduce  the  capital  stock  to  the  prejudice  of 
creditors  (See  Scviggins  v.  Thomas  Dalhy  Co.,  290  Mass.  414,  19.5  N.  E.  749,  1935).  For 
a  discussion  of  this  problem,  see  Fletcher,  Cyc.  of  the  Law  of  Private  Corps.,  Vol.  II,  Ch. 
58,  sec.  5148. 
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tiation  were  developed  during  the  course  of  the  study .^^^  Such  re- 
purchases by  investment  trusts  and  investment  companies  afforded 
insiders  the  opportunity  of  selling  their  shares  at  prices  which  diluted 
the  holdings  of  remaining  shareholders — shareholders  to  whom  such 
insiders  frequently  stood  in  some  fiduciary  capacity. 

Liberty  Share  Corporation 

Liberty  Share  Corporation  is  illustrative  of  the  practices  of  trad- 
ing by  insiders  in  the  securities  of  the  investment  companies  during 
market  supporting  operations  conducted  by  the  investment  company 
and  by  direct  sales  to  the  investment  company,  sometimes  at  prices 
above  asset  value. 

Liberty  Share  Corporation  was  formed  on  April  2,  1929,  as  a  con- 
solidation of  three  predecessor  companies,  Liberty  Bond  and  Share 
Corporation  (investment  affiliate  of  the  Liberty  Bank  of  Buffalo), 
Frontier  National  Corporation  (investment  affiliate  of  the  Frontier 
National  Bank  of  Buffalo),  and  North  American  Livestors  Corpora- 
tion.2^^  The  corporation,  which  became  a  member  of  the  Buffalo 
Stock  Exchange,  was  organized  to  underwrite,  buy,  and  sell  securities 
and  to  conduct  a  general  brokerage  business. ^^^  The  original  capital 
of  the  investment  company  was  $9,718,036,  of  which  $3,195,174  was 
received  from  the  predecessor  companies  through  exchanges  and  the 
balance  of  $6,522,862  was  received  from  the  stockholders  of  the  prede- 
cessor companies  by  the  exercise  of  stock  subscription  rights.^^* 
Additional  acquisitions  in  February  1930  increased  the  paid-in  capi- 
tal to  $9,910,800,235  However,  as  of  September  30, 1936,  the  net  worth 
of  the  investment  company  was  only  $710,000.^^^  A  substantial  part 
of  this  decrease  in  assets  resulted  from  repurchases  of  the  invest- 
ment company's  capital  stock. 

Liberty  Share  Corporation  raised  its  capital  by  issuing  common 
Ptock  at  prices  ranging  from  $13.73  to  $30  a  share,  the  latter  amount 
being  the  price  received  under  stock  subscription  rights.^^^  By  Sep- 
tember 1929  the  stock  was  selling  at  prices  in  excess  of  $100  a  share,^^* 
but  during  the  entire  period  the  net  asset  value  never  exceeded  $35 
n  share. ^^'^  Nevertheless,  the  investment  company  undertook  to  en- 
gage in  trading  operations  in  its  own  shares  and  at  the  end  of  1929 
had  expended  the  net  sum  of  $3,451,429  for  51,788  shares  at  an  aver- 
age cost  of  $66.2*°  Leon  G.  Euth,  president  of  Liberty  Share  Cor- 
poration, when  examined  as  to  these  repurchases,  testified :  ^^^ 

Q.  What  justification  is  there  for  repurchasing  your  own  stock  at  a  higher 
price  than  its  asset  value? 


2^1  Over-all  statistics  upon  the  extent  of  such  repurchases  were  not  available. 

2-^  Reply  to  the  Commission's  questionnaire  for  Liberty  Share  Corporation,  Pt.  I. 

s'-s  Public  Examination,  Liberty  Share  Corporation,  at  8913,  8941. 

2M0p.  cit.  supra,  note  232,  Pt.  II  (Schedules  18  and  19). 

23''  Ibid.  Exchanges  for  stock  of  Great  Lakes  Share  Corporation  and  Erie  Share  Cor- 
poration. 

23«  Op.  cit.  supra,  note  233,  at  8898. 

^s'^Op.  cit.  supra,  note  232,  Pt.  V  (Item  40). 

2^  Op.  cit.  supra,  note  233,  Commission's  Exhibit  No.  886. 

239  Id.,  at  9153. 

^^  Op.  cit.  supra,  note  232,  Pt.  V.  The  difference  between  these  figures  and  the  figures 
contained  in  Table  11,  infra  (derived  from  Commission's  Exhibits  Nos.  886,  887)  -was 
unexplained. 

2*1  Op.  cit.  supra,  note  233,  at  9153-6. 
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A.  The  only  justification  that  I  can  give  you  is  the  fact  that  if  we  can  take 
ourselves  back  for  a  moment  to  the  psychology  of  1929,  I  believe  that  by  com- 
parison it  will  be  indicated  most  companies  of  similar  character — the  stocks  of 
most  companies  of  similar  character  were  selling  from  two  to  three  times  their 
asset  value. 

I  think  that  it  was  often  expressed  that  companies  of  that  character  were 
entitled  to  sell  at  between  two  and  three  times  their  asset  value. 

Q.  But  when  you  buy  your  own  stock,  it  is  different  from  buying  somebody 
else's  stock. 

A.  I  appreciate  that. 

******* 

Q.  You  have  heard  of  cases  where  repurchases  have  been  made  below  the 
asset  value,  because  that  increases  the  value  of  the  remaining  shares? 

A.  That  is  right. 

******* 

Q.  So  that  a  repurchase  of  this  sort,  above  the  asset  value,  at  double  the  asset 
value,  decreases  the  value  of  the  remaining  shares. 

A.  That  is  correct. 

Q.  So  that  it  really  becomes  a  pure  speculation,  doesn't  it? 

A.  That  is  correct. 

These  trading  operations  by  Liberty  Share  Corporation  resulted 
in  an  accumulation  of  its  own  securities  at  an  average  premium  of 
100% — acquisition  of  its  own  securities  at  an  average  price  which  was 
double  the  asset  value  of  those  securities.  In  effect,  the  sponsors 
caused  the  investment  company  to  pay  the  premium  of  100%,  at 
which  the  public  presumably  appraised  the  management.  These  re- 
purchases unquestionably  provided  market  support  for  the  capital 
stock  of  the  investment  company,  of  which  the  officers,  directors,  and 
other  insiders  took  advantage  when  they  disposed  of  their  holdings. 
During  the  months  of  September  through  December  1929,  when  the 
investment  company  was  most  active  in  the  market  for  its  shares,-*^ 
the  officers  and  directors  also  actively  traded  in  such  shares  and 
almost  invariably  sold  their  shares  on  balance — sold  more  shares  than 
they  purchased,  thereby  reducing,  or  entirely  liquidating,  their  hold- 
ings of  the  investment  company  stock.^*^  Not  only  did  these  insiders 
dispose  of  part  of  their  holdings  by  their  sales  on  balance  in  the  open 
market,  but  they  also  sold  substantial  amounts  to  the  investment 
company  by  direct  transactions  with  the  investment  company.  Thus, 
on  October  4,  1929,  the  investment  company  bought  4.406  shares  of 
its  own  stock  from  Jacob  G.  Lang,  one  of  the  original  directors.^** 
Evidently,  in  recognition  of  its  large  size,  the  purchase  was  consum- 
mated at  a  price  from  three  to  four  points  below  the  "prevailing" 
market,  as  indicated  by  the  other  transactions  of  the  investment  com- 
pany on  the  same  day.-*^  Many  other  direct  repurchases  by  the 
investment  company  of  its  own  stock  from  insiders  were  disclosed. 
Direct  repurchases  from  officers  and  directors  at  prices  above  asset 

2*2  Id.,  Commission's  Exhibits  Nos.  886,  887. 

8«  Id.,  Commission's  Exhibits  No.  888. 

2*4  Id.,  Commission's  Exhibit  No.  886. 

2*5  Ibid.  If  it  be  assumed  that  Mr.  Lang  paid  the  highest  original  cost  of  $30  a  share 
for  this  block  of  stock,  the  sale  price  of  $80  a  share  netted  him  a  profit  of  $220,300  on 
the  transaction. 
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value  accounted  for  62%  of  total  repurchases  by  the  investment  com- 
pany of  its  own  securities  during  December  1929,-**' 

Table  11  shows  the  total  acquisitions  and  sales  by  Liberty  Share 
Corporation  of  its  own  securities  during  September  1929  through 
December  1930:  ^^^ 


Table  11. — Acquisitions  and  resales  of  own  securities  hy  Liberty  Share 
Corporation,  September  1929-DecemJ)er  1930 


Repurchases  " 

Resales 

Period 

Number 
of  shares 

Price  range 

Number 
of  shares 

Price  range 

1929 
September 

15,428 
44, 362 
13, 082 
13,431 

$80    -$107 
52    -    85 
25    -    63 
34M-    45 

7,751 
15,  209 
8,608 
1,380 

$80}^-$105 

October 

53    -    88 

25^-    64M 

35    -    61.40 

86,  303 

32,  948 

1930 

1,858 

2,199 

2,907 

5,576 

4,852 

4,392 

1,817 

1,635 

20 

(■2,401 

6  533 

116 

33    -    36H 
32K-    41 
39    -    49 
49K-    5iy2 
41^-    49^ 
33H-    45 
32^-    34^ 

29  -    33M 

30  -    30 
19    -    26 
19    -    2iys 
15    -    19 

10, 165 

4,222 

6,960 

5,813 

3,426 

2,997 

2,527 

1,696 

54 

166 

12 

3 

331^-    37M 

33    -    41H 

March                    

33.83-   493^ 

April 

49^-    52 

May 

41 M-    52 

33M-    45^ 

July    

33^-    351/^ 

29    -    35H 

29    -    31 

October 

23    -    28J^ 

November 

2l}i-    24 

December 

21H-    23 

28, 306 

37, 806 

Period     

70,  754  shares  sold. 

"  These  figures  include  stock  dividends. 

'  Acquired  substantially  by  single  transaction. 

This  table  discloses  that  substantial  trading  was  conducted  by  the  in- 
vestment company  until  September  1930  by  which  time  it  had  ac- 
quired a  total  of  111,539  of  its  own  shares  and  resold  a  total  of  70,521 
shares.  The  investment  company's  trading  in  its  own  shares  in  1930 
constituted  the  major  part  of  the  market  activity  in  the  stock.  For 
the  months  of  June,  July,  and  August,  1930,  the  total  repurchases  and 
resales  by  the  investment  company  exceeded  75%  of  the  total 
volume  of  trading  in  the  shares  on  the  Buffalo  Stock  Exchange.-*^ 
In  1930  Liberty  Share  Corporation  succeeded  in  reducing  its  net 
holdings  by  over  9,000  shares  and  in  1934  it  held  a  balance  of  39,785 
shares  at  a  net  cost  of  $2,924,615.-*^  When  these  holdings  were  re- 
tired in  the  latter  year  only  $87,615  was  chargeable  to  capital  and 


2««  Ibid.     The  largest  part  of  this  stock  was  taken  back  by  the   oflicers  and  directors 
during  January  and  February  1930    (id.,  Commission's  Exhibit  No.  887). 
^"  Op.  cit.  supra,  note  205,  Commission's  Exhibits  Nos.  886,  887. 
218  Id.,  Commission's  Exhibit  No.  889. 
2i»  Op.  cit.  supra,  note  232,  Pt.  V. 
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surplus.-^°  Thus  the  original  capital  received  through  sales  and  ex- 
changes of  securities  in  1929  and  1930  was  reduced  by  nearly  30% 
by  these  repurchases. 

During  1930  insiders  still  traded  in  these  shares  upon  the  market 
or  directly  sold  shares  to  the  investment  company.  These  insiders 
were  interested  in  having  the  market  maintained  for  the  purposes 
of  selling  the  shares  thereof  as  well  as  maintaining  the  collateral 
value  of  their  holdings  which  had  been  hypothecated  in  margin  ac- 
counts in  these  shares.^^^  It  was  during  1929,  however,  that  the  di- 
rectors received  the  premiums  over  asset  value  when  the  investment 
company  repurchased  its  own  securities  from  these  insiders.^^- 

3.  REPURCHASES  FROM  INSIDERS  AT  PAR  OR  ASSET 
VALUES 

In  some  instances,  closed-end  investment  companies  repurchased 
their  own  securities  from  insiders  at  asset  value  or  par  value,  while 
other  shareholders  were  relegated  to  the  open  market  to  dispose  of 
their  securities. 

General  American  Investors  Company,  Inc. 

In  the  case  of  General  Americanjnvestors  Company,  Inc.,  organ- 
ized January  25,  1927,  the  subscribed  capital  originally  consisted  of 
$9,300,000,  represented  by  a  $7,500,000  depenture  issue,  sold  to  the 
public  at  par  with  75,000  nondetachable  common  shares,  and  a 
$1,500,000  preferred  stock  issue,  sold  to  the  sponsors,  Lazard  Freres 
and  Lehman  Brothers,  with  125,000  common  shares  for  $1,800,000. 
The  underwriting  commission  on  the  debenture  issue  was  $225,000. 
After  organization,  the  asset  value  of  the  common  stock  continued 
to  rise  by  reason  of  appreciation  in  the  market  value  of  the  port- 
folio securities.-^^ 

On  May  28,  1929,  the  investment  company  retired  the  preferred 
stock  and  offered  publicly  additional  common  stock  to  provide  a 
common  stock  backing  for  the  debentures.  These  sponsors  received 
from  the  investment  company  $1,500,000  in  cash  for  their  15,000  pre- 
ferred shares  then  held,  an  amount  equivalent  to  the  par  value  of  the 


^^  Ibid.    The  remaining  loss  had  been  written  off  in  prior  periods. 

251  Op.  cit.  supra,  note  233,  at  9175-6.  About  83  of  the  officers  and  directors  of  the 
Liberty  Share  Corporation  and  of  the  Liberty  Bank  of  Buffalo  had  margin  accounts  with 
the  investment  company  (id.,  at  8977).  A  syndicate  formed  by  nine  directors  of  the 
Liberty  Share  Corporation  for  the  acquisition  of  stocl?  of  the  investment  company  as  well 
as  other  stocks  terminated  unsuccessfully.  Two  of  the  directors  failed  to  cover  their 
participations,  and  as  a  result  the  investment  company,  which  had  financed  these  opera- 
tions by  bank  loans  which  the  banking  laws  prohibited  the  participants  from  making 
either  directly  or  indirectly  (id.,  at  8965  and  Commission's  Exhibit  Nos.  873,  874)  found 
itself  an  ultimate  participant  to  the  extent  of  some  $600,000  (id.,  at  8954-65).  Liberty 
Share  Corporation  never  disclosed  these  trading  operations  in  its  capital  stock  in  the 
reports  to  its  stockholders  (id.,  at  9032-3)  while  the  annual  report  for  1930  appraised 
these  and  other  investments  at  prices  exceeding  market  quotations  by  a  write-up  of 
approximately  $4,000,000  (id.,  at  9008-10).  The  report  of  the  New  York  State  bank 
examiner  condemned  this  statement  as  "very  misleading"  and  its  publication  as  "ex- 
tremely reprehensible"  and  estimated  the  company's  losses  on  margin  accounts  and  de- 
preciation at  $1,800,000   (ibid.,  and  Commission's  Exhibit  No.  878). 

252  See  supra. 

253  For  further  details  see  supra,  pp.  950  et  seq. 
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stock.'^*  Kepurchases  of  preferred  stock  by  the  investment  com- 
pany would  necessarily  have  to  be  made  from  the  sponsors  directly. 
Since  the  preferred  stock  was  not  dealt  in  on  the  open  market  quoted 
prices  are  not  available  for  these  preferred  shares.  However,  the 
price  at  which  these  shares  were  repurchased  can  be  compared  with 
the  market  price  at  which  the  company's  debentures — securities  which 
had  been  issued  simultaneously  with  the  preferred  stock  and  were 
senior  thereto — were  selling  on  the  market.  During  May  1929,  the 
market  prices  for  the  debentures  ranged  from  841/4-83,  representing 
{\.  discount  from  the  face  amount  at  the  time  the  repurchase  of  the 
preferred  stock  was  made  at  par.  This  repurchase  of  preferred  stock 
from  the  sponsors  in  1929  may  be  contrasted  with  subsequent  re- 
purchases from  the  public  during  the  years  1930  through  1933  when 
the  investment  company  acquired  upon  the  open  market  for  re- 
tirement 20,000  preferred  shares  ^^^  and  $900,000  face  amount  of  de- 
bentures at  a  total  discount  of  approximately  $700,000.2^'' 

Old  Colony  Investment  Trust 

A  similar  repurchase  of  preferred  stock  from  insiders  was  made 
by  Old  Colony  Investment  Trust,  organized  on  January  14,  1927, 
by  Old  Colony  Corporation,  the  security  affiliate  of  Old  Colony 
Trust  Company. 2^'^  The  capital  of  this  investment  company  con- 
sisted of  a  $5,000,000  face  amount  noncallable  debenture  issue,  which 
was  distributed  to  the  public  with  50,000  shares  of  common  stock  for 
$4,975,000  258  and  10,000  shares  of  preferred  stock  sold  to  Old  Colony 
Corporation  with  50,000  shares  of  common  stock  for  $1,200,000.^^^ 
Thus,  the  sponsor  obtained  50,000  shares  of  common  stock  for  an 
investment  of  $1,200,000  in  the  preferred  stock,  whereas  the  public 
received  the  remaining  50,000  shares  with  its  investment  of  $5,000,000 
in  the  debentures.  Payment  for  this  preferred  stock  was  not  made 
in  cash  but  by  the  creation  of  a  credit  in  favor  of  the  investment 
company  in  the  amount  of  the  purchase  price  with  Old  Colony  Trust 
Company.^"" 

In  anticipation  of  another  debenture  issue  it  was  determined  to 
retire  the  preferred  stock  and  to  issue  additional  common  stock  so 
that  the  cushion  for  the  debentures  would  consist  of  a  common  stock 
backing.^''^    Accordingly,  the  preferred  stock  held  by  the  sponsor, 


2"  Reply  to  the  Commission's  questionnaire  for  General  American  Investors  Company, 
Inc.,  Pt.  V  (Item  54,  Table  17). 

^This  preferred  stock  had  heen  issued  by  Second  General  American  Investors  Com- 
pany, Inc.,  which  was  merged  with  the  first  company  on  September  5,  1929.  These  pre- 
ferred shares  were  redeemable  at  $105. 

25«  Op.  cit.  supra,  note  254,  Pt.  V.  This  discount  was  computed  upon  the  original  par 
value  of  the  preferred  stock  of  $100. 

25T  Public  Examination,  Old  Colony  Investment  Trust,  at  6109-11. 

2S8  Id.,  at  6125  and  Commission's  Exhibit  No.  552.  This  debenture  issue  was  unsecured 
and  had  no  provision  for  acceleration  of  maturity  upon  default  (id.,  at  6115-9). 

258  Op.  cit.  supra,  note  257,  at  6124-5.  The  preferred  stock  had  a  par  of  $100  and  was 
callable  at  $120  per  share  (ibid.). 

26»Id.,  at  6135.  As  this  account  drew  only  2%  interest  it  was  transferred  to  Old  Colony 
Corporation  at  5%  interest.  However,  as  the  preferred  stock  was  intended  to  pay  divi- 
dends of  6%  per  annum  the  investment  trust  stood  to  lose  at  the  rate  of  1%  per  annum 
during  the  period  that  the  money  remained  uninvested. 

261  Op.  cit.  supra,  note  257,  at  6127-9. 
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Old  Colony  Corporation,  was  called  or  repurchased  by  the  invest- 
ment trust  for  $1,200,000 — the  price  which  the  sponsor  paid  for  this 
block  of  preferred  in  combination  with  half  of  the  outstanding 
common  stock.  As  a  consequence  the  sponsor  received  back  its  cash 
investment  and  still  retained  one-half  of  the  outstanding  common 
stock.  Additional  junior  capital  of  $4,000,000  was  thereupon  raised 
by  rights  given  to  all  common-stock  holders  (including  the  sponsors) 
to  purchase  two  new  common  shares  at  $20  a  share  for  each  old 
common  share  held  and  the  sponsor  and  the  public  contributed  an 
additional  $2,000,000  each.  The  sponsor  therefore  retained  a  50% 
interest  in  the  entire  equity  issue,  as  increased  by  $2,000,000  of  public 
money,  with  the  proceeds  received  by  the  sponsor  on  the  preferred 
stock  resold  to  the  investment  company  and  an  additional  investment 
of  only  $800,000,262  ^^  additional  $2,500,000  principal  amount  of 
debentures  was  thereupon  sold  to  the  public,  without  any  equity 
participation,  for  $2,425,000.-" 

Thereafter  the  investment  company  repurchased  its  outstanding 
debentures  held  by  the  public  at  the  market  discounts  prevalent 
after  1930.  During  the  period  to  February  1,  1937,  $4,152,900  prin- 
cipal amount  of  debentures — more  than  half  of  the  debentures 
issued — were  repurchased  by  the  investment  company  at  a  net  cost 
of  $3,387,603.26* 

D.  Repurchases  to  Remove  Opposition  to  Management 

The  poor  performance  records  and  large  discounts  at  which  the 
securities  of  many  closed-end  management  investment  trusts  and  in- 
vestment  companies  were  selling  encouraged  a  series  of  operations 
whereby  control  of  these  investment  companies  was  to  be  acquired  by 
new  interests. 265  While  in  many  instances,  management  groups  were 
anxious  to  sever  their  relations  with  investment  companies,  in  other 
cases  eifforts  to  obtain  control  of  such  organizations  met  with  active 
opposition  by  incumbent  managements.  Although  the  existing  man- 
agement was  usually  safe  against  deposition  by  proxy  fights,  the 
insiders  would  sometimes  eliminate  opposition  groups  or  persons 
desiring  to  obtain  control  by  causing  the  investment  company  to  pur- 
chase the  opposition's  holdings  of  the  investment  companies'  securities. 

Oils  &  Industries,  Inc. 

This  method  was  employed  by  Arthur  S.  Kleeman  to  retain  control 
over  Oils  &  Industries,  Inc.,  formerly  known  as  Oil  Shares,  Inc.-^^ 
On  May  16,  1932,  Mr.  Kleeman,  the  president  and  largest  stockholder 
of  Home  &  Foreign  Securities  Corporation,  another  investment  com- 
pany, took  over  the  management  of  Oils  &  Industries,  Inc.     On  An- 


a's Ibid. 

2i»  Id.,  at  6129,  and  Commission's  Exhibit  No.  553. 

2«  Reply  to  the  Commission's  questionnaire  for  Old  Colony  Investment  Trust,  Pt.  II 
(Exhibit  A,  Schedule  16),  and  derived  from  supplementary  information  supplied  the  Com- 
mission for  Old  Colony  Investment  Trust.  The  greatest  part  of  these  repurchases  was 
made  in  the  year  ending  February  1,  1937,  when  $1,450,300  face  amount  of  debentures 
were  acquired  at  a  net  discount  of  only  $1,758   (ibid.). 

^  See  Ch.  IV  of  this  part  of  the  report. 

2««  For  full  details,  see  Ch.  II  of  this  part  of  the  report,  pp.  94-115. 
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gust  15,  1933,  Oils  &  Industries,  Inc.,  was  recapitalized  so  that  only- 
one  class  of  stock  was  outstanding — stock  which  the  company  had  to 
redeem  at  91%  of  asset  value,  if  tendered  in  500-share  lots.  This 
redemption  right  was  subsequently  restricted  to  1,000-share  lots  to  be 
redeemed  at  95%  of  asset  value. 

At  the  instance  of  Mr.  Kleeman,  who  apparently  was  desirous  of 
cementing  his  position,  David  Milton,  president  of  The  Equity  Cor- 
poration, became,  through  Group  Assets,  Inc.,  the  holder  of  the  largest 
block  of  the  stock  of  Oils  &  Industries,  Inc.,  controlling  approximately 
40%  of  the  voting  streng-th.  However,  Mr.  Milton  soon  apprised 
Mr.  Kleeman  of  his  plan  to  make  an  exchange  offer  to  the  remaining 
shareholders  of  Oils  &  Industries,  Inc.,  with  the  ultimate  expectation 
of  taking  over  control  of  that  investment  company.  Mr.  Kleeman 
forestalled  this  move  by  threatening  to  advise  other  stockholders  to 
redeem  their  shares  and  thereby  diminish  the  size  of  the  company. 
On  June  8,  1934,  Mr.  Milton  sold  Home  &  Foreign  Securities  Cor- 
poration, the  investment  company  controlled  by  Mr.  Kleeman,  25,000 
of  these  shares  of  Oils  &  Industries,  Inc.  for  $535,000,  an  average 
price  of  $21.41  a  share.  The  asset  value  at  the  time  was  $19.88  and 
no  general  market  for  these  shares  existed.  As  its  total  assets  of 
Home  &  Foreign  Securities  Corporation  at  that  time  had  declined  to 
about  $300,000,  it  had  to  borrow  $360,000  from  a  bank  to  effect  this 
purchase.  Approximately  $20,000  was  raised  by  Home  &  Foreign 
Securities  Corporation  by  the  redemption  of  1,000  shares  of  Oils  & 
Industries,  Inc.,  but  apparently  Mr.  Kleeman  did  not  wish  further  to 
impair  his  voting  power  by  tendering  any  more  of  these  shares  for 
redemption. 

On  August  31,  1934,  the  stockholders  of  Oils  &  Industries,  Inc., 
approved  a  recapitalization  plan  providing  for  the  creation  of  non- 
voting preferred  stock  redeemable  within  three  weeks  after  issue  in 
1,000-share  lots  at  95%  of  the  liquidating  value  and  providing  for 
the  termination  of  the  redemption  rights  of  the  common  shares. 
This  preferred  stock  was  thereupon  issued  as  a  stock  dividend — one 
share  of  new  preferred  for  each  share  of  common  stock.  Few  if  any 
of  the  stockholders  of  Oils  &  Industries,  Inc.,_  other  than  Home  & 
Foreign  Securities  Corporation,  received  sufficient  preferred  shares 
to  be  able  to  take  advantage  of  the  redemption  right.  Only  Home  & 
Foreign  Securities  availed  itself  of  the  redemption  right  and  with 
the  proceeds  received  thereby  paid  off  the  substantial  balance  of  the 
bank  loan.  At  the  same  tinie  Mr.  Kleeman  retained  common  shares 
which  constituted  voting  control  over  Oils  &  Industries,  Inc. 

Similarly,  National  Investors  Corporation  group  was  caused  by  the 
management  to  buy  out  the  holdings  of  Atlas  Corporation. 

National  Investors  Corporation  Group 

On  June  16,  1927  National  Investors  Corporation  was  formed  by 
Fred  Y.  Presley  and  financed  by  Guardian  Detroit  Company,  of 
Detroit,  Michigan,  a  bank  security  affiliate.  The  investment  company 
possessed  original  paid-in  capital  of  $4,400,000  which  was  thereafter 
invested  in  the  equity  securities  of  a  series  of  three  subsidiary  invest- 
ment companies,  known  respectively  as  Second,  Third,  and  Fourth 
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National  Investors  Corporations,  organized  in  1928  and  1929  with 
total  paid-in  capital  of  $48,000,000.-"  -^^ 

In  1931,  Floyd  B.  Odium,  president  of  Atlas  Corporation,  became 
interested  in  acquiring  common  shares  of  National  Investors'  Cor- 
poration,^*^^  and,  although  opposed  by  the  incumbent  management 
group  who  believed  that  Mr.  Odium  intended  to  acquire  control  of 
the  investment  company  and  then  make  an  offer  to  exchange  Atlas 
Corporation  shares  for  National  Investors  Corporation  shares,^^*' 
Atlas  Corporation  began  to  acquire  the  shares  of  National  Investors 
Corporation  in  the  open  market.^^^  In  the  late  fall  of  1931  Atlas 
Corporation  had  acquired  some  75,000  shares  of  the  common  stock 
of  National  Investors'  Corporation  with  a  few  thousand  option  war- 
rants. Mr.  Odium  then  advised  Mr.  Presley  that  he  would  entertain 
a  bid  for  the  shares.^^^  Such  acquisitions  continued  and  in  1933,  at 
the  time  of  the  bank  moratorium,  a  receiver  was  appointed  for  the 
Guardian  Detroit  Company,  and  that  bank  affiliate's  holding  of 
about  150,000  common  shares  of  National  Investors  Corporation 
thereby  also  became  available.^^^  By  this  time  Atlas  Corporation 
owned  about  160,000  common  shares  and  25,000  option  warrants  of 
National  Investors  Corporation  and  its  acquisition  of  the  shares 
held  by  the  receiver  of  Guardian  Detroit  Company  would  have 
meant  practical  control  of  the  investment  company  by  Atlas 
Corporation.^^*  In  addition.  Atlas  Corporation  held  approximately 
17,000  shares  of  the  preferred  stock  of  Second  National  Investors 
Corporation,  out  of  83,000  shares  outstanding,  and  52,000  common 
shares  of  Third  National  Investors  Corporation,  out  of  220,000  shares 
outstanding,  as  well  as  a  few  shares  of  Fourth  National  Investors 
Corporation.^^^ 

The  management  of  National  Investors  Corporation,  apprehensive 
of  losing  control,  made  efforts  to  persuade  the  receiver  of  Guardian 
Detroit  Company  to  refrain  from  selling  the  shares  held  by  him  to 
Atlas  Corporation.-^"  Failing  in  this  effort,  the  management  group 
was  compelled  to  do  business  with  Mr.  Odium  who  expressed  a  will- 
ingness to  cooperate  if  Second  and  Third  National  Investors  Corpo- 
rations would  repurchase  his  holdings  at  90%  of  their  asset  values.  At 
the  same  time  he  offered  to  sell  his  holdings  of  160,000  shares  of  Na- 
tional Investors  Corporation  common  stock  at  $125,000,  which  was 
below  the  asset  and  market  values.-'^  Up  to  this  time.  National  In- 
vestors Corporation  had  never  repurchased  any  of  its  outstanding 
securities  even  though  they  may  have  sold  at  discounts.-'^  It  was 
finally  agreed  that  the  acceptance  of  an  offer  by  Atlas  Corporation 


267  268  gee  supra,  pp.  887  et  seq. 

269  Public  Examination,  National  Investors  Corporation,  at  4518. 
^'"Id.,  at  4519. 
2^1  Id.,  at  4.521. 
2^2  Id.,  at  4522-3. 

2^3  Id.,   at   4525-6.     About   a   third   of   these    150,000   shares    consisted   of   collateral   for 
loans  which  were  under  water  (ibid.). 
"*  Op.  cit.  supra,  note  269,  at  4529. 
2^=  Ibid. 

2^8  Id.,  at  4526. 
2"  Id.,  at  4530,  4538-9. 
2T8Id.,  at  4484-5. 
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to  sell  its  17,383  convertible  prefered  stocks  of  Second  National  In- 
vestors Corporation  at  $49.86,  80%  of  asset  value,  and  its  52,724 
shares  of  common  stock  of  Third  National  Investors  Corporation  at 
$21.96,  90%  of  asset  value,  be  submitted  to  the  stockholders  of  the  re- 
spective National  Investors  investment  companies  for  approval. 
While  the  letters  to  stockholders  dated  May  24,  1933  disclosed  that 
these  prices  were  above  the  market  quotations  they  did  not  indicate 
the  actual  spread  of  $3.23  to  $5.36  a  preferred  share  and  $2.96  a 
common  share.-'-'  This  offer  was  approved  except  with  respect  to  the 
holdings  of  Atlas  Corporation  of  the  common  stock  of  National 
Investors  Corporation,  which  were  not  sold  back  to  that  investment 
company.     Mr.  Presley  testified :  ~^^ 

Q.  Why  didn't  you  buy  that  stock  [common  stock  of  National  Investors 
Corporation]  ? 

A.  Well,  I  couldn't  buy  stock  for  the  National  below  the  market  price,  and 
as  president  of  Second  and  Third  recommend  that  they  pay  above  the  market. 

Q.  You  felt  that  was  an  impossible  bargain  to  put  yourself  in? 

A.  Exactly. 

Q.  Did  you  feel,  on  the  other  hand,  that  you  were  free  to  attempt  to  place 
that  stock  elsewhere. 

A.  Yes. 

Q.  Did  you  ask  for  time  in  which  to  do  that? 

A.  Oil,  no,  because  that  whole  arrangement  was  vitiated  by  the  fact  that  I 
asked  for  a  reduction  in  the  price  of  Second  preferred  from  90  percent  of  asset 
value  to  80  percent. 

Q.  So  that  knocked  out  the  plan  to  offer  you  165,000  [shares]  at  $125,000? 

A.  Yes. 

Q.  So,  after  you  had  [bought]  the  shares  of  Second  and  Third  respectively, 
held  [by  Atlas  Corporation],  it  [Atlas  Corporation]  still  continued  to  hold  the 
common  and  warrants  of  National  Investors? 

A.  That  is  correct. 

This  common  stock  remained  outstanding  and  apparently  influ- 
enced the  management  group  ultimately  to  effect  the  merger  laetween 
National  Investors  Corporation  and  its  three  subsidiaries.-^^ 

E.  Repurchases  for  Readjustment  of  Leverage  and  to  Prevent 
"Touch-Off" 

1.  READJUSTMENT  OF  LEVERAGE 

All  ca°pital  appreciation  of  a  leverage  investment  trust  or  invest- 
ment company,  whose  senior  issues  were  fully  covered  and  whose 
fixed  charges  were  earned,  accrues  to  the  benefit  of  the  common  stock- 
holders. Conversely,  depreciation  in  the  value  of  the  total  assets 
of  a  leverage  company,  including  losses  upon  assets  purchased  with 
the  proceeds  of  senior  securities,  is  first  borne  by  the  common  stock- 
holders. As  a  consequence,  the  asset  value  of  the  common  stock 
rises  or  falls  faster  than  the  rise  or  fall  respectively  of  the  market 


2™  Eeplies   to  the  Commission's  questionnaire  for  Second  and  Third  National  Investors 
Corporations,  Pt-  V. 

28"  Op.  cit.  supra,  note  269,  at  4539. 

281  See  Ch.  IV  of  this  part  of  the  report,  pp.  1460-79. 
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value  of  the  total  assets  of  a  leverage  investment  company.^s^  j^q_ 
corclingly,  during  a  rising  security  market  a  leverage  investment 
company  might  consider  it  expedient  to  repurchase  its  outstanding 
common  stocks  in  order  to  increase  the  leverage  factor  and  during  a 
declining  market  might  repurchase  its  outstanding  preferred  stocks 
or  bonds  in  order  to  decrease  the  leverage  factor.  However,  the 
implications  of  repurchases  of  its  own  common  stock  b}^  a  leverage 
company  are  much  more  serious  than  in  the  case  of  its  repurchases 
of  its  bonds  and  preferred  stocks.  When  common  stock  is  repur- 
chased while  bonds  or  preferred  stock  are  outstanding  the  amount 
of  the  "cushion"  below  the  senior  securities  is  reduced;  that  is,  there 
is  a  reduction  in  the  junior  money  available  for  the  protection  of 
senior  securities  against  further  market  declines,  and  a  weakening 
of  the  capital  structure.  As  was  stated  by  the  New  York  Stock 
Exchange :  ^®^ 

The  reacquisition  of  common  shares  would  appear  in  most  cases  to  be  open 
to  the  objection  that  it  would  tend  to  reduce  the  equity  in  back  of  prior 
securities  upon  which  the  holders  of  these  securities  are  justified  in  relying. 
Where  common  stock  is  reacquired  for  the  purpose  of  prompt  re-issue  in  connec- 
tion with  the  acquisition  of  assets,  this  objection  may  lose  its  validity. 

Repurchases  of  senior  securities  were  especially  potent  in  affecting  the 
leverage  when  they  could  be  made  at  discounts  from  asset  or  face 
values,  as  was  usually  possible  during  the  declining  markets  following 
1929. 

The  leverage  structure  of  Atlas  Corporation  and  its  effect  on  the 
common  stock  apparently  was  an  important  factor  in  that  company's 
program  of  acquiring  other  investment  companies.  During  the 
period  of  declining  security  markets  following  1929  the  emphasis 
was  upon  reducing  the  leverage  of  the  Atlas  Corporation.  However, 
instead  of  accomplishing  the  reduction  of  leverage  by  repurchases 
of  senior  securities  the  investment  company  adopted  the  technique 
of  issuing  additional  blocks  of  its  common  stock  to  be  used  in  ex- 
change offers  to  security  holders  of  other  investment  companies.^^* 

With  the  return  of  favorable  security  markets  steps  were  taken  to 
increase  the  leverage  structure  of  Atlas  Corporation.  In  October 
1936,  Atlas  Corporation  concluded  a  merger  with  its  subsidiaries, 
creating  a  total  capital  of  approximately  $100,659,000  of  which  23% 
was  applicable  to  die  new  preferred  stock  and  77%  represented  the 
common  stock  equity.^^^  However,  the  policy  of  the  management  ap- 
parently was  to  maintain  a  leverage  ratio  of  40%  preferred  stocks 


282  For  a  discussion  of  leverage  see  Pt.  One  of  this  report  (House  Doe.  No.  707,  75th 
Cong.),  Ch.  II,  pp.  28-9.     See  also  Ch.  I  of  this  part  of  the  report,  pp.  12-13. 

28S  Extract  from  Statement  of  the  Committee  on  Stock  List,  New  York  Stock  Exchange, 
concerning  Investment  Trusts,  adopted  April  22,  1931.  As  to  the  value  of  the  "cushion" 
cf.  29  Columbia  Law  Review  (1939)  ;  Matter  of  Dresser,  247  N.  T.  553  (1938)  ;  52  Harvard 
Law  Review  1331  (1939)  ;  dissenting  opinion  of  Commissioner  Frank  In  the  Matter  of 
North  American  Company,  S.  E.  C.  Holding  Company  Act  Release  No.  1427  (January  30, 
1939). 

2**  For  details  see  Ch.  IV  of  this  part  of  the  report.  Thus,  Atlas  Corporation's  net 
worth  of  $13,888,616  as  at  December  31,  1929,  consisting  of  64%  of  preference  stock  and 
36%  of  common  stock,  increased  to  $76,830,697  as  at  June  30,  1936,  consisting  of  17% 
of  preference  stock  and  83%  of  common  stock  (op.  cit.  supra,  note  164,  Commission's 
Exhibit  No.  1943). 

285  Op.  cit.  supra,  note  164,  Commission's  Exhibit  No.  1944. 
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and  60%  common  stocks.-*'^  When  this  objective  could  not  be  ac- 
complished by  exchange  programs  of  common  shares  of  Atlas  Cor- 
poration for  new  preferred  shares  of  Atlas  Corporation/^^  Atlas 
Corporation  instituted  a  program  of  repurchasing  its  outstanding 
common  shares. 

As  at  January  31,  1937,  the  capital  of  Atlas  Corporation  increased 
to  $107,536,303  of  which  25%  was  represented  by  preferred  stock  and 
75%  was  represented  by  common  stock.-^^  At  that  time  221,183  com- 
mon shares  were  held  in  the  treasury  and  the  investment  company 
announced  that  it  would  continue  its  repurchase  policy .-^^  As  of 
April  30,  1938,  the  treasury  holdings  had  increased  to  742,605  com- 
mon shares,  leaving  total  net  worth  of  $56,565,622,-^*^  represented 
42%  by  preferred  stock  and  58%  by  common  stock.-^^ 

Capital  structures  consisting  largely  of  debts  and  preferred  stocks 
were  of  concern  to  their  managers  during  periods  of  severe  market 
declines,  not  only  by  reason  of  the  leverage  factor  but  also  because 
of  the  drain  upon  investment  funds  to  meet  the  senior  rights  of  such 
issues,  as  the  fixed  interest  and  dividend  payments.  This  problem 
of  preventing  defaults  in  the  bond  issues  of  Standard  Investing  Cor- 
poration was  recognized  in  the  testimony  of  Eay  Morris :  ^^^ 

Q  *  *  *  Tj^g  management  of  Standard  Investing  Corporation  liad  not 
been  particularly  successful,  isn't  that  so? 

A.  I  think  it  is  a  fair  statement.  We  certainly  founded  the  trust  at  the 
wrong  time  and  we  were  certainly  handicapped  in  the  feeling  the  necessity  of 
selling  stocks  in  the  low  markets,  1932,  to  protect  our  bonds. 

Q.  I  am  curious  about  that.  You  said  that  you  had  to  sell  your  stocks  at 
the  lower  point  of  the  market  to  protect  your  bonds;  why  was  that? 

A.  We  didn't  have  to,  but  in  1932,  at  the  low  point  there  were  certainly  some 
weeks  there  when  our  bonds  were  not  fully  covered  with  assets,  and  you 
couldn't  tell  how  much  lower  the  market  was  going  in  those  days,  and  the 
directors  thought  that  they  were  protecting  the  bonds  by  selling  stocks  and 
holding  cash  or  buying  Government  bonds  or  something  of  the  sort,  as  a  cov- 
erage for  the  bonds,  because  they  thought  that  the  assets  might  continue  to 
shrink  to  a  point  where  default  on  the  bonds  would  be  brought  about. 

Tri- Continental  Corporation  met  its  problems  of  this  character  by 
conducting  a  program  of  reacquiring  its  5%  preferred  stock  from 
April  to  September  1936  by  the  repurchase  of  16,121  shares  and  the 
redemption  by  call  of  90,000  shares  (at  the  call  price  of  $110  a 
share)  .^^^  Bank  loans  totaling  $10,000,000  were  negotiated  with  the 
Central  Hanover  Bank  and  Guaranty  Trust  Company,  bearing  in- 
terest of  from  2%  to  3i/^%  per  annum  over  a  five-year  period,^^*  to 
finance  this  recapitalization.  The  purposes  of  retiring  such  a  large 
block  of  preferred  stock  included  the  desire  to  cut  down  the  high  rate 


2«'I(i.,  Commission's  Exhibit  No.  1943  (report  of  January  31,  1937). 
^  Ibid. 

288  Ibid. 

28=  Ibid. 

28"  This  decrease  was  due  primarily  to  market  declines. 

201  Derived    from   supplementary   information    supplied   the   Commission   for   Atlas   Cor- 
poration. 

292  Op.  cit.  supra,  note  181,  at  15243. 

293  Derived  from  supplementary  information  supplied  the  Commission  for  Tri-Continental 
Corporation. 

291  Tri-Continental  Corporation  could  pay  off  the  loan  at  any  time  at  its  option  (ibid.). 
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of  senior  charges,  to  improve  the  common  dividend  position,  and  to 
substitute  short-term  loans  for  long-term  senior  capital. 

2.  PREVENTING  THE  OPERATION  OF  "TOUCH-OFF" 
CLAUSES  IN  DEBENTURES 

The  capital  structures  of  closed-end  management  investment  trusts 
and  investment  companies  sometimes  included  debenture  issues,  which 
required  that  a  specified  ratio  be  maintained  between  the  assets  of 
the  investment  company  and  the  principal  amount  of  its  debentures 
outstanding.  When  such  provisions  were  contained  in  the  indenture 
agreements  they  usually  required  an  asset  coverage  of  125%  or  150% — 
that  is,  the  investment  company  was  required  to  have  $125  or  $150 
(depending  upon  the  provision)  for  every  $100  of  principal  amount 
of  debentures  outstanding.  These  provisions  are  known  as  the  "touch- 
off"  clause,  for  in  the  event  that  the  prescribed  asset  coverage  was 
not  maintained,  an  event  of  default  could  usually  be  declared  and 
the  maturities  of  the  debentures  accelerated.  This  impending  opera- 
tion of  the  "touch-off"  clause  of  the  indenture  agreement,  could  some- 
times be  forestalled  by  repurchases  of  the  debentures,  particularly  if 
these  obligations  could  be  reacquired  at  discounts — at  market  prices 
below  the  face  or  principal  amount  of  the  debentures.  By  such  reac- 
quisitions  the  aggregate  principal  amount  of  the  outstanding  deben- 
tures of  the  investment  company  was  reduced  and  the  amount  of  total 
assets  required  was  more  greatly  reduced.  The  percentage  of  asset 
coverage  of  an  outstanding  debenture  issue  could  thereby  be  increased 
above  the  level  provided  in  the  "touch-off"  clause.-^^ 

The  amount  of  debentures  to  be  repurchased  in  a  measure  depended 
upon  the  spread  between  the  purchase  price  and  the  required  asset 
coverage.  Accordingly,  repurchases  at  discounts  from  face  or  ma- 
turity values  hastened  the  attainment  of  the  desired  asset  coverage. 
This  operation  was,  in  effect,  a  specialized  form  of  leverage  readjust- 
ment. 

Eastern  Utilities  Investing  Corporation 

TVhile  the  foregoing  device  to  prevent  the  operation  of  the  "touch- 
off"  clause  ordinarily  involved  the  direct  repurchase  of  the  debentures 
and  their  subsequent  retirement,  the  same  result  was  obtained  by  a 
somewhat  different  technique  employed  in  the  case  of  Eastern  Utili- 
ties Investing  Corporation.  This  company  was  incorporated  in 
August  1922  and  became  an  investment  company  in  July  1927  when 
it  assumed  its  present  name.-^''  In  July  1925  Associated  Gas  and 
Electric  Company  purchased  control  of  the  company  from  H.  T>. 
Walbridge  &  Co.,  Inc.,  the  original  sponsor,  and  has  since  dominated 
and  controlled  its  policies. 

Among  the  securities  issued  by  Eastern  Utilities  Investing  Corpora- 
tion was  a  $35,000,000  debenture  issue  offered  through  Harris,  Forbes 
&  Company  and  Halsey,  Stuart  &  Company  in  March  1929.  One  of 
the  protective  provisions  for  these  debentures  was  a  "touch-off"  clause 
in  the  trust  indenture  by  which  the  investment  company  covenanted 


2»5For   a    further    discussion    of   repurchases    to    prevent    the    operation    of 
clauses,  see  Pt.  Two  (House  Doc.  No.  70,  76th  Cong.),  Ch.  Ill,  pp.  237-8. 
2o«  For  further  details  see  Ch.  II  of  this  part  of  the  report,  pp.  624-775. 

153373— 41— pt.  3 15 
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that  it  would  maintain  at  all  times  a  ratio  of  assets  to  funded  debt 
of  at  least  125%  ^^'  and  that  if  at  any  time  this  ratio  should  fall 
below  125%,  the  trustee,  the  New  York  Trust  Company,  might  de- 
clare the  debentures  to  be  in  default  and  take  steps  to  enforce  the 
rights  of  the  holders  .^^^  However,  the  trustee  was  not  required  to 
take  any  action  if  asset  coverage  fell  below  125%  unless  the  holders 
of  at  least  15%  of  the  face  amount  of  the  outstanding  debentures 
affirmatively  demanded  that  it  do  so.-^^ 

In  1931,  with  the  general  shrinkage  in  security  values,  the  asset 
coverage  for  the  outstanding  debentures  of  Eastern  Utilities  Invest- 
ing Corporation  fell  close  to  the  "touch-off"  point.^^°  Accordingly,  in 
June  1931,  Associated  Gas  and  Electric  Company  through  several  of 
its  subsidiaries,  particularly  Associated  Gas  and  Electric  Securities 
Company  and  General  Finance  Corporation,  began  a  series  of  ex- 
change offers  to  the  holders  of  the  securities  of  Eastern  Utilities 
Investing  Corporation,  and  particularly  the  debenture  holders,  de- 
signed to  switch  them  into  the  security  issues  of  other  companies  of 
the  system.  Since  the  assets  could  not  be  increased  nor  the  market 
decline  arrested,  "the  only  other  possible  solution  was  to  decrease  the 
amount  of  outstanding  indebtedness  in  a  greater  ratio  than  a  decrease 
in  assets,  in  order  to  retire  that  indebtedness."  ^"^ 

The  intensity  of  the  program  to  reacquire  the  debentures  of  East- 
ern Utilities  Investing  Corporation  is  revealed  by  the  fact  that  from 
June  1931  to  the  end  of  1935,  at  least  20  different  offers  of  exchange 
were  sent  to  the  debenture  holders  and  during  the  last  half  of  1931 
Associated  Gas  and  Electric  Securities  Company  sent  six  different 
offering  letters.  By  December  1931,  $18,494,000  of  the  $35,000,000 
principal  amount  of  debentures  of  Eastern  Utilities  Investing  Cor- 
poration originally  issued  had  been  reacquired  by  Associated  Utilities 
Investing  Corporation.''*'^  These  debentures  were  sold  to  Eastern 
Utilities  Investing  Corporation  at  par.^^^  However,  these  were  not 
directly  transferred  to  the  issuing  company,  but  to  Southern  Utilities 
General  Corporation,  an  inactive  company  which  was  made  a  subsidi- 
ary of  Eastern  Utilities  Investing  Corporation  so  that  it  might  act 
as  a  receptacle  for  the  reacquired  debentures. 

On  April  12,  1932  Utility  Accountants  and  Tax  Consultants  ^"* 
issued  a  certificate  showing  that  Eastern  Utilities  Investing  Corpo- 
ration had  outstanding  only  $16,506',000  of  principal  amount  of  de- 
bentures.305  For  the  purposes  of  determining  whether  the  requisite 
asset  coverage  for  the  debentures  was  maintained,  the  reacquired  de- 
bentures held  by  Southern  Utilities  General  Corporation  were  treated 

=»^  Public  Examination,  Eastern  Utilities  Investing  Corporation,  Commission's  Exhibit 
No.  3771    (Pt.  I,  Article  III,  Sec.  14). 

2»8  Id.,  Commission's  Exhibit  No.  3771   (Article  VI    Sec    2) 

2»9  Ibid. 

sw  The  investment  company  itself  admitted  this  to  be  the  case  in  November  1931,  when 
it  urged  this  as  an  inducement  to  its  preferred  stocljholders  under  an  exchange  offer  made 
at  the  time   (id.,  Commission's  Exhibit  No.  3772,  Item  40). 

=«'i  Testimony  of  Mr.  Stix  (in  the  United  States  District  Court  for  the  District  of  Delaware, 
In  the  Matter  of  Eastern  Utilities  Investing  Corporation,  Debtor,  No.  1247,  in  Reorganization 
Tax  Proceedings  before  William  Pickett  as  Special  Master,  pp.  125,  127-34). 

302  Op.  cit.  supra,  note  297,  Commission's  Exhibit  No.  3772   (Item  19) 

3<«  Id.,  at  25993-4. 

30*  A  service  company  sponsored  by  H.  C.  Hopson. 

SO'' Op.  cit.  supra,  note  297,  Commission's  Exhibit  No.  3782   (Item  42). 
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as  retired.  Based  on  this  alleged  amount  of  debt,  the  ratio  of  asset 
coverage  was  more  than  150%.^°^ 

With  further  declines  in  assets  during  1932,  the  reacquisition  pro- 
gram by  exchange  offers  was  vigorously  continued.  However,  in 
June  1932  the  trustee  notified  the  investment  company  of  its  default 
in  asset  coverage  on  the  basis  of  $35,000,000  in  debentures  outstand- 
jj^g_307  Accordingly,  the  reacquisition  program  now  served  the  pur- 
pose of  mustering  enough  of  the  debentures  to  vote  an  amendment  to 
the  trust  indenture  which  would  abrogate  the  "touch-off"  clause. 
Such  an  amendment  of  the  trust  indenture  required  a  vote  of  85% 
of  the  outstanding  debentures.  By  February  1933,  of  the  $35,000,000 
originally  issued,  only  $6,135,000  was  still  outstanding  with  the  public, 
while  $18,975,000  of  debentures  was  held  by  Southern  Utilities  Gen- 
eral Corporation,  the  wholly-owned  subsidiary  of  Eastern  Utilities 
Investing  Corporation,  and  $10,070,000  of  debentures  was  held  by 
Associated  Gas  and  Electric  Company  and  its  subsidiaries.  The  sys- 
tem, therefore,  was  just  short  of  the  required  85%.  If  the  entire 
$35,000,000  was  to  be  considered  as  outstanding,  the  system  held 
82.5%.  If,  however,  the  $18,795,000  held  by  the  issuing  company's 
subsidiary  was  to  be  disqualified  from  voting  on  the  ground  that  it 
was  not  outstanding,  then  the  system  held  only  62%. 

At  this  point,  the  investment  company  urged  the  trustee  to  call  a 
meeting  of  debenture  holders  for  the  purpose  of  amending  the  in- 
denture to  eliminate  all  provisions  giving  the  trustee  or  debenture 
holders  the  right  to  declare  a  default  for  any  reason  except  non- 
payment of  principal  or  interest.^°^  A  meeting  was  called  for  June 
21,  1933,  when  the  system  had  assured  itself  of  control  of  an  adequate 
number  of  votes  to  pass  the  amendment  regardless  of  whether  the 
$18,795,000  held  by  the  issuing  company's  subsidiary  would  be 
considered  as  outstanding  debentures,  and  the  amendments  were 
adopted.^"" 

International  Securities  Corporation  of  America,  Second  International  Securi- 
ties Corporation,  and  United  States  &  British  International  Company,  Ltd. 

The  trustee  and  holders  of  debentures  issued  by  International 
Securities  Corporation  of  America,  Second  International  Securities 
Corporation  and  United  States  &  British  International  Company, 
Ltd.,  all  companies  in  the  United  Founders  Corporation  group  of  in- 
vestment companies,  were  apparently  satisfied  to  permit  the  violation 
of  the  provisions  of  the  trust  indentures  as  to  asset  coverage  while 
the  investment  companies  engaged  in  repurchases  which,  in  two  cases, 
did  not  serve  entirely  to  correct  the  asset  deficiencies.  International 
Securities  Corporation  of  America  was  incorporated  in  June  1927 


308  The  books  of  The  New  York  Trust  Company,  the  trustee,  reflected  $35,000,000  of 
principal  amount  of  debentures  as  still  outstanding  (id.,  at  23801). 

3<"0p.  cit.  supra,  note  279,  at  23821-3  and  Commission's  Exhibit  No.  3782   (Item  58). 

308  Id.,  at  23852-7  and  Commission's  Exhibit  No.  3782   (Item  94). 

309  Upon  protest  at  the  meeting,  this  $18,795,000  was  disqualified  from  voting.  Deben- 
tures held  by  other  system  companies  were  allowed  to  vote,  however,  and  the  amendments 
were  accordingly  made  by  a  vote  of  a  fraction  above  85%  (id.,  at  23884-5).  It  was 
figured  that  $13,774,250  in  principal  amount  constituted  85%  of  those  entitled  to  vote. 
The  actual  vote  in  favor  of  the  amendments  was  $13,803,000  in  principal  amount  or 
slightly  in  excess  of  85%   (ibid.). 
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after  having  been  operated  as  a  trust/^°  Second  International  Securi- 
ties Corporation  was  organized  in  October  1926,^^^  and  United  States 
&  British  International  Company,  Ltd.,  was  formed  in  January 
1928.=*^-  These  three  companies  were  subsidiaries  of  American 
Founders  Corporation  which  in  turn  was  controlled  by  United  Found- 
ers Corporation.3i=^  Each  of  these  investment  companies  had  common 
stock,  preferred  stock  and  debentures  outstanding  at  the  end  of 
1929.  At  that  time  International  Securities  Corporation  of  America 
possessed  assets  of  some  $71,500,000,  including  proceeds  from  $32,- 
000,000  face  amount  of  debentures,^"  Second  International  Securi- 
ties Corporation  possessed  assets  of  some  $26,000,000,  including  pro- 
ceeds from  $7,000,000  face  amount  of  debentures,^!^  ^^-^^  United  States 
&  British  International  Company,  Ltd.,  had  assets  of  approximately 
$18,000,000,  including  proceeds  from  $6,000,000  face  amount  of  deben- 
tures.^^*^  All  of  these  debenture  issues  had  been  distributed  by  Harris 
IForbes  &  Company.^" 

One  of  the  provisions  of  the  trust  indentures  under  which  the  de- 
bentures distributed  by  Harris  Forbes  &  Company  were  issued  was 
that  the  respective  issuing  investment  companies  would  maintain  at 
all  times  assets  of  a  fair  (market,  if  available)  value  of  125%  of  the 
face  amount  of  debentures  outstanding.^^^  It  was  further  provided 
that,  in  the  event  this  coverage  was  not  maintained,  the  trustee  in 
the  particular  case  might  in  its  discretion,  and,  upon  demand  of  a 
prescribed  percentage  of  debenture  holders  in  interest,  was  under 
obligation  to  serve  notice  of  default  on  the  debtor  company  and 
demand  payment  of  the  face  amount  of  the  debentures.^^'-*  Harris 
Forbes  &  Company,  as  distributor  of  the  debentures,  was  given  repre- 
sentation, in  the  persons  of  E.  C.  Granbery  and  D.  C.  Wheaton,  on 
the  boards  of  the  various  investment  companies,  as  a  protection  for 
the  interests  of  the  debenture  holders,  particularly  with  resftect  to 
the  maintenance  of  the  required  125%  asset  coverage.^^*' 

In  1931  the  assets  of  both  International  Securities  Corporation  and 
United  States  &  British  International  Company,  Ltd.,  fell  below  the 
125%  coverage  requirement  for  debentures  outstanding  and  the  fol- 
lowing year  there  was  a  similar  deficiency  in  the  asset  coverage  for 
Second  International  Securities  Corporation.  The  investment  com- 
panies thereupon  entered  upon  a  program  of  repurchasing  their  out- 
standing debentures  at  discount  prices  for  retirement,  in  order  "to 


31"  Public  Examination,  American  General  Corporation,  et  al.,  Commission's  Exhibit  No. 
3401  (G-1). 

311  Id.,  Commission's  Exhibit  No.  3406  (1). 

312  Id.,  Commission's  Exhibit  No.  3408   (1). 

313  Id.,  at  22101,  24768-74,  and  Commission's  Exhibits  Nos.  3420  (E-4),  3729,  8731, 
and  3733. 

3WId.,  Commission's  Exhibit  No.  3402  (p.  169). 

31' Id.,  Commission's  Exhibit  No.  3407  (p.  6). 

3i«Id.,  Commission's  Exhibit  No.  3409  (p.  6). 

81''  In  addition,  there  were  outstanding  at  the  end  of  November  1929  about  $900,000 
secured  bonds  assumed  by  International  Securities  Corporation  of  America,  representing 
the  residue  of  $8,000,000  of  such  bonds  issued  by  its  predecessor  trust  (id.,  Commission's 
Exhibits  Nos.  3400   (p.  6)   and  3402   (p.  6)). 

818  Id.,  Commission's  Exhibits  Nos.  3401-D,  3406-D,  and  3408-D. 

si»  Ibid. 

8=»  Id.,  at  25318-20. 
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build  UD  the  asset  value  to  try  to  insure  it  and.  bring  it  back  to 
125%."  ^21 

International  Securities  Corporation  was  the  heaviest  repurchaser 
of  its  own  debentures,  as  indicated  by  Table  12 :  ^^^ 


Table  12. — Repurchases    and   retirement   of   5%    debentures    of   International 
Securities  Corporation  of  America 


<  months  ending 


Cost  of  ao- 
qnisition 


Average 

cost  per 

unit 


Nov.  30,  1930. 
May  31, 1931_ 
Nov.  30,  1931,. 
May  31,  1932. 
Nov.  30,  1932. 
May  31,  1933. 
Nov.  30,  1933. 
May  31,  1934. 


$483, 000 

1, 195, 000 

2,  918, 000 

12,  571,  000 

113, 000 

119, 000 


$381, 084 

885, 184 

1,  779, 992 

6,  703,  732 

46, 096 

49,  787 


$101,916 

309,  816 

1, 138, 008 

5,867,268 

66, 904 

69,  213 


11,000 


It  is  interesting  to  observe  that  the  asset  coverage  fell  below  the 
"touch-off"  point  toward  the  end  of  1931  and  that  throughout  most 
of  1932  the  asset  coverage  was  substantially  below  even  the  face 
amount  of  the  debentures  outstanding.  It  was  during  1932  that 
over  70%  of  the  repurchases  were  made,  with  but  nominal  repur- 
chases thereafter,  although  the  debentures  had  not  reached  the  re- 
quired 125%  coverage  by  the  end  of  May  1935.^^^ 

The  asset  coverage  for  the  debentures  of  Second  International  Se- 
curities Corporation  fell  below  125%  only  in  1932,  when  the  prin- 
cipal repurchases  were  effected,  and  never  fell  below  the  face  amount 
of  the  debentures  outstanding.  Kepurchases  were  effected  primarily 
in  1932,  as  indicated  by  Table  13 :  ^^^ 


Table  13.- 


-Repurchases  and  retirement  of  5%  debentures  of  Second  International 
Securities  Corporation 


6  months  ending— 

Face  amount 

Cost  of 
acquisition 

Average 

cost  per 

unit 

Discount 

Asset 
coverage 

Nov.  30,  1930  

$100,000 
196,000 
199, 000 
2,  569, 000 
161, 000 

$80, 140 
147, 608 
127, 070 
1,  358,  755 
76, 171 

$80 
75 
64 
53 
47 

$19, 860 
48, 392 
71, 930 
1,  210, 245 
84, 829 

Percent 

May  31,  1931                 

207 

Nov.  30,  1931 

146 

May  31,  1932 

104 

Nov.  30,  1932 

131 

Finally  the  assets  of  United  States  &  British  International  Com- 
pany, Ltd.,  fell  below  the  125%  coverage  in  the  latter  part  of  1931, 
were  below  the  face  amount  of  outstanding  debentures  in  1932,  and 


=a  Id.,  at  25327-28. 

^Compiled  from  information  contained  in  id.,  Commission's  Exhibit  No.  3402   (p.  169). 

323  Op.  cit.  supra,  note  310,  Commission's  Exhibit  No.  3401   (F-14). 

s2^  Compiled  from  information  contained  in  id.,  Commission's  Exhibit  No.  3407  (p.  122). 
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had  not  recovered  to  125%  coverage  at  the  end  of  May  1935.^'^  Re- 
purchases were  heaviest  during  1932  wlien  asset  coverage  was  below 
the  face  amount  of  debentures,  accounting  for  about  77%  of  all  re- 
purchases, and  practically  ceased  thereafter,  as  indicated  by  Table 

14.326 

Table  14. — Repurchases   and   retirement   of  5%    debenttires   of    United   States 
&  British  International  Company,  Ltd. 


6  months  ending— 

Face  amount 

Cost  of 
acquisition 

Average 

cost  per 

unit 

Discount 

Asset 
coverage 

Nov  30,  1930 

$149, 000 
159,  500 
425,  500 
2, 615, 500 
94, 000 
70, 500 

$117,755 
118, 080 
297, 195 
1, 406, 092 
40,920 
31, 062 

$79 
74 
70 
54 
44 
44 

$31, 245 
41,420 

128, 305 

1,  209, 408 

53, 080 

39, 438 

Percent 

May  31,  1931 

166 

Nov.  30,  1931 

112 

May  31,  1932 

92 

Nov.  30,  1932 

101 

May  31,  1933 

112 

Over  the  1930-1934  period  these  three  investment  companies  re- 
purchased an  aggregate  of  $24,149,000  face  amount  of  their  deben- 
tures at  a  cost  of  $13,651,728.  Heaviest  repurchases  by  each  company 
were  in  the  early  part  of  1932  when,  in  two  instances,  the  asset  cov- 
erage was  substantially  below  the  face  amounts  of  the  outstanding 
debenture  issues. 

As  will  be  recalled,  the  trustee  appointed  under  the  trust  inden- 
tures could,  in  its  discretion,  have  accelerated  the  payment  of  the 
debts  represented  by  the  debenture  issues.  Largely  through  the  efforts 
of  Mr.  Granbery,  who  was  elected  to  the  boards  of  directors  of  these 
investment  companies  as  a  safeguard  for  the  debenture  holders,  it 
was  decided  to  be  better  management  not  to  enforce  the  acceleration 
clause.^^^  Had  it  been  determined  otherwise  it  was  Mr.  Granbery's 
opinion  that  Harris  Forbes  &  Company  was  in  a  position  to  bring 
pressure  on  the  trustee  to  act  as  well  as  to  secure  the  cooperation  of 
enough  debenture  holders  to  compel  the  trustee  to  act.^-* 

However,  Mr.  Granbery  never  had  the  opportunity  to  exercise  his 
unbiased  judgment  in  this  situation.  During  the  period  of  these  re- 
purchases of  debentures  Mr.  Granbery  was  a  stockholder  and  director 
of  both  United  Founders  Corporation  and  American  Founders  Cor- 
poration.^2^  It  was  accordingly  contrary  to  his  personal  interests  as 
a  stockholder  and  in  conflict  with  his  duties  as  director  of  the  parent 
companies  to  have  effected  liquidations  which  would  have  meant  the 
sacrifice  of  the  equity  securities.  This  conflicting  interest  through 
the  interlocking  directorships  was  admitted  by  Mr.  Granbery,  as 
follows :  ^^° 

Q.  Your  situation  was  that  you  were  also  a  director  of  American  Founders? 

A.  Yes,  sir. 


ss^Op.  cit.  supra,  note  310,  Commission's  Exhibit  No.  340&  (F-13). 

223  Compiled  from  information  contained  in  id.,  Commission's  Exhibit  No.  3409   (p.  96). 

327  Op.  cit.  supra,  note  310,  at  25320-1. 

S28id.,  at  25324. 

323  Id.,  at  25324,  25333.  Mr.  Granbery  held  10,000  shares  of  United  Founders  Corpora- 
tion at  a  cost  of  about  $80,000  in  1932  vi^hen  the  question  of  asset  coverage  was  most 
pressing. 

330  Op.  cit.  supra,  note  310,  at  25324. 
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Q.  And  as  well  a  director  of  the  United  Founders? 
A.    Yes,  sir. 

Q.  And  you  represented  the  equity  holders  there? 
A.  Yes,  sir. 

Q.  As  weU  as  representing  Harris  Forbes? 
A.  Yes,  sir. 

Q.  Now,  the  interest  of  the  equity  holders,  I  suppose  was  not  to  have  the 
debentures  foreclosed? 
A.  Right.^ 

F.  The  Influence  of  Repurchases  Upon  Mergers,  Consolidations, 
and  Acquisitions 

Repurchases  of  the  securities  of  closed-end  management  investment 
trusts  and  investment  companies  played  varied  and  important  parts 
in  mergers,  consolidations,  and  acquisitions  effected  among  these  com- 
panies. For  example,  they  provided  a  means  for  adjusting  the  cap- 
ital structures  of  the  investment  companies  involvecl,  for  removing 
opposition  to  the  mergers,  and  even  for  manipulating  the  market 
values  of  the  securities  involved  in  the  exchange  offers.^^- 

Tri-Continental  Corporation 

Thus,  repurchases  were  employed  to  facilitate  the  merger  of  Tri- 
Continental  Corporation  and  Tri-Continental  Allied  Co.,  Inc.,  two 
investment  companies  formed  successively  in  1929  under  the  sponsor- 
ship of  J.  &  W.  Seligman  &  Co.,  investment  bankers  and  brokers.^^^ 
Each  company  had  received  paid-in  assets  of  $50,000,000,  represented 
by  preferred  and  common  stock  issues.^^*  Each  investment  company 
also  had  outstanding  a  substantial  quantity  of  long-term  option 
warrants.^^^ 

On  December  31,  1929,  these  two  investment  companies  were 
merged  to  create  a  Tri-Continental  Corporation  possessing  combined 
assets  of  $75,302,000.3^'=  To  work  out  a  plan  for  exchanging  the 
preferred  stocks  of  the  two  merging  companies  for  shares  of  the 
preferred  stock  of  the  new  company  upon  a  share-for-share  basis,  it 
was  considered  desirable  to  build  up  the  asset  coverage  of  the  pre- 
ferred stock  of  Tri-Continental  Allied  Co.,  Inc.,  from  169%  to  the 
then  181%  coverage  of  the  original  Tri-Continental  Corporation.^^? 
Earle  Bailie,  chairman  of  the  board  of  directors  of  Tri-Continental 
Corporation  and  a  member  of  the  sponsor  firm,  testified :  ^^^ 

Q.  It  was  not  necessary,  was  it,  to  buy  $4,000,000  worth  of  preferred  stock  and 
sell  it? 


^Mr.  Granbery  testified  that  to  remedy  such  situations  and  to  obviate  any  possibility 
that  a  person  should  have  to  serve  two  masters  at  the  same  time  a  person  should  be 
permitted  to  be  a  director  of  only  one  investment  trust  at  a  time  (id.,  at  25334). 

332  For  further  discussion  and  examples  see  Ch.  IV  of  this  part  of  the  report. 

333  Summary  statement  supplied  the  Commission  for  Tri-Continental  Corporation  and 
Tri-Continental  Allied  Co.,  Inc. 

331  Ibid. 

335  Ibid. 

3315  Op.  cit.  supra,  note  74,  at  18,  551,  and  Commission's  Exhibit  No.  2080. 

3-"0p.  cit.  supra,  note  333  (Exhibits  III,  A,  B). 

338  Op.  cit.  supra,  note  74,  at  18,  544-5. 
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A.  The  consolidation  could  not  have  gone  through  on  a  basis  of  equal  treat- 
ment for  Allied  preferred  unless  the  asset  value  behind  the  Allied  preferred  was 
roughly  the  equivalent  of  the  asset  value  behind  the  old  Tri-Continental  pre- 
ferred, because  if  you  had  not  had  that  same  asset  value  the  old  Tri-Continental 
would  have  been  disadvantaged  in  getting  into  a  company  where  its  asset  value 
would  have  been  lowered  by  the  consolidation. 

Q.  That  was  a  question  of  equalizing  the  value  of  the  senior  securities? 

A.  That  is  right. 

In  connection  with  this  merger  plan  J.  &  W.  Seligman  &  Co.  was 
to  sell  directly  to  Tri-Continental  Allied  Co.,  Inc.  a  block  of  112,000 
shares  of  the  latter's  preferred  stock  (with  warrants  attached)  of 
$50  par  value,  at  $37.50  a  share  and  accrued  dividends,  for  retire- 
xnent.^^^  This  repurchase  by  the  investment  company,  which  was 
made  below  the  prevailing  market  price,^*°  of  course  provided  J.  &  W. 
Seligman  &  Co.  with  over  $4,100,000  of  cash.  The  proposed  repur- 
chase from  J.  &  W.  Seligman  &  Co.  was  disclosed  to  stockholders  of 
both  investment  companies  in  the  letters  dated  December  11,  1929, 
soliciting  their  proxies  for  the  approval  of  the  plan  of  merger.^*^  Mr. 
Bailie  testified  further  as  to  this  repurchase  from  J.  &  W.  Seligman 
&  Co. :  3*2 

Q.  What  I  was  asking  is  why  they  had  to  buy  from  Seligman  instead  of 
making  a  general  offer  to  the  other  stockholders.  Here  is  $4,000,000  in  Decem- 
ber 1929  retired  when  cash  was  pretty  useful,  wasn't  it? 

A.  It  certainly  was  to  some  people. 

Q.  What  I  am  asking  is  why  this  repurchase  of  preferred  stock  should  have 
been  made  solely  from  Seligman. 

A.  We  knew  nobody  else  who  was  willing  to  sell  preferred  stock  at  what  I 
believed  was  ten  points  below  the  market.  In  order  to  make  this  transaction 
go  through,  if  we  had  thought  there  were  any  such  philanthropists  about  we 
would  have  gone  to  see  them.  You  will  realize  that  the  situation  was  one  where 
some  of  our  partners  were  bitterly  opposed  to  disposing  of  this  stock  at  this 
price,  feeling  we  wei'e  losing  a  very  substantial  amount  of  money  when  we  had 
a  preferred  stock  with  an  asset  value  of  150  which  you  were  selling  for  75, 
with  a  call  price  of  110.  As  it  turned  out,  within  four  months  it  cost  us 
$4,000,000  because  the  stock  had  gone  up  repeatedly  in  price.  That  is  all  hind- 
sight. That  is,  as  we  looked  at  it  at  the  time,  we  thought  it  was  the  proper 
thing  to  do.  We  told  the  stockholders  and  they  thought  it  was  the  proper 
thing  to  do,  and  while  something  else  might  have  been  done  that  is  what  was 
done.     Everybody  approved  of  it  and  that  is  what  was  done. 

Q.  But  you  didn't  make  any  solicitation  of  your  stockholders? 

A.  I  have  never  found  it  worth  while  looking  for  angels  in  this  world,  Mr. 
Smith. 

Q.  Are  you  implying  that  Seligman  was  an  angel  here? 

A.  I  don't  think  so.  I  can  see  what  you  think,  but  I  don't  think  that  way. 
I  feel  that  it  is  an  honest  difference  of  opinion. 

Q.  I  am  trying  not  to  say  what  I  am  thinking. 


^^  Op.  cit.  supra,  note  335,  Exhibits  III,  A,  B.     J.  &  W.  Seligman  &  Co.  also  surrendered 
a  block  of  option  warrants  issued  by  Tri-Continental  Corporation  (ibid.). 
3«  Op.  cit.  supra,  note  74,  at  18546. 
2«  Op.  cit.  supra,  note  333,  Exhibits  III,  A,  B. 
3«  Op.  cit.  supra,  note  74,  at  18545-7. 
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A.  What  you  would  like  to  say  but  are  too  kind  to  say  is  that  it  was  an 
advantage  to  Seligman  to  get  $4,000,000  out  of  the  sale. 

Q.  In  December  1929? 

A.  I  get  your  point  perfectly  and  I  have  answered  you  to  the  best  of  my 
ability. 

The  Goldman  Sachs  Trading  Corporation 

Another  example  of  extensive  repurchase  activities  undertaken  in 
connection  with  a  merger  or  consolidation  is  afforded  by  the  com- 
bination in  February  1929  of  The  Goldman  Sachs  Trading  Corpora- 
tion and  Financial  and  Industrial  Securities  Corporation.^*^  On 
February  3,  1929,  the  managements  of  The  Goldman  Sachs  Trading 
Corporation  and  Financial  and  Industrial  Securities  Corporation 
concluded  negotiations  for  a  sale  of  all  the  assets  of  Financial  and 
Industrial  Securities  Corporation  to  The  Goldman  Sachs  Trading 
Corporation,  which  was  to  be  submitted  to  a  vote  of  the  stockholders 
of  Financial  and  Industrial  Securities  Corporation  on  February  21, 
1929.  The  agreement  provided  that  The  Goldman  Sachs  Trading 
Corporation  would  increase  its  existing  1,125,000  shares,  by  the  dec- 
laration of  a  100%  stock  dividend,  to  2,250,000  shares  and  would 
issue  an  additional  2,250,000  shares  of  its  stock  to  the  holders  of  the 
1,700,000  shares  of  the  stock  of  Financial  and  Industrial  Securities. 
In  other  words,  each  share  of  stock  of  Financial  and  Industrial  Se- 
curities Corporation  would  be  exchangeable  for  I1I/34  shares  of  the 
new  stock  of  The  Goldman  Sachs  Trading  Corporation.^*^ 

On  February  2,  1929,  the  market  price  of  the  existing  stock  of  The 
Goldman  Sachs  Trading  Corporation  was  $136.50.^*^  After  the  dec- 
laration of  the  100%  stock  dividend  contemplated  by  the  merger 
plan,^**^  the  stock  of  The  Goldman  Sachs  Trading  Corporation  would 
presumably  have  a  market  price  of  $68.25  a  share,  or  one-half  of  its 
existing  value.  On  this  basis  li%4  shares  of  such  stock  would  have 
a  total  market  value  of  approximately  $91.  However,  on  February 
2,  1929,  each  share  of  the  stock  of  Financial  and  Industrial  Securities 
Corporation  had  a  market  value  of  $140  a  share.  As  a  consequence, 
unless  the  market  price  of  the  stock  of  The  Goldman  Sachs  Trading 
Corporation  increased  substantially  between  February  2, 1929  and  the 
meeting  of  the  stockholders  of  Financial  and  Industrial  Securities 
Corporation  on  February  21,  1929,  acceptance  of  the  terms  of  the 
merger  would  entail  a  large,  loss  in  market  values  on  the  part  of 
the  stockholders  of  Financial  and  Industrial  Securities  Corporation. 

On  February  4,  1929,  The  Trading  Corporation  commenced  to 
purchase  its  own  stock  on  the  New  York  Curb  Exchange,"*^  and  be- 


^^  A  more  detailed  discussion  of  the  repurchase  activities  engaged  in  by  The  Goldman 
Sachs  Trading  Corporation  in  connection  with  its  absorption  of  the  assets  of  Financial 
and  Industrial  Securities  Corporation,  is  contained  in  Ch.  IV  of  this  part  of  the  report, 
pp.  1522  et  seq. 

=»*  Public  Examination,  The  Goldman  Sachs  Trading  Corporation,  at  16126,  et  seq.  ; 
Commission's  Exhibits  Nos.  1679,  1680,  and  1681. 

3*=  Id.,  at  16137  and  Commission's  Exhibit  No.  1665. 

316  The  100%  stock  dividend  in  reality  merely  constituted  a  2  for  1  split-up  of  the  stock 
of  The  Goldman  Sachs  Trading  Corporation. 

^"  Until  February  7,  1929,  trading  was  confined  to  the  existing  stock  of  the  trading 
corporation  and  the  figures  used  in  the  text  are  those  for  the  old  stock.  Thereafter  the 
figures  used  in  the  text  refer  to  the  stock  of  the  trading  corporation  outstanding  after 
declaration  of  the  100%  stock  dividend  on  shares  on  February  7,  1929,  and  the  issuance, 
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tween  the  4th  and  7th,  inclusive,  of  February  1929,  this  investment 
company  purchased  174,400  shares  at  progressively  higher  prices  at 
a  total  cost  of  approximately  $33,350,000  and  sold  only  4,500  shares 
for  total  proceeds  of  approximately  $975,000.^*®  Its  purchases  con- 
stituted over  60%  of  the  total  trading  on  the  New  York  Curb  Ex- 
change in  that  stock  in  those  four  days,^''^  and  undoubtedly  con- 
tributed to  the  sharp  rise  in  its  market  price.^^°  The  market  price 
of  the  stock  rose  from  $136.50  per  share  on  February  2,  1929,^^^  a  price 
30%  in  excess  of  its  asset  value,^'^^  to  $222.50  per  share  on  February  7, 
1929,  a  price  equivalent  to  twice  its  asset  value.^^^ 

The  market  price  for  the  existing  shares  of  the  stock  of  The  Gold- 
man Sachs  Trading  Corporation  established  on  February  7,  1929, 
after  giving  effect  to  the  declaration  of  a  100%  stock  dividend,  was 
equivalent  to  the  market  value  of  the  stock  of  Financial  and  Indus- 
trial Securities  Corporation,  on  the  basis  of  the  terms  for  the  ex- 
change of  the  securities  of  the  two  companies  contemplated  by  the 
plan  for  their  combination. ^°*  On  February  21,  1929,  the  stock- 
holders of  Financial  and  Industrial  Securities  Corporation  approved 
the  sale  of  this  company's  assets  to  The  Goldman  Sachs  Trading  Cor- 
poration. 

By  March  14,  1929,  when  The  Goldman  Sachs  Trading  Corpora- 
tion's market  activities  in  its  own  stock  had  terminated,  it  had  accu- 
mulated 560,724  shares  of  its  own  stock,^^^  or  12.5%  of  its  then  out- 
standing shares  ^^^  at  a  cost  of  $57,021,936.^"  More  importantly,  the 
cost  of  these  shares  exceeded  their  asset  value  by  approximately 
$23,000,000.  As  Mr.  Catchings  conceded,  this  $23,000,000  valuat%n 
in  excess  of  the  actual  asset  value  of  the  treasury  shares  represented 
only  a  self-appraisal  by  Goldman  Sachs  &  Company  of  the  value 
of  its  management  ability.     Mr.  Catchings  testified  :  ^^^  : 

A.  Your  question  as  I  understand  it  is  what  does  that  $23,000,000  represent 
to  me.  I  say  that  represents  to  me  that  part  of  the  market  price  of  the  stock 
or  the  cost     *     *     *     which  was  in  addition  to  the  asset  value  and  tliat  it  was 


on  February  21,  1929,  of  2,250,000  shares  to  the  stockholders  of  Financial  and  Industrial 
Securities  Corporation. 

3«0p.  cit.  supra,  note  344,  at  16140-4,  and  Commission's  Exhibit  No.  1665.  On  Feb- 
ruary 4,  5,  6,  and  7,  The  Goldman  Sachs  Trading  Corporation  stoclv  closed  at  new  high 
prices  which  were  made  by  its  purchases  on  each  of  these  days.  The  closing  prices  for 
the  stock  on  these  days  were  178,  179%,  187%,  and  221,  respectively  (id.,  at  16148-52 
and  Commission's  Exhibit  No.  1665). 

^  Op.  cit.  supra,  note  344,  at  16141-3. 

3=0  Id.,  at  16128-34. 

351  Id.,  at  16137  and  Commission's   Exhibit  No.   1665. 

3=2  Id.,  at  16157. 

^^  Id.,  at  16141-4  and  Commission's  Exhibit  No.  1665. 

s'^  After  giving  effect  to  the  declaration  of  the  100%  stock  dividend,  the  stock  of  The 
Goldman  Sachs  Trading  Corporation  would  have  a  market  pi-ice  of  $111.25  a  share, 
equivalent  to  one-half  of  its  previous  market  value.  Stockholders  of  Financial  and  In- 
dustrial Securities  Corporation  would  receive  li%4  of  such  shares  having  a  marked 
value  of  approximately  $148  for  each  share  of  their  own  stock  which  on  February  7, 
1929,  had  a  market  value  of  approximately  $148. 

3=6  Op.  cit.  supra,  note  344,  at  16221-3.  Of  this  block  98,000  shares  were  included  in 
the  assets  of  the  Financial  and  Industrial  Securities  Corporation  which  were  acquired 
by  The  Goldman  Sachs  Trading  Corporation  on  February  21,  1929  (id.,  at  16217  and 
Commission's  Exhibit  No.  1683). 

3=8  Op.  cit.  supra,  note  344,  at  16221. 

3=^  Id.,  at  16221-3. 

3M  Id.,  at  16231-5. 
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part  of  the  total  market  price  of  the  stock.     It  could  be  used  in  sale  or  ex- 
changed for  property. 

Q.  You  bought  that  stock? 

A.  You  know  perfectly  well  what  it  is,  it  is  a  premium  on  asset  value. 

Q.  Now  that  premium  is  attributable  to,  or  is  paid  for,  management. 

A.  It  is  paid  for  the  possibility  of  making  money. 

******* 

Q.  So  you  are  not  disputing  that  the  ultimate  management  is  the  biggest 
single  factor  in  the  premium  aspect. 

A.  Not  bigger  than  business  conditions,  but  I  will  say  it  is  a  great  element. 

Q.  So  that  as  a  necessary  conclusion  to  that  statement  it  seems  to  me  that 
Goldman  Sachs  &  Company  was  paying  $23,000,000  premium  for  its  own  manage- 
ment; isn't  that  so? 

******* 

A.  Twenty-three  million  dollars  premium  on  the  stock,  a  considerable  part 
of  which  was  predicated  on  management  of  the  corporation  by  Goldman  Sachs 
&  Company.     That  is  correct. 

*  H:  ;;;  :|: 

Q.  I  can  see,  Mr.  Catchings,  where  a  person  making  an  investment — invest- 
ment to  my  mind  denotes  investing  in  the  other  person's  ability — but  I  have 
difficulty  in  visualizing  a  corporation  paying  a  $23,000,000  premium  on  its  own 
management. 

A.  I  don't  think  you  have  much  difficulty  with  that  if  you  take  into  con- 
sideration the  fact  that  the  stock  was  actually  used  to  acquire  property  from 
other  people  and  actually  sold  for  cash.  I  grant  you  it  would  be  a  silly  thing 
to  pay  that  premium  for  the  stock  and  then  retire  it.  I  don't  see  any  reason 
to  do  that,  but  to  pay  the  premium  for  the  stock  and  then  use  that  stock  to  buy 
other  property,  or  to  sell  it  for  cash,  I  don't  think  anything  is  wrong. 

Q.  At  the  time  you  had  that  position  you  had  no  assurance  that  you  could 
dispose  of  that  stock? 

A.  We  had  only  a  business  expectation  that  we  could  be  able  to  do  it. 

Q.  So  that  at  that  physical  point  of  time  the  situation  was  that  you  had  a 
block  of  your  own  stock  upon  which  you  paid  a  premium  of  $23,000,000,  which 
represented  substantially  your  own  management;  isn't  that  so? 

A.  We  have  covered  that  point  before.     I  say  partially  so.^°' 

Moreover,  Mr.  Catchings  conceded  that  at  the  time  the  investment 
company  was  accumulating  the  shares  of  its  own  stock  he  had  no  con- 
crete plan  for  their  disposition :  ^^° 

Q.  Now,  did  you  contemplate  when  you  started  this  program  of  purchasing 
your  stock  that  you  would  wind  up  with  a  position  aggregating  $46,000,000  of 
your  own  stock  in  addition  to  the  $10,000,000  that  you  were  going  to  find  in  the 
portfolio  of  Financial  and  Industrial  Securities  Corporation? 

A.  No. 

Q.  Were  you  a  little  shocked  when  you  found  yourself  with  $.56,000,000  of 
your  own  stock  at  100-percent  premium  within  two  months  after  you  started 
business? 


358  The  purchases  by  The  Goldman  Sachs  Trading  Corporation  of  its  own  stock  at  prices 
above  the  asset  value  of  such  stock  is  one  of  the  few  instances  of  this  practice  which 
the  Commission's  study  disclosed  (id.,  at  16235—6).  In  April  1929  the  New  York  Curb 
Exchange  amended  its  regulations  for  the  listing  of  the  securities  of  investment  com- 
panies to  require  that  listed  investment  companies  agree  not  to  effect  repurchases  of  their 
own  securities  at  prices  higher  than  the  asset  value  of  such  securities.  See  Pt.  Two  of 
this  Report   (House  Doc.  No.  70,  76th  Cong.),  Ch.  IV,  Appendix  F. 

8««  Op.  cit.  supra,  note  844,  at  16249-51. 
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A.  I  wasn't  shocked. 

Q.  Were  you  a  little  upset  about  your  condition  about  finding  the  corpora- 
tion that  was  in  business  three  months  *  *  *  owning  $56,000,000  of  its  own 
stock,  for  which  it  paid  a  premium  of  $23,000,000?  You  weren't  concerned 
about  that  at  all? 

A.  I  wasn't  concerned  in  the  sense  of  having  anxiety  about  it.  As  a  result 
of  acquiring  the  stock,  I  had  then  to  dispose  of  the  stock  by  selling  it  and  by 
getting  assets  in  order  to  complete  the  transaction  and  make  money  on  it. 

Q.  Now,  before  you  started  purchasing  the  stock,  had  you  made  any  arrange- 
ments with  respect  to  how  you  were  going  to  dispose  of  this  block  of  stock  that 
you  knew  you  would  have  to  wind  up  with? 

A.  No. 

Q.  You  had  no  specific  instance  in  mind  where  you  contemplated  that  you 
were  going  to  exchange  $57,000,000  for  somebody  else's  property,  did  you? 

A.  No;  we  didn't  know  at  the  beginning  that  we  were  going  to  get  that 
much  stock. 

The  stockholders  of  The  Goldman  Sachs  Trading  Corporation 
never  became  aware  of  the  substantial  repurchases  of  its  own  stock 
which  the  company  had  made  in  connection  with  its  acquisition  of 
the  assets  of  Financial  and  Industrial  Securities  Corporation.  By 
September  1929,  prior  to  the  publication  of  any  financial  report  to 
its  stockholders,  The  Goldman  Sachs  Trading  Corporation  had  suc- 
ceeded in  selling  or  exchanging  for  other  securities  all  of  its  holdings 
of  its  own  stock.  Substantial  losses  were  suffered  by  the  investment 
company  on  the  securities  which  it  had  acquired  in  exchange  for  its 
own  repurchased  stock.^*^^ 

In  some  instances  the  investment  companies  were  caused  to  effect 
substantial  repurchases  of  their  securities  to  remove  opposition  to 
mergers  or  consolidations.  For  example,  Chicago  Investors'  Corpora- 
tion was  an  investment  company  organized  on  August  3,  1927,  and  at 
June  30, 1931,  possessed  net  assets  of  $6,816,316,  represented  by  146,018 
shares  of  convertible  preference  stock  and  450,000  shares  of  common 
stock.^''^  In  July  1931,  Field,  Glore  &  Co.,  the  principal  sponsor  of 
the  investment  company,  sold  100,000  shares  of  its  holdings  of  this 
common  stock  to  Atlas  Corporation  at  $4  a  share,  with  the  consent 
of  the  management  of  Chicago  Investors'  Corporation.^^^ 

Although  this  acquisition  by  Atlas  Corporation  was  thought  to  be 
merely  for  investment  purposes,^°^  it  subsequently  appeared  that 
Atlas  Corporation  was  seeking  to  obtain  control.^*^^  Thereafter,  Atlas 
Corporation  acquired  32,700  preference  shares,  which  possessed  one 
vote  a  share,  at  an  average  cost  of  $23.50  a  share  ^^^  and  owned  or  con- 
trolled 150,000  common  shares  at  an  average  cost  of  $3.50  a  share.^"^ 


SSI  For  details  of  the  disposition  made  of  these  shares  see  Ch.  IV  of  this  part  of  the 
report,  pp.  1523  et  seq. 

s«2  Reply  to  the  Commission's  questionnaire  for  The  Chicago  Corporation,  Pt.   I. 

283  Public  Examination,  The  Chicago  Corporation,  at  9789-90.  At  that  time  the  com- 
mon stock,  which  possessed  no  asset  value  (op.  cit.  supra,  note  362,  Pt.  II),  was  selling 
at  $2  a  share. 

s«i  Public  Examination,  The  Chicago  Corporation,  at  9791, 

S8B  Id.,  at  9791-2. 

saa  Derived  from  supplementary  information  supplied  the  Commission  for  The  Chicago 
Corporation. 

3<"  Ibid. 
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In  the  summer  of  1932  the  directors  of  Chicago  Investors'  Corpora- 
tion became  aware  of  these  additional  acquisitions  and  a  "standstill" 
agreement  was  reached  with  Floyd  Odium,  president  of  Atlas  Cor- 
poration. This  agreement  provided  that  Atlas  Corporation  would 
refrain  from  purchasing  additional  shares  of  Chicago  Investors'  Cor- 
poration pending  the  formulation  of  an  exchange  offer  of  Atlas  Cor- 
poration shares  for  Chicago  Investors'  Corporation  shares,  which 
offer  was  to  be  submitted  to  the  directors  of  Chicago  Investors'  Cor- 
poration.^®^ In  the  meantime,  a  merger  proposal  between  Chicago 
Investors'  Corporation  and  Continental  Chicago  Corporation  upon  a 
share-for-share  basis  was  developed.  This  merger  was  expected 
to  effect  a  reduction  in  the  percentage  cost  of  operation  of  Chi- 
cago Investors  Corporation,  then  estimated  to  amount  to  2% 
of  its  then  assets  of  $3,000,000,  and  also  would  protect  the  man- 
agement against  any  threat  to  their  control.^*'^  However,  Atlas 
Corporation  was  in  a  position  to  block  the  merger,  and  over- 
tures were  thereupon  made  to  it  to  declare  its  terms.  In  September 
1932  Mr.  Odium  advised  the  board  of  directors  of  Chicago  Investors' 
Corporation  that  he  was  unwilling  to  remain  in  a  large  minority 
position  and  that  the  "standstill"  agreement  was  terminated.  He 
thereupon  submitted  proposals  containing  the  three  alternatives  of  an 
exchange  offer,  a  purchase  offer,  and  an  offer  to  sell  his  preference 
stock  at  $30  a  share  (the  approximate  asset  value)  and  to  participate 
with  his  common  stock  in  the  proposed  merger  (by  exchange  of 
stock)  with  Continental  Chicago  Corporation.^^"  A  compromise  was 
finally  reached  whereby  Chicago  Investors'  Corporation  repurchased 
the  32,700  preference  shares  held  by  Mr.  Odium  for  $23  a  share,  the 
approximate  cost,  at  which  time  the  market  price  was  $16-$17.50  a 
share.^^^  The  merger  was  effected  with  Continental  Chicago  Cor- 
poration on  December  20,  1932,  by  the  creation  of  The  Chicago  Cor- 
poration, and  Atlas  Corporation  received  less  than  5%  of  the  common 
stock  of  the  new  company  in  exchange  for  its  holdings.^^^  The  re- 
maining preference  stockholders  of  Chicago  Investors'  Corporation 
received  preference  stock  of  the  new  company  having  a  market  value 
equivalent  to  the  market  value  of  their  old  shares,  $17  per  share. 


^  Ibid. 
869  Ibid. 
^°  Ibid. 
=^  Ibid. 
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Op.  cit.  supra,  note  364,  Commission's  Exliibit  No.  928 ;  see  als<>  op.  cit.  supra,  note 

Pt.  I. 


Chapter  IV 

PROBLEMS  IN  CONNECTION  WITH  SHIFTS  IN 
CONTROL,  MERGERS,  AND  CONSOLIDATIONS 
OF  INVESTMENT  COMPANIES 

I.  INTRODUCTION 

This  chapter  will  deal  only  with  shifts  in  control  of,  exchange  offers 
for  the  securities  of,  and  the  dissolution,  merger,  consolidation,  or  sale 
of,  the  assets  of  management  investment  companies.  The  switching 
of  certificate  holders  in  fixed  and  semifixed  investment  trusts  and  in 
installment  investment  plans  from  one  trust  to  another  by  means  of 
exchange  offers  and  the  shifts  in  control  of  depositor  or  sponsor  cor- 
porations are  discussed  in  the  Commission's  supplemental  reports, 
namely,  Fixed  and  Semifixed  Investment  Trusts,  and  Companies 
Sponsoring  Installment  Investment  Plans. 

The  crash  in  the  securities  markets  in  1929  and  the  resultant  sharp 
losses  suffered  by  investment  companies  created  public  disfavor  of 
such  companies  and  their  managements.  This  reaction  was  reflected 
in  the  market  prices  of  investment  company  securities  which  began  to 
sell  at  substantial  discounts  from  their  asset  values.^     As  has  been 


1  Floyd  B.  Odium,  the  president  of  Atlas  Corporation,  which,  from  1930  to  1936,  acquired 
control  of  and  ultimately  assimilated  the  assets  of  19  investment  companies,  testified  (Public 
Examination,  Atlas  Corporation,  at  17719-21)  : 

*  *  *  I  had  seen  a  considerable  amount  of  the  development  that  took  place  dur- 
ing that  period,  and  hv  "that  period"'  I  mean  '28  and  '29,  in  the  organization  of 
investment  trusts.  I  had  followed  their  respective  careers  very  closely  through  the  '29 
period,  and  I  had  seen  what  happened  to  them  in  the  latter  part  of  1929.  I  knew  t^^at 
the  situation  in  the  investment  trust  field  stood  at  that  time  about  as  follows  :  The 
senior  securities  of  the  investment  trusts  were  selling  at  very  heavy  discounts  below 
their  face  value  even  though  they  were  covered  by  assets.  The  low-priced  leverage 
stocks  of  investment  trusts  were  either — or.  rather,  were  selling  at  p-emiums  over 
their  asset  value  still ;  that  is,  where  they  had  very  small  or  no  asset  value.  *  *  * 
The  securities  of  those  companies  had  fallen  from  an  extravagant  [market]  premium 
over  their  asset  values  to  these  discounts.  Their  managements  were  paralyzed  ;  they 
were  stunned,  so  to  speak.  They  didn't  know  where  they  were  going.  Tl^ey  had  taken 
and  bought  securities  in  their  portfolios  at  1929  levels,  and  it  is  human  nature  wlien 
you  buy  a  thing  high  that  you  still  think  you  are  going  to  make  a  profit  if  you  hang 
on  to  it,  and  they  wouldn't  let  go,  and  the  market  was  carrying  them  still  further 
and  further  down. 

On  the  other  hand,  the  stockholders  of  those  companies  were  very  indisposed  toward 
the  respective  managements.  They  were  sore  and  added  to  that  the  fact  that  the 
securities  were  practically  in  investment  companies  what  we  term  "green  goods." 
They  were  unrefined  and  unsalable.     There  was  no  particular  market  for  them. 

Now,  that  was  the  thing  that  I  knew  generally  and  which  I  checked  and  found  to 
be  the  fact  specifically  in  a  great  number  of  cases.  Tou  take,  by  and  large,  the  fact 
that  securities  of  investment  trusts  were  selling  at  that  time  at  about  35  to  40  per  cent 
below  the  value  of  the  assets  behind  their  securities.  Now.  that  will  vary  as  to  com- 
panies, because  you  sometimes  have  that  premium  on  the  common  and  discount  on 
the  preferred,  but,  roughly,  I  would  say  about  35  per  cent  would  be  a  fair  figure. 

The  figures  stated  by  Mr.  Odium  are  in  accord  with  t^e  results  of  the  Commission's 
statistical  studies  of  investment  trusts  and  investment  e^panies.  See  the  discussion  of 
the  premium  and  discounts  at  which  common  stocks  of  leverage  and  nonleverage  Investment 
companies  sold  in  the  market  during  the  period  from  1929  to  1936,  in  Part  Two  (House 
Doc.  No.  70,  76th  Cong.),  Ch.  IV.  See  also  the  testimony  of  Ralph  W.  Simonds,  a  director 
and  vice  president  of  Tosemite  Holding  Cor^l><|^^mF^^t  its  inception  (Public  Examination, 
The  Equity  Corporation,  at  1487-9). 
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indicated  elsewhere  in  this  report,^  the  majority  of  investment  com- 
panies had  been  formed  by  investment  bankers  and  securities  brokers. 
With  the  collapse  in  the  market  value  of  securities,  their  interest  in 
their  companies  had  to  a  large  extent  diminished.  The  utility  of  their 
investment  companies  as  a  source  of  underwriting  and  brokerage  com- 
missions had  substantially  decreased.  Their  security  interest  in  their 
investment  companies  had  lost  all,  or  almost  all,  asset  value  and  had 
diminished  substantially  in  market  value.  The  value  of  option  war- 
rants to  purchase  stock  of  their  investment  companies  which  they  had 
received  as  management  or  underwriting  compensation  had  also  be- 
come worthless.  The  management  contracts  which  they  had  entered 
into  with  their  investment  companies  had  become  of  little  value,  and 
the  poor  performance  of  these  companies  had  reflected  seriously  upon 
their  prestige  and  reputations  as  financial  experts.  In  sum,  the  mana- 
gers of  investment  companies  were  burdened  with  the  responsibilities 
of  management,  but  the  emoluments  of  such  management  had  substan- 
tially diminished.  As  a  consequence,  many  managers  of  investment 
companies  were  desirous  of  severing  their  connections  with  their  in- 
vestment companies.^ 

An  era  of  transfers  of  control  and  acquisition  and  amalgamation  of 
investment  companies  ensued.^  From  1929  to  1935,  exchange  offers 
of  securities  of  closed-end  management  investment  companies  either 
in  connection  with  a  merger,  consolidation,  or  dissolution  of  another 
such  company  or  as  a  preliminary  thereto  totaled  $830,756,000  on  the 
basis  of  the  value  of  the  acquired  securities  recorded  on  the  books  of 
the  acquiring  companies.  The  dollar  value  of  securities  issued  by  way 
of  exchange  offers  constituted  approximately  25%   of  the  total  of 


2  Part  Two  (House  Doc.  No.  70,  76th  Cong.),  Ch.  II,  Table  25.  In  Ch.  I  of  this  part  of 
the  report  it  was  said : 

In  particular,  houses  of  issue,  brokers,  and  security  dealers  sponsored  and  undertook 
the  distribution  of  the  securities  of  investment  company  after  investment  company, 
these  types  of  sponsorship  accounting  on  the  basis  of  assets  for  over  60%  of  manage- 
ment investment  companies  proper  in  1929. 

3  Philip  L.  Garret,  the  president  and  a  director  of  American,  British  &  Continental  Cor- 
poration, testified  with  reference  to  the  sale  of  control  of  that  company  by  J.  Henry 
Schroder  Banking  Corporation  and  Blyth  &  Company  to  Atlas  Corporation  on  January  9, 
1932  (Public  Examination,  American,  British  &  Continental  Corporation,  at  4777)  : 

Q.  Have  you  any  distinct  recollection  as  to  what  the  primary  reason  was  for  selling 

the  control     [of    American,    British    &    Continental     Corporation]     at    the     end    of 

1931  ♦     *     *? 

A.  I  have  no  knowledge  of  any  reason. 

Q.  Did  you  have  an  opinion? 

A.  I  might  make  a  guess. 

Q.  What  is  your  guess? 

A.  My  guess  is  that  the  banking  sponsors  were  tired  of  seeing  the  market  go  down. 

Q.  And  that  they  were  glad  to  get  rid  of  it,  perhaps  ? 

A.  Yes. 

Q.  Was  the  feeling  of  despondency  pretty  general,  that  the  situation  was  beyond 
rescue? 

A.  There  was  a  despondency  in  Wall  Street.     Let  us  put  it  that  way. 

*  Offers  to  purchase  control  were  even  advertised  in  newspapers.  For  example,  one 
advertisement  stated  {The  New  York  Times,  February  28,  1936,  p.  33)  : 

Wanted  *  *  *  the  Control  op  an  Investment  Trust  or  a  Commercial 
Financing  Company. 

One  of  our  clients,  a  large  investment  banking  firm,  is  interested  in  acquiring  the 
controlling  interest  in  an  established  licensed  investment  trust  of  management  type — 
or  a  commercial  financing  company,  etc.     *     *     *, 

Joseph  Meyer,  Jr.,  one  of  the  sponsors  and  managers  of  Oil  Shares,  Inc.,  the  control  of 
which  was,  as  will  be  indicated  later,  shifted  to  a  group  of  individuals  with  unfortunate 
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$3,109,594,000  of  closed-end  investment  companies  securities  (includ- 
ing investment-holding  companies)  issued  between  1929  and  1935.^  In 
many  cases,  mergers  and  consolidations  were  undoubtedly  dictated 
solely  by  the  necessity  for  further  economies  in  operation  and  manage- 
ment which  were  required  by  the  depression.  In  other  cases,  however, 
the  shifts  in  control  and  the  amalgamation  of  investment  companies 
were  inspired  by  motives  of  pecuniary  gain  to  the  vendors  of  control 
which  were  not  necessarily  consonant  with  the  interest  of  the  public 
investors. 

Companies  were  formed  after  the  crash  of  the  securities  markets  of 
October  1929  for  the  express  purpose  of  absorbing  other  investment 
companies.''    So  widespread  were  the  operations  of  those  seeking  con- 


consequences  to  its  stockholders,  testified  before  the  Commission  (Public  Examination,  Oils 
&  Industries,  Inc.,  at  14175-6)  : 

A.  There  were  so  many  things  going  on  during  that  period   [1929-1933]. 

Q.  Well,  what  things  were  going  onV 

A.  I  mean  lots  of  trades  and  a  lot  of  acquisitions  of  trusts ;  the  bigger  trusts  buying 
the  smaller  trusts  and  all  that. 

Q.  You  mean  there  came  a  period  of  American  financial  history  where  these  invest- 
ment trusts  were  being  sold  like  chattels;  isn't  that  so? 

A.  Well,  they  were  being  absorbed. 

Q.  They  were  just  being  sold  like  chattels  without  particular  consideration?  The 
inside  management  groups  were  just  transferring  their  control  to  other  interests.  We 
all  know  that  substantially  that  is  what  transpired.  That  is  all  through  that  era 
there. 

A.  Well,  I  don't  know  if  I  want  to  put  it  that  way.  All  I  will  say  is  that  the 
smaller  trusts  were  being  absorbed  by  the  larger  trusts.  We  all  know  tliat,  and  you 
know  how  it  is.  A  good  contact  man  *  *  *  might  come  in  and  try  to  sell  the 
Equitable  Buildmg,  although  he  has  no  right  to  sell  the  Equitable  Building,  and  all 
that  sort  of  thing  was  going  on. 

Q.  Everybody  was  ready  to  buy  and  ready  to  sell  investment  trusts? 

A.   In  those  periods  they  would  sell  you  anything  you  would  take. 

See  also  Part  Two  (House  Doc.  No.  70,  76th  Cong.),  Ch.  II,  Table  16,  for  the  number 
of  investment  trusts  and  investment  companies  organized  and  becoming  inactive  annually 
from  1927  to  1936. 

6  Part  Two  (House  Doc.  No.  70,  76th  Cong.),  Ch.  Ill,  Table  62. 

'  One  of  such  companies  was  The  Equity  Corporation,  whose  activities  will  be  described 
infra,  pp.  1039-52.  Another  of  such  companies  was  Yosemite  Holding  Corporation,  organ- 
ized in  Delaware  on  November  8,  1929,  under  the  sponsorship  of  Baker,  Simonds  &  Com- 
pany and  the  Fidelity  Trust  Company  of  Detroit.  (Public  Examination,  The  Equity  Cor- 
poration at  1367  and  Commission's  Exhibit  No.  188.)  During  the  management  of  the 
company  by  these  sponsors  it  negotiated  for  control  of  14  investment  companies — American 
Bankers  Investment  Company,  American  Shares,  Inc.,  Alexander  Hamilton  Shares  Corp., 
Atlantic  Midland  Corporation,  Atlantic  and  Pacific  International  Corporation,  Berner  Smith 
Company  of  Buffalo,  Chippewa  Share  Corporation,  Detroit  Bond  and  Share  Corporation, 
F.  L.  Andrews  Investment  Trust,  Iroquois  Share  Corporation,  New  Jersey  Bond  &  Share 
Trading  Corporation,  Genesee  National  Corporation,  Select  Investors,  Inc.  (id.,  at  1490-5)  — 
but  actually  absorbed  only  Union  Investors,  Inc.  (See  infra,  pp.  1296-1802.)  Con- 
trol of  Yosemite  Holding  Corporation  itself  was  acquired  in  1931  by  Wallace  Groves.  (See 
Ch.  II,  of  this  part  of  the  report,  pp.  181-227,  and  infra,  pp.  1034-7.)  Control  of  Yosemite 
Holding  Corporation  was  thereafter  acquired  in  1932  by  The  Equity  Corporation,  which 
eventually  absorbed  its  assets.  (See  the  Commission's  Report  on  the  Study  and  Investiga- 
tion of  the  Work,  Activities,  Personnel,  and  Functions  of  Protective  and  Reorganization 
Committees,  Part  VII,  p.  199.) 

Ralph  W.  Simonds,  a  partner  in  Baker,  Simonds  &  Company  and  a  director  and  vice 
president  of  Yosemite  Holding  Corporation  at  its  inception,  described  the  factors  which 
fostered  the  possibility  of  acquiring  and  amalgamating  investment  companies  after  1929,  as 
follows  (Public  Examination,  The  Equity  Corporation,  at  1363,  1365-6)  : 

A.  1=  *  *  The  crash  had  come  and  most  of  us  were  of  the  opinion  that  we  had 
seen  the  worst,  and  at  the  same  time  it  was  a  difficult  time  to  raise  money  for  a  trust 
or  holding  company.  It  was  a  difiicult  time  to  raise  money  through  the  sale  of  original 
capital,  and  the  idea  was  brought  to  me — I  can't  tell  exactly  where  it  came  from — 
that  it  was  an  excellent  time  to  form  a  holding  company  to  acquire  trusts,  and  through 
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trol  of  investment  companies  that  some  managements  adopted  measures 
to  strengthen  their  domination  of  the  policies  of  their  companies^ 

A.  Purposes  of  Acquisition  of  Control  of  Investment  Companies 

According  to  some  sponsors,  the  transfer  of  control  of  and  the 
merger  or  consolidation  of  investment  companies  in  many  cases  may- 
have  been  motivated  by  the  necessity  for  effectuating  reductions  in 
Operating  and  management  costs.®    In  numerous  other  cases,  however, 


the  leverage  feature  that  people  -who  would  buy  into  the  equity  would  profit  as  the 

depression  was  cured. 

«  *  *  *  *  ♦  * 

Q.  You  made  the  observation  that  it  came  back  to  you  that  this  was  a  propitious 
time  to  acquire  investment  trusts.     What  created  that  situation  ? 

A.  Just  what  do  you  mean  by  that  question?  Do  you  mean  what  created  it  in  my 
mind,  or  what  brought  about  the  actual  fact? 

Q.  What  brought  about  the  situation  that  made  it  easy  to  acquire  investment 
trusts  ? 

A.  It  wasn't  easy  *  *  *  trusts  were  available  and  a  good  many  of  them  had 
dissension  in  their  management  and  it  was  possible  to  work  out  deals  to  acquire  them, 
but  it  was  not  easy  at  all.     And  there  was  great  competition  to  acquire  them. 

Q.  In  connection  with  the  acquisition  of  these  leverage  trusts,  the  only  way  in  which 
a  trust  acquiring  another  trust  with  a  leverage  factor  could  hope  to  make  any  profit 
or  have  gain  was  at  the  expense  of  the  senior  security  holders  ;  isn't  that  so  ? 

A.  I  wouldn't  necessarily  say  that,  because  the  senior  security  holder  has  a  prefer- 
ence. He  takes  a  limited  return  on  his  capital  and  foregoes  profits  for  that  senior 
position  and  the  safety  factor,  so  I  wouldn't  say  it  was  at  his  expense. 

Q.  But  wasn't  the  technique  this  :  After  you,  the  investment  trust,  had  control  of 
the  voting  stock  of  a  leverage  trust,  the  technique  was  to  acquire  the  senior  securities 
at  less  than  their  liquidating  value.     *      *      * 

A.  Yes     *     *     *. 

The  character  of  many  of  the  "deals  worked  out"  with  the  managements  of  acquired 
investment  companies  will  be  described  infra,  pp.  1078-1357. 

'  Thus,  in  October  of  1931,  J.  &  W.  Seligman  &  Company,  the  sponsors  of  Tri-Continental 
Corporation,  an  Investment  company  possessing  or  managing  pursuant  to  contracts  with 
other  companies,  gross  assets  then  totaling  approximately  $100,000,000,  obtained,  with  the 
consent  of  the  corporation's  stockholders,  a  contract  to  manage  the  corporation  and  an 
amendment  to  the  corporation's  charter  providing  for  the  classification  of  directors  by 
period  of  tenure  of  office  and  permitting  the  election  of  various  directors  for  varying  terms 
in  excess  of  one  year.  (Reply  to  the  Commission's  questionnaire  for  Tri-Continental  Cor- 
poration, Pt.  IV,  Exhibit  IV,  17-G.)  The  purpose  of  these  moves  was  to  discourage  any 
attempt  by  others  to  secure  control  of  Tri-Continental  Corporation  by  the  purchase  in  the 
open  market  of  its  equity  securities.  On  this  point  Earle  Bailie,  the  chairman  of  the  board 
of  directors  of  Tri-Continental  Corporation  and  a  partner  in  J.  &  W.  Seligman  &  Company, 
testified   (Public  Examination,  Tri-Continental  Corporation,  at  18645-7)  : 

Q.  Why  was  the  first  management  contract  between  Tri-Continental  and  Seligman 
initiated  2  years  after  the  corporations  were  started?     That  was  in  1931,  wasn't  it? 

A.  Yes.  The  reason  was,  at  that  time,  as  you  will  remember  from  looking  at  tbe 
market  prices  of  the  securities  and  as  you  will  remember  from  the  general  market 
conditions,  investment  company  equity  securities  were  selling  at  very  low  prices,  and 
there  were  several  groups  of  capitalists  or  investors,  describe  them  as  you  will,  who 
were  busily  acquiring  the  equity  securities  of  investment  companies  in  order  to  take 
over  their  managements  and  in  order  to  build  up  other  companies.  With  the  interest 
we  had  in  Tri-Continental  because  of  our  sponsorship  and  with  the  feeling  of  responsi- 
bility we  had,  we  wished  to  ask  the  stockholders  whether  or  not  they  wanted  to  have 
a  definite  manngemput  contrnct  with  us  which  would  prevent  that  happening  to  Tri- 
Continental.  We  submitted  the  management  contract  and  it  was  approved. 
«  *  *  *  *  *  * 

Q.  It  [the  management  contract]  ran  until  1947,  when  it  was  to  be  terminated  by 
either  party  on  a  certain  amount  of  notice ;  is  that  correct  ? 

A.  Exactly. 

Q.  So  that  would  give  you  a  certain  amount  of  security  to  the  management, 
wouldn't  it? 

A.   Correct. 

Q.   Secondly,  you  arranged  to  put 

A.   (Interposing.)    We  classified  directors. 

Q.  The  staggering  of  directors  prevented  a  sudden  change ;  isn't  that  right  ? 

A.  Exactly. 

Q.  By  a  new  person  acquiring  the  stock  of  Tri-Continental  and  removing  all 
directors  ? 

A.  The  purpose  of  that  transaction  was  to  make  it  unattractive  to  the  person 
acquiring  it. 

^  This  motive  was,  according  to  the  testimony  of  Earle  Bailie,  chairman  of  the  board  of 
directors  of  Tri-Continental  Corporation,  the  underlying  factor  in  the  absorption  by  Tri- 
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motives  perhaps  less  compatible  with  the  interests  of  the  stockholders 
existed.  The  aggregate  market  values  of  shares  in  investment  com- 
panies following  the  close  of  1929  was  approximately  35%  less  than 
the  actual  value  of  the  assets  of  these  companies.  In  this  situa- 
tion a  profit  equivalent  to  the  difference  between  the  market  and 
asset  values  of  investment  company  shares  would  be  made  by  acquir- 
ing the  outstanding  shares  of  investment  companies  for  a  considera- 
tion equivalent  to  or  less  than  their  market  value.  Moreover,  the 
acquiring  corporation  could  pay  such  consideration  for  the  shares 
and  assets  of  an  acquired  company  not  in  currency  but  in  stock  cer- 
tificates printed  and  issued  by  the  acquiring  corporation.  By  the 
utilization  of  the  legal  processes  of  dissolution,  merger,  or  consolida- 
tion, the  purchasing  corporation  could  realize  the  actual  asset  value 
of  the  shares  acquired.^ 

Other  "objectives"  of  acquisition,  however,  could  be  obtained  by 
much  simpler  techniques.  Profits  could  be  made  by  persons  by  the 
simple  procedure  of  acquiring  control  of  several  investment  companies 
and  thereafter  selling  one  of  the  controlled  investment  companies  to 
another  at  a  profit.^"  Other  individuals,  also  attracted  by  the  essential 
liquidity  of  the  assets  of  investment  companies  and  the  virtual  absence 
or  ineffectiveness  of  any  legal  supervision  of  their  activities,^^   ac- 


Continental  Corporation  in  the  period  between  1929  and  1936  of  the  assets  of  Tri-Conti- 
nental  Allied  Co.,  Inc.,  Wedgwood  Investing  Corporation,  Investors  Equity  Company,  Inc., 
and  Graymur  Corporation,  and  in  its  acquisition  of  control  of  or  a  substantial  voting  influ- 
ence in  Selected  Industries.  Inc..  Broad  Street  Management  Corporation,  Capital  Adminis- 
tration Company.  Ltd.,  Broad  Street  Investing  Co.,  Inc.,  and  Blue  Ridge  Corporation.  All 
of  these  latter  companies  were  managed  by  Tri-Continental  Corporation  pursuant  to  the 
terms  of  management  contracts,  and  the  effect  of  the  acquisitions  was  to  lower  the  cost  of 
management  of  the  entire  group  of  assets  under  the  control  of  Tri-Continental  Corporation 
(Public  Examination,  Tri-Continental  Corporation,  at  18565,  1S583).  See  also  supple- 
mentary information  furnished  the  Commission  by  Tri-Continental  Corporation,  Item  XXIII, 
which  states  : 

The  present  Tri-Continental  Corporation  has  from  the  beginning  been  committed  to 
the  policy  of  maintaining  an  adequate  staff  for  administration  and  investment  re- 
search. *  *  *  rpjjg  rapidity  and  seriousness  of  the  decline  in  security  values  during 
that  period  [19.30-1931]  only  served  to  emphasize  the  necessity  for  adequate  research 
facilities.  At  the  same  time  the  shrinkage  in  value  of  assets  in  the  portfolio  made  the 
burden  of  carrying  a  large  and  competent  staff  increasingly  heavy.  The  management 
saw  the  opportunity  to  reduce  this  burden  and  to  make  possible  continuance  and  fur- 
ther development  of  the  research  staff  by  (a)  acquiring  additional  assets  so  that  the 
cost  of  management  might  be  spread  over  a  larger  base  and  (b)  by  selling  investment 
service  to  others. 

'The  expansion  and  growth  of  Atlas  Corporation  and  The  Equity  Corporation  are  illus- 
trative of  this  method  of  amalgamation  of  investment  companies.  These  corporations  and 
their  subsidiaries  alone  represented  ultimately  an  amalgamation  occurring  between  1929 
and  1936  of  approximately  44  investment  companies.     See  infra,  pp.  1039-72. 

In  Part  Two  (House  Doc.  No.  70,  76th  Cong.),  Ch.  Ill  pp.  209-11,  in  discussing  the 
amount  of  securities  issued  by  Atlas  Corporation  and  The  Equity  Corporation  in  connection 
with  their  acquisition  of  control  of  investment  companies,  it  was  said  : 

The  companies  in  the  Atlas  Corporation  and  The  Equity  Corporation  groups  issued 
securities  amounting  to  $529,000,000  for  exchanges  in  connection  with  acquisitions 
during  the  1927-1935  decade,  or  61%  of  the  total  value  of  all  securities  so  issued. 
The  value  of  securities  issued  by  all  closed-end  management  companies  proper  and 
investment-holding  companies  by  this  method  was  21%  of  the  total  value  of  all  secu- 
rities sold  and  exchanged  by  such  company  during  the  years  from  1927  to  1935.  The 
value  of  the  securities  so  exchanged  by  companies  in  the  Atlas  and  The  Equitv  Corpo- 
ration groups  was  over  34%  of  the  total  value  of  all  securities  sold  and  exchanged  by 
these  companies. 

i"This  essentially  was  the  procedure  adopted  by  both  Wallace  Groves  and  Donald  P. 
Kenyon,  whose  activities  in  the  amalgamation  of  investment  companies  have  already  been 
described  in  detail  in  Ch.  II  of  this  part  of  the  report,  pp.  227-308  and  pp.  309-50. 

"  See  Ch.  I  of  this  part  of  the  report,  pp.  1-31. 
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quired  control  of  such  companies  for  the  purpose  of  diverting  their 
assets  to  their  own  purpose.^^ 

Of  course,  the  incumbent  managements  of  investment  companies 
might  constitute  an  obstacle  to  the  acquisition  of  the  assets  or  shares 
of  their  investment  companies.  These  dominant  persons,  as  the  fidu- 
ciaries of  their  stockholders  ^^  who  had  already  suffered  large  losses 
under  their  managements,  might  have  refused  to  "sell  their  stock- 
holders down  the  river"  ^*  or  at  least  might  have  protected  the  rights 
of  the  public  investor  after  the  sale  of  control  to  others.  However, 
as  has  been  indicated,  existing  managements  were  desirous  of  severing 
their  connection  with  their  investment  companies.  Apparently,  for  a 
consideration,  some  of  these  managers  were  induced  to  forego  their 
fiduciary  duties  to  their  stockholders  and  either  to  cooperate  actively 
with  the  acquirer  in  the  effectuation  of  his  objectives  or  at  least  to 
refrain  from  opposing  those  activities  of  the  new  management  which 
would  result  in  loss  to  the  stockholders  of  the  acquired  company.  In 
practically  no  instance  of  disposition  of  control  did  the  retiring 
managements  insist  on  the  maintenance  of  the  existing  investment 
policies  of  their  companies  or  retain  a  membership  on  the  directorates 
of  the  companies  for  the  purpose  of  protecting  the  interest  of  public 
stockholders.^^  Usually,  only  a  cursory  investigation  of  the  integrity, 
responsibility,  and  ability  of  the  new  management  was  made  by  retir- 
ing managements  who  had  been  well  compensated  for  their  transfer  of 
control  and  management.^*^  Nor  did  the  retiring  managements  re- 
quire the  purchasers  of  their  shares  to  make  an  offer  to  purchase  the 
securities  of  minority  stockholders  on  terms  equal  to  those  accorded 
the  management. 

Moreover,  in  many  cases,  a  dissolution  of  the  investment  companies 
rather  than  a  shift  in  control  would  have  prevented  the  losses  which 
frequently  resulted  from  the  self-dealing  acts  of  the  new  controlling 
group.  Similarly,  in  many  cases  a  dissolution  rather  than  a  shift  in 
control  of  their  companies  would  have  resulted  in  the  stockholders 
receiving  as  the  distributive  portion  of  their  companies'  assets, 
amounts  which,  if  then  invested  in  the  securities  of  the  acquiring 


"  The  activities  of  the  organizers  of  Fiscal  Management  Co.,  Ltd.,  and  of  Northern  Fiscal 
Corporation,  which  will  be  briefly  described  infra,  pp.  1072-8,  are  illustrative  of  this  abuse. 
See  also  Ch.  II  of  this  part  of  the  report,  pp.  350-496. 

13  Many  sponsors  and  managers  of  investment  companies  conceded  that  their  sponsoring, 
their  managing  of  the  assets,  their  presence  on  the  directorates,  and  their  public  distribu- 
tion of  the  securities  of  investment  companies  created  a  "fiduciary"  relationship  between 
themselves  and  the  stockholders.  See  the  testimony  of  Robert  Schaffner  of  A.  G.  Becker  & 
Co.,  Inc.,  the  chairman  of  the  board  of  directors  of  National  Securities  Investment  Com- 
pany, infra,  pp.  1113-14 ;  Gerald  Beal,  of  J.  Henry  Schroder  Banking  Corporation,  the 
president  of  Continental  Securities  Corporation  (Public  Examination,  First  Income  Trading 
Corporation  et  al.,  at  421-5  and  431-3)  ;  and  C.  K.  Reynolds,  president  of  Reynolds  In- 
vesting Company,  Inc.  (id.  at  1151-4).  For  a  detailed  discussion  of  the  losses  suffered  by 
the  security  holders  of  Continental  Securities  Corporation  and  of  Reynolds  Investing  Com- 
pany, Inc.,  as  the  result  of  the  transfer  of  the  control  of  such  corporations  to  Fiscal 
Management  Company,  Ltd.  and  its  organizers,  see  infra,  pp.  1072-8,  and  Ch.  II  of  this 
part  of  the  report,  pp.  350-496. 

"  Public  Examination.  First  Income  Trading  Corporation  et  al..  at  417. 

^^  See  the  cases  discussed  infra,  pp.  1085-1357,  and  see  also  Ch.  II  of  this  part  of  the 
report,  pp.  350-496,  for  details  of  the  activities  of  the  Fiscal  Management  and  Northern 
Fiscal  groups,  and  the  same  chapter,  pp.  497-623.  which  relate  to  the  management  of 
General  Investment  Corporation  by  Ernest  B.  Warrlner. 

"  The  methods  adopted  to  secure  the  support  of  existing  managements  will  be  more  fully 
described  infra,  pp.  1085-1357. 
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corporation,  would  have  resulted  in  greater  gains  to  stockholders 
than  may  have  eventually  accrued  to  them  by  the  exchange  of  their 
shares  for  those  of  the  acquiring  corporation.  For  several  reasons, 
however,  the  alternative  of  dissolution  rather  than  a  shift  in  control 
to  another  corporation  or  individual  was  not  offered  to  the  stock- 
holders. First,  the  acquiring  individuals  made  it  more  pecuniarily 
attractive  for  sponsors  and  managers  to  shift  control  rather  than 
dissolve  the  companies.  Second,  preferred  stockliolders  in  leverage 
investment  companies,  because  of  their  companies'  capital  structures 
as  set  up  by  the  sponsors,  were  unable  to  realize  their  preference  in 
assets.  The  common  shares  of  leverage  investment  companies  usually 
possessed  no  asset  value  after  1929.  Sponsors  and  managers  who 
were  holders  of  large  blocks  of  these  common  stocks  and  therefore 
had  the  power  to  decide  upon  a  dissolution  of  the  investment  company 
would  have  received  nothing  in  the  event  of  a  dissolution.  The 
alternative  of  selling  their  common  stock,  worthless  in  asset  value 
but  valuable  as  controlling  the  corporate  assets  belonging  to  senior 
security  holders,  was  obviously  more  attractive.  Third,  the  associa- 
tion of  the  management  of  an  investment  company  with  an  invest- 
ment banking  or  brokerage  house  or  with  a  commercial  bank  weighed 
heavily  against  a  dissolution.  The  winding  up  of  an  investment 
company  sponsored  by  such  institutions  would  at  once  have  reflected 
upon  their  prestige  and  reputation.^^ 

Although  the  majority  of  amalgamations  of  investment  companies 
occurred  in  an  era  of  depressed  securities  prices,  the  methods  and 
techniques  for  acquiring  control  of  investment  companies  are  equally 
workable  at  any  time.^^ 


I'' Thus,  Samuel  TJngerleider,  whose  brokerage  firm,  Samuel  Ungerleider  &  Company, 
managed  and  controlled  the  Ungerleider  Financial  Corporation  before  its  acquisition  by 
Atlas  Corporation,  testified  before  the  Commission  (Public  Examinatioe,  Ungerleider  Finan- 
cial Corporation,  at  15003-4)  : 

Q.  Your  name  was  still  in  the  corporation? 

A.  Yes,  sir. 

Q.  That  was  a  matter  stUl  of  importance  to  you? 

A.  Yes. 

Q.  Did  you  give  any  thought  to  the  dissolution  of  the  investment  trust  at  that  time? 

A.  We  had  some  conversation  along  that  line. 

Q.  And  what  persuaded  you  not  to  do  it? 

A.  We  didn't  think  it  was  an  opportune  time.  We  had  hopes  there  would  be  an 
improvement  in  market  conditions  and  our  portfolio  would  increase,  and  we  were 
anxious  not  to  see  our  stockholders  lose  any  money. 

Q.  Of  course,  if  the  Ungerleider  Financial  Corporation  dissolved,  it  might  be  a 
sombre  reflection — I  mean  it  wouldn't  be  a  very  pleasant  thing  for  Ungerleider  & 
Co.  to  dissolve  their  investment  trust.  It  mieht  be  some  implication  that  they  had 
not  successfully  managed  the  Financial  Corporation  ;  isn't  that  so? 

A.  That  may  be.  It  is  natural  that  people  do  not  like  to  start  something  and 
wind  it  up  without  success. 

Q.  Of  course,  that  has  some  significance — it  might  indicate  some  of  the  possible 
disadvantages  of  the  association  (between  a  brokerage  house  and  an  investment  com- 
pany) of  such  character,  where  there  might  be  some  implication  where  a  certain 
course  of  conduct  is  followed.  The  fact  is,  June  30,  1930,  the  liquidating  value  was 
$49.52.  so  that  if  the  trust  were  liquidated  at  that  time,  the  stockholders  would 
almost  have  gotten  thoir  money  back;  isn't  that  so? 

A.   If  it  could  have  been  liquidated. 

Q.  In  this  particular  case,  there  were  no  complications  were  there,  because  the  invest- 
ment company  had  only  one  class  of  stock? 

A.  That  is  right. 

I'The  activities  of  Donald  P.  Kenyon  in  the  acquisition  of  control  of  investment  com- 
panies, which  are  discussed  in  Ch.  II  of  this  part  of  the  report,  pp.  309-349,  occurred  in 
1935  and  1936,  a  period  of  rising  securities  prices ;  and  the  activities  of  Fiscal  Management 
Company,  Ltd.,  Northern  Fiscal  Corporation,  and  their  organizers,  which  are  fully  described 
in  Ch.  II  of  this  part  of  the  report,  pp.  350-496,  and  are  briefly  discussed  infra,  pp.  1072- 
8,  occurred  in  1937  and  1938. 
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B.    Effects  on  Stockholders  of  Acquired   Companies 

The  succession  of  an  unscrupulous  management  to  control  of  an 
investment  company  was  almost  immediately  followed  by  a  course 
of  dealing-  between  the  new  management  and  the  company  which 
resulted  in  a  waste  and  conversion  of  the  corporate  assets  to  the 
advantage  and  profit  of  the  new  management  and  to  the  damage  and 
loss  of  the  public  stockholders  who  were  powerless  to  prevent  such 
activities.  In  many  cases,  the  public  investors  were  not  even  aware 
that  the  control  of  their  company  had  been  transferred.  In_  other 
cases  the  acquisition  of  control  of  an  investment  company  did  not 
have  for  its  purpose  the  waste  and  dissipation  of  the  corporate  assets 
but  represented  an  integral  procedural  step  in  a  process  of  voluntary 
reorganization  by  which  the  rights  and  privileges  and  the  participat- 
ing interest  of  tiie  acquired  company's  stockholders  in  the  assets  of 
their  company  were  to  be  substantially  modified.  Briefly,  this  latter 
procedure  of  acquisition  and  absorption  encompassed  the  following 
steps:  (a)  the  acquisition  from  the  sponsors  and  managers  of  control 
and  management  of  the  company  desired  in  a  transaction  alrnost 
invariably  not  fully  disclosed  to  the  stockholders  of  the  acquired 
company  prior  to  its  consummation;  ^^  (b)  the  purchase  of  the  shares 
of  the  investment  company  held  by  the  public  at  prices  less  than  the 
asset  value  of  such  shares;  (c)  the  acquisition  of  additional  shares 
held  by  the  public  by  means  of  exchange  offers  of  the  acquiring 
corporation's  securities  the  asset  value  of  which  was  less  than  the  asset 
value  of  the  securities  received.  Occasionally  control  of  the  investment 
company  was  also  acquired  by  means  of  an  exchange  offer  following 
a  prelirninary  agreement  by  the  acquirer  with  the  sponsors  and  man- 
agers of  the  acquired  company  which  assured  to  the  acquirer  the  aid 
of  these  individuals  in  inducing  acceptance  of  the  exchange  offers; 
(d)  ultimately,  the  acquiring  corporation  realized  its  asset  gains  by 
absorbing  the  assets  of  the  acquired  companies  b^^  dissolution  or 
consolidation.  Fundamentally,  therefore,  the  acquisition  of  their 
investment  companies  involved  an  immediate  further  loss  of  asset 
values  to  stockholders  of  acquired  companies. 

1.  UNDISCLOSED  SHIFTS  IN  MANAGEMENT  AND  INVEST- 
MENT POLICIES 

Control  of  investment  companies'  funds  was  shifted  to  new  man- 
agers without  the  consent  of  the  public  stockholders  and  in  many  cases 
without  their  prior  knowledge.  New  managements  often  unscrupu- 
lously wasted  the  assets  of  these  investment  companies  or  converted 
these  assets  to  their  own  benefit  with  attendant  losses  to  the  stock- 
holders. Apparently  the  incumbent  managements  completely  dis- 
regarded the  fact  that  the  public  may  have  invested  in  a  particular 
investment  company  on  the  basis  of  its  estimate  of  the  integrity,  re- 
sponsibility, and  investment  abilities  of  the  original  management  of 
such  companies. -°     Nevertheless,  without  the  prior  knowledge  or  con- 


i»The  necessity  for  the  acquisition  of  control  as  a  preliminary  step  in  the  reorganiza- 
tion process  will  be  described  infra,  pp.  1080-5. 

2»  Earle  Bailie,  the  chairman  of  the  board  of  directors  of  Tri-Continental  Corporation, 
indicated   that  a  transfer   of  management  without   previously   informing  the  stockholders 
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sent  of  the  stockholders,  shifts  in  the  management  personnel  and  in 
the  investment  policies  of  investment  companies  were  of  frequent 
occurrence.^^ 

In  fact,  frequently  associated  with  the  process  of  acquisition  and 
amalgamation  of  investment  companies  was  the  use  of  a  controlled 


of  the  personnel  of  the  new  management  and  its  investment  intentions  may  be  inequitable. 
He  testified   (Public  Examination,  Tri-Continental  Corporation,  at  18874-5)  : 

Q.  You  say,  "how  will  they  justify  to  the  stockholders  of  these  companies  this 
sell  'down  the  rirer'  by  a  governmental  body  which  does  not  consult  their  wishes 
and  doe^  not  guarantee  the  success  of  the  management  which  must  replace  the  present 
officers  and  directors  ?  "  I  am  interested  in  this  "selling  down  the  river."  We  have 
a  different  phrase  for  an  analogous  situation,  and  that  is  the  business  of  "trafficking" 
in  investment  trusts. 

A.  Yes ;  and  I  have  tried  to  cover  that  hy  saying  I  do  not  think  management  should 
be  able  to  be  transferred. 

Q.  There  is  no  reference  in  your  memorandum  [Mr.  Bailie's  recommendations  with 
reference  to  regulation  of  investment  companies]  to  shifts  in  control? 

A.  Then  linat  it  at  this  point.  I  puzzled  a  great  deal  over  the  practical  method 
of  working  out  what  I  am  going  to  say.  But  I  think  before  a  group  of  stockholders 
have  a  wholesale  shift  in  directors  or  management  that  they  should  be  consulted  in  a 
meeting  and  should  know  who  their  new  managers  are.  You  will  realize  that  comes 
under  one  of  my  suggestions  that  the  new  directors  and  their  affiliations  and  past 
connections  have  to  be  outlined  and  sent  out.  « 

Q.  I  think  you  concurred  in  the  idea  that  the  most  important  element,  of  course,  is 
management.     That  is  all  there  is. 

A.  Exactly.  When  a  man  buys  an  existing  management  he  certainly  ought  to  know 
who  the  new  management  is  and  should  be  consulted  before  it  goes  in. 

Recently  in  Oil  Shares,  Inc.  v.  KaJm,  94  F.  (2d)  751  (C.  C.  A.  3rd  1938),  the  court,  at  least 
inferentially,  suggested  that  the  control  of  an  investment  company  is  akin  to  a  power  in 
trust  for  the  benefit  of  the  company's  stockholders.  In  this  case  the  management,  without 
consulting  or  obtaining  the  prior  consent  of  the  stockholders,  had  transferred  control  of  an 
investment  company  to  an  unscrupulous  group  of  individuals  who  thereafter  converted  a 
substantial  portion  of  the  company's  assets  to  their  own  use.  (See  infra,  pp.  1293-6  for  a 
description  of  the  transfer  of  control  of  Oils  &  Industries,  Inc.,  and  Ch.  II  of  this  part  of  the 
report,  pp.  94^115,  for  a  detailed  discussion  of  Oils  &  Industries,  Inc.)  In  its  opinion  the 
court  said  : 

The  individual  members  of  the  old  board  are  not  before  us  and  we  have  no  thought 
of  criticising  them  unheard,  but  no  one  moie  than  they  now  realize  the  ser'ous  mis- 
take  they   made.     Reference   to   the   date    of   this   transaction   would   in   itself   soften 
criticism  of  what  any  board  of  directors  did  whose  corporation  was  in  dire  need  of 
funds  to  be  supplied  by  fresh  capital.     0\  ereagerness  to  get  the  money  would  blind 
them  to  the  need  of  looking  closely  into  the  source  of  its  supply.     Nonetheless  any 
hoard  which  did  what  this  board  did  would  be  taking  upon  itself  a  grave  rerponsibility. 
The  assets  of  t'leir  corporation  belonged  to  the  then  stockholders.     Wl^at  the  board  did 
was  to  turn  over  these  assets  to  the  control  of  a  new  board  without  asking  for  the  sanc- 
tion of  the  stockholders  to  whom  the  assets  belonged.     Nothing  would  excuse  them  for 
taking   this   responsibility    upon    themselves   ex  ept   to   have   what  was    dc  ne    turn    out 
well.     If  it  turned   out   otherwise,   as  here,   they  could  not  escape  deserved   criticism. 
Good  intentions  would  not  avail  them  as  a  defense. 
"  The  history  of  Interstate  Equities  Corporation  is  illustrative  of  the  rapidity  with  which 
shifts  in  the  management  of  investment  companies  occurred.     Interstate  Equities  Corpora- 
tion had  been  incorporated  in  1929  under  the  sponsorship  of  the  investment  banking  house 
of  Bancamerica  Blair  Corporation  (Public  Examination,  The  Equity  Corporation,  at  11  and 
Commission's  Exhibits  Nos.  1  and  2).     Edward  R.  Tinker  had  been  the  first  president  of  the 
company.     Under  the  management   of  Bancamerica   Blair   Corporation,    Interstate   Equities 
Corporation  had  invested  in  diversified  securities  and  had  participated  in  the  underwriting 
of   security   issues    (id.,   at   13).     In   1931    Wallace   Groves   acquired   control    of    Interstate 
Equities  Corporation  and  caused  it  to  trade  actively  in  portfolio  securities.      (See  Ch.  II, 
of  this  part  of  the  report,  pp.  181-226.)      In  December  1932  Interstate  Equities  Corporation 
became  a  subsidiary  of  The  Equity  Corporation,  then  controlled  by  Wallace  Groves.     In  May 
1933  David  Milton  became  president  of  The  Equ'ty  Corporation,  and,  as  will  be  indicated 
later,  the  investment  policy  of  Interstate  E'luities  Corporation  was  radically  altered.     Its 
funds  became  the  medium  of  further  expansion  by  The  Equity  Corporation  and  its  diversi- 
fied portfolio  of  securities  was  replaced  hy  large  holdings  in  a  few  insurance  and  invest- 
ment companies,  control  of  which  The  Equity  Corporation  was  desirous  of  acquiring.      (See 
infra,   pp.   1043-6.) 

The  reaction  of  stockholders  to  these  rapid  shifts  in  the  management  personnel  of  their 
company  may  he  depicted  in  a  letter  dated  July  10,  1933,  to  David  M.  Milton,  the  president 
of   The   Equity    Corporation,    by   a    stockholder    of   Interstate    Equities    Corporation.     The 
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company  to  acquire  securities  of  other  companies  eventually  to  be 
absorbed  by  the  controlling  corporation  or  individual.  To  accomplish 
this  end,  in  many  cases  the  acquired  companies,  while  under  the  man- 
agement of  the  acquiring  corporation,  without  the  prior  knowledge  or 
consent  of  the  stockholders  of  the  acquired  company,  liquidated  their 
portfolios  of  diversified  securities  and  concentrated  their  investments 
in  the  securities  of  other  investment  companies  eventually  assimilated 
by  the  controlling  corporation.^^ 

Thus,  following  the  undisclosed  shift  in  control  of  their  companies, 
minority  stockholders  often  found  themselves  interested  in  companies 
which  no  longer  invested  in  diversified  securities  but  which  were  asso- 
ciated with  the  acquiring  corporation  in  obtaining  control  of  other 
investment  companies.  Investment  companies  which  formerly  were 
not  operated  under  management  contracts,  now  were  administered 
under  management  contracts  by  the  terms  of  which  the  controlling 
corporation  received  annual  compensation  based  on  a  percentage  of 
the  assets  of  the  managed  company.^^  A  stockholder,  dissatisfied  with 
the  chang'e  in  policy,  had  no  alternative  but  to  sell  his  stock  in  the 
market  at  prices  less  than  their  actual  value  in  assets.  And  the 
acquiring  corporation,  in  the  then  condition  of  securities  markets,  was 
usually  the  only  market  bidder  for  his  shares.     As  such  sole  bidder,  the 


stockholder's   letter   states    (Public   Examination,    The   Equity    Corporation,    Commission's 
Exhibit  No.  1036)  : 

As  an  Interstate  stockholder,  I  have  been  Tinkerized  *  *  *  Then  we  were 
Groved     *     *      *     and  now  Milton  controlled     *     *     *. 

Our  Tinker  was  financially  heralded  in  the  "Who  Is  Who"  but  since  his  downfall 
*  *  *  we  know  not  in  what  experienced  or  inexperienced  hands  we  were  or  are  in. 
Why  not  be  frank  and  give  us  some  idea  of  what  you  hope  to  do  for  us  if  we  exchange 
our  securities. 

"  Examples  of  this  type  of  change  in  the  investment  policies  of  investment  companies 
appear  infra,  pp.  1043-6  and  1059-64.  The  acquisition  of  investment  companies  by  Hen- 
derson Brothers,  of  Boston,  is  illustrative  of  the  use  of  this  procedure  as  a  device  by  which 
control  of  large  aggregates  of  investment  company  assets  can  be  acquired  with  a  compara- 
tively insignificant  investment.  From  July  1  1934  to  March  1937  Henderson  Brothers,  who 
previously  had  been  engaged  primarily  in  the  retail  distribution  of  radios,  refrgerators,  and 
washing  machines,  acquired  control  of  six  investment  companies  by  the  purchase  from 
the  managements  of  such  companies  of  their  control  holdings  of  common  stocks  with  nega- 
tive asset  values.  The  investment  companies  so  acquired  were  Beacon  Participations,  Inc., 
Atlantic  Securities  Corporation  of  Boston,  Allied  International  Investing  Corporation, 
Standard  Investing  Corporation,  International  Equities  Corporation,  and  General  Invest- 
ment Corporation.  In  addition,  a  26%  interest  in  the  control  stock  of  Utility  Equities 
Corporation  was  also  acquired.  However,  control  of  these  companies  whose  total  assets 
approximated  $35,000,000  was  obtained  by  Henderson  Brothers  at  a  maximum  personal 
expenditure  of  approximately  $80,000.  Control  of  most  of  the  companies  was  acquired  by 
the  use  of  the  assets  of  previously  acquired  companies  to  purchase  control  of  additional 
companies.  On  the  other  hand,  stockholders  of  the  acquired  companies,  without  their 
prior  knowledge  and  consent,  had  become  investors  in  companies  whose  diversified  port- 
folio of  marketable  securities  had  been  substantially  liquidated  to  derive  funds  for  the  pur- 
chase of  large  blocks  of  the  negative  asset  value  equity  securities  of  other  investment  com- 
panes.      (Public  Examination,  General  Investment  Corporation,  at  15312,  et  seq.) 

23  Of  the  21  investment  companies  acquired  by  Atlas  Corporation  11  companies  (All 
American  General  Corporation,  Exide  Securities  Corporation,  Aviation  Securities  Corpora- 
tion, National  Securities  Investment  Co.,  Atlantic  Securities  Corporation,  Chain  Store 
Stocks,  Inc.,  General  Empire  Corporation,  American  Investors,  Inc.,  Shenandoah  Corp.,  Se- 
curities Allied  Corp.,  and  Blue  Ridge  Corporation)  had  never,  prior  to  their  acquisition  of 
their  control  by  Atlas  Corporation,  been  operated  under  management  contracts  providing 
for  cash  compensation  for  management  (excluding  expenses).  These  companies  com- 
pensated Atlas  Corporation  annually  at  the  rate  of  %  of  1%  of  the  value  of  their  assets. 
As  of  December  31,  1935,  a  total  of  $1,854,548.41  had  been  paid  by  these  and  other  invest- 
ment companies  as  management  fees  to  Atlas  Corporation.  (Public  Examination,  Atlas 
Corporation,  Commission's  Exhibit  No.  2001,  p.  3.) 
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acquiring  corporation  usually  fixed  a  market  price  less  than  the  liqui- 
dating value  of  the  security  but  greater  than  the  existing  market  prices 
of  comparable  securities."*  That  the  market  value  of  their  shares  was 
higher  than  the  market  values  of  comparable  securities  may  have  been 
an  inducement  to  stockholders  of  acquired  companies  to  sell  their 
shares. 

2.  INEQUITABLE  TECHNIQUES  IN  INDUCING  EX- 
CHANGES OF  SECURITIES  AND  ACCEPTANCE  OF 
MERGERS  AND  CONSOLIDATIONS 

Strong  pressures,  which  in  many  cases  they  were  powerless  to  resist, 
were  exerted  upon  stockliolders  to  accept  exchange  offers.  Sources 
of  independent,  unbiased  advice  on  the  merits  of  the  exchange  offers 
were  practically  foreclosed  to  stockholders  as  part  of  the  technique  of 
inducement  of  exchanges.  The  original  sponsors  and  managers  of  the 
companies,  in  whom  the  stockliolders  presumably  had  confidence,  were 
apparently  induced  by  special  treatment  or  other  undisclosed  pe- 
cuniary considerations,  to  recommend  and  solicit  exchanges.  In  addi- 
tion to  this  assistance  from  the  original  sponsors,  the  acquiring  com- 
panies also  used  the  services  of  a  large  number  of  security  dealers 
who  were  paid  on  a  commission  basis.  The  salesmen  employed  by 
these  dealers  were  supplied  with  stockliolders'  lists  to  enable  them  to 
solicit  investors  personally  to  make  exchanges.  Other  brokers,  deal- 
ers, and  commercial  banks,  whom  stockholders  might  consult  as  to  the 
merits  of  exchanges,  were  offered  commissions  to  recommend  ex- 
changes. The  exchange  offers  did  not  disclose  to  the  stockholders  the 
payment  of  such  commissions. 

Frequently,  written  offers  of  exchanges  distributed  to  the  stock- 
holders contained  misleading  financial  or  other  information  or  omitted 
to  include  material  facts  with  reference  to  the  exchanges.  And  with- 
out the  knowledge  of  exchanging  stockholders,  the  market  prices  of 
the  securities  which  were  the  subject  of  the  exchange  offers  were  some- 
times "stabilized"  during  the  pendency  of  the  exchange  offers. 

Moreover,  to  await  the  eventual  dissolution  or  consolidation  of  the 
investment  company,  as  an  alternative  to  acceptance  of  exchange 
offers,  might  be  disadvantageous  to  the  stockholder.  On  liquidation 
or  consolidation  the  assets  of  the  investment  company  might  consist 
largely  of  securities  of  as  yet  unabsorbed  investment  companies  con- 
trolled by  the  acquiring  corporation.  Such  securities  might  be  valued 
at  their  market  value  for  distributive  purposes  on  liquidation  or  in 
computing  the  appraisal  value  of  their  shares  in  the  case  of  a  con- 
solidation. Actually  such  securities  had  asset  values  greater  than 
their  market  values.  The  participation  in  the  ultimate  realization  of 
these  asset  values  by  the  stockholders  could  only  be  accomplished  with 
certainty  by  their  becoming  stockholders  of  the  controlling  cor- 
poration. 

Similar  tactics  were  utilized  to  induce  acceptance  of  the  terms  for 
mergers,  consolidations,  and  sales  of  all  the  assets  of  investment  com- 
panies to  other  companies.  In  many  cases,  as  a  result  of  previous 
purchases  and  exchange  offers,  the  controlling  corporations  held  the 

2*  See  infra,  pp.  1374-83. 
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number  of  the  shares  of  the  controlled  companies  required  by  state 
laws  for  the  approval  of  their  merger  or  consolidation  with  their 
parent  company  or  with  other  companies.  Furthermore,  in  the  face 
of  the  superior  financial  resources  of  the  management,  augmented  by 
its  ability  to  use  the  corporate  funds  to  aid  its  plans,  and  its  control 
over  the  stockholders'  lists  and  the  proxy  machinery,  individual  stock- 
holders normally  were  unable  to  resist  plans  for  mergers,  consolida- 
tions, or  sales  of  their  corporation's  assets  proposed  by  the  manage- 
ment. Legal  remedies,  where  available,  are  costly  and  usually  beyond 
the  means  of  the  average  stockholder.  The  privilege  sometimes  ac- 
corded by  state  laws  to  stockholders  dissenting  from  a  plan  of  merger 
and  consolidation  to  obtain  in  cash  an  appraised  value  of  their  secu- 
rities involves  also  an  expensive  and  technical  procedure.  The  exist- 
ence of  the  privilege  may  not  be  known  to  the  average  stockholder. 
Moreover,  in  many  states,  stockholders  are  denied  the  privilege  of 
obtaining  an  appraised  value  of  their  shares.  Some  states  which 
provide  for  an  appraisal  of  the  shares  of  stockholders  in  the  event  of 
an  amalgamation  of  the  assets  of  their  company  with  other  companies, 
may  restrict  the  exercise  of  this  appraisal  right  to  a  merger  or  con- 
solidation but  not  to  the  sale  of  the  entire  assets  of  a  corporation.-^ 
The  management  usually  has  the  sole  power  to  select  the  statutory 
procedure  to  be  used  to  effectuate  its  purpose. 

Acceptance  of  the  exchange  offers  or  the  terms  of  mergers  and 
consolidations  immediately  effected  a  change  and  modification  of  the 
previous  status  of  the  stockholder.  Usually  a  large  portion  of  the 
asset  value  of  his  shares  immediately  accrued  to  existing  stockholders 
of  the  controlling  company.  Stockholders  whose  companies'  invest- 
ment policies  had  been  limited  to  investment  in  diversified  securities 
became  stockholders  of  companies  then  principally  engaged  in  ac- 
quiring other  investment  companies  or  of  companies  with  a  policy  of 
investment  for  the  purpose  of  control  of  industrial  or  other  corpora- 
tions. Preferred  stockholders  in  acquired  companies  usually  became 
common  stockholders  of  the  acquiring  corporation,  or  received  pre- 
ferred stock  having  substantially  different  preferential  rights.  Divi- 
dend arrearages  on  their  stock  were  eliminated  as  the  result  of  the 
exchanges.  Stockholders  holding  common  stock  without  asset  value 
in  leverage  companies  usually  became  only  warrant  holders  of  the 
acquiring  corporation.  Stockholders  of  nonleverage  companies  be- 
came stockholders  in  companies  with  leverage  capital  structures. 
Stockholders  in  corporations  organized  under  so-called  "strict"  incor- 
poration laws  became  stockholders  of  corporations  incorporated  under 
the  "flexible"  incorporation  laws  of  Maryland  and  Delaware.  Certifi- 
cate holders  of  the  "Massachusetts"  type  of  investment  trust  became 
stockholders  of  corporate  investment  companies.  Stockholders  in 
open-end  investment  companies  became  stockholders  of  closed-end  in- 
vestment companies.^^ 


2"  See  infra,  pp.  1421-3,  and  the  Commission's  Report  on  the  Study  and  Investigation  of 
Work.  Activities,  Personnel,  and  Functions  of  Protective  and  Reorganization  Committees, 
Part  VII,  p.  5f)0,  et  seq. 

^  Tackson  &  Curtis  Investment  Associates,  an  "open-end"  investment  company,  was 
acquired  by  Atlas  Corporation,  a  closed-end  investment  company  (Public  Examination,  Atlas 
Corporation,  Commission's  Exhibit  No.  2001,  p.  101). 
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C.  Nonregulation  of  Shifts  in  Control,  Exchange  Offers, 
Mergers,  and  Consolidations 

Throughout  these  entire  processes  of  acquisition  and  reorganiza- 
tion and  their  attendant  readjustment  of  shareholders'  rights,  no 
independent  body  existed  with  authority  to  supervise,  regulate,  or 
pass  upon  the  fairness  of  changes  in  control,  exchange  offers,  mergers, 
consolidations,  and  sales  of  the  entire  assets  of  investment  compa- 
nies. The  shift  in  control  was  a  private  negotiation  between  the 
acquiring  corporation  or  individual  and  the  retiring  management 
or  sponsors  of  the  acquired  company.^" 


"A  controlling  stockholder  may  transfer  his  shares  to  others  at  will,  and  even  against 
the  wishes  of  the  minority  stockholders,  so  long  as  the  transfer  is  not  part  of  a  scheme  to 
defraud  minority  stockholders.  See  13  Fletcher,  Cyclopedia  of  Corporations,  §  5805  ;  Cf. 
Barnes  v.  Broicn,  80  N.  Y.  527  (1880).  However,  contracts  by  which  directors,  or  minority 
stockholders,  and  possihly  even  majority  stockholders  (Fermessy  v.  Boss,  5  App.  Div.  342, 
39  N.  Y.  Supp.  323  [1st  Dept.  1896]),  expressly  agree  as  an  incident  to  the  sale  of  their 
shares  or  otherwise,  to  transfer  the  offices  and  directorships  of  a  corporation  to  others, 
that  is,  to  "barter  away"  the  offices  of  the  companies  and  representation  on  their  boards  of 
directors,  are  illegal  as  against  public  policy.  Fennessy  v.  Ross,  90  Hun.  298.  35  N.  Y. 
Supp.  868  (Gen.  T.  1st  Dept.  1895)  ;  Cf.  MeClure  v.  Law,  161  N.  Y.  78,  55  N.  E.  388  (1899). 
Formerly  no  obligation  rested  upon  the  controlling  stockholder  to  reveal  to  the  minority 
stockholders  his  intent  to,  or  the  fact  of,  a  transfer  of  his  control  to  others.  However,  by 
Section  16  (a)  of  the  Securities  Exchange  Act  of  1934  the  beneficial  owners  of  more  than 
10%  of  any  class  of  the  equity  securities  of  corporations  which  are  registered  on  national 
securities  exchanges,  as  well  as  the  officers  and  directors  of  such  companies,  are  required  to 
report  any  changes  in  the  ownership  of  their  holdings  of  such  equity  securities  to  this  Com- 
mission and  to  the  exchange  on  which  the  securities  are  listed  within  10  days  after  any 
change  in  ownership  occurs.  These  changes  in  ownership  are  published  monthly  by  the 
Commission.  However,  a  disclosure  of  the  price  paid  to  these  individuals  for  any  of  their 
equity  securities  is  not  required  by  the  section,  a  fact  which  is  clearly  of  importance  to  other 
stockholders  who  thereafter  may  be  solicited  by  the  purchaser  of  the  controlling  block  of 
securities  to  exchange  or  sell  their  shares  to  him  at  a  price  less  than  that  paid  for  the 
controlling  block  of  shares.  See  infra,  pp.  1092-1357  and  note  72,  p.  1093.  Furthermore, 
the  provisions  of  Section  16  (a)  of  the  Act  do  not  apply  to  the  transfer  of  beneficial  own- 
ership of  securities  which  are  not  listed  on  national  securities  exchanges.  The  great 
majority  of  existing  investment  companies  do  not  have  securities  listed  on  natonal  securi- 
ties exchanges.  See  Part  Two  (House  Doc.  No.  70,  76th  Cong.),  Ch.  IV,  Table  86,  of  this 
report.  Finally,  Section  16  (a)  does  not  apply  to  a  transfer  of  control  which  is  based  not 
on  stock  ownership  but  on  other  devices,  such  as  management  contracts. 

Where  the  controlling  stockholder  has  an  actual  majority  of  the  voting  stock,  the  minority 
stockholders  will  ordinarily  be  powerless  to  dislodge  the  management  to  whom  the  shares 
have  been  transferred.  However,  actual  control  of  an  investment  company  may  exist  where 
the  controlling  group  holds  less  than  a  majority  of  the  voting  stock,  or  even  hoMs  none  of 
the  stock  but  exercises  control  by  means  of  a  management  contract  or  other  control  device. 
See  Part  Two  (House  Doc.  No.  70,  76th  Cong.),  Ch.  V,  pp.  361-459.  In  these  cases  actual 
control  is  maintained  by  the  management's  domination  of  the  proxy  machinery.  Of  course, 
in  these  situations  the  actual  majority  stockholders,  who  are  usually  widely  dispersed 
geographically  and  are  normally  the  individual  owners  of  only  small  blocks  of  stock  (ibid.), 
have  the  theoretical  power  at  an  annual  or  special  meeting  to  depose  a  new  board  of 
directors  to  whom  control  has  been  transferred  after  the  preceding  stockholders'  meeting. 
Nevertheless,  the  existing  directors  of  a  corporation  have  the  power  under  the  general 
incorporation  laws  of  most  states  (see,  e.  g.,  Del.  Rev.  Code  (1935),  c.  65,  §  30)  in  the 
interim  between  stockholders'  meetings  to  turn  over  their  management  to  others  by  merely 
electing  the  new  management  as  their  successors  and  resigning.  By  the  date  of  the  next 
annual  or  special  stockholders'  meeting  to  elect  directors  the  new  management  may  have  con- 
verted to  its  own  use,  or  otherwise  wasted,  a  substantial  portion  of  the  company's  assets. 
Compare  the  cases  described  infra,  pp.  1092-1357,  particularly  Oils  &  Industries,  Inc., 
Insuranshares  Corporation  of  Delaware,  and  the  companies  acquired  by  the  Fiscal  Manage- 
ment group  and  Northern  Fiscal  group.  Significantly,  state  laws  with  reference  to  other 
financial  institutions,  such  as  banks,  restrict  the  power  of  the  boards  of  directors  to  fill 
vacancies  caused  by  the  resignation  of  one  or  more  of  their  number  during  the  interim 
between  stockholders'  meetings.     For  example,  the  New  York  Banking  law  provides  that 
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Such  shifts  in  control  were  usually  advantageous  to  the  retiring 
managers.  Consequently,  minority  stockholders  of  these  companies 
were  represented  in  the  shift  of  control  to  the  acquiring  individual 
only  by  sponsors  and  managers  who  may  have  been  pecuniarily  inter- 
ested in  aiding,  or  at  least  not  opposing,  the  objectives  of  the  acquir- 
ing corporation  or  individual.-^ 


bank  directors  may  replace  only  one-third  of  their  number  during  the  interim  between  stock- 
holders' meetings  and  further  provides  that  the  state  banking  superintendent  must  he 
informed  of  the  resignation  of  a  director  within  10  days  after  it  occurs,  together  with  the 
name  and  occupation  of  the  director  elected  by  the  board  to  replace  the  retiring  director 
(Consolidated  Laws  of  New  York  (Cahill,  1930),  Ch.  3,  §§  126,  127). 

28  When  examined  upon  the  obligation  owed  by  the  acquiring  corporation  to  the  stock- 
holders of  the  company  to  be  acquired,  Mr.  Odium,  the  president  of  the  Atlas  Corporation, 
a  company  which  to  a  substantial  degree  engaged  in  a  policy  of  acquisition  of  other  invest- 
ment companies,  testified   (Public  Examination,  Atlas  Corporation,  at  17750,  et  seq.)  : 

Q.  Throughout  your  entire  acquisition  campaign  did  you  feel  that  you,  who  were 
contemplating  acquiring  control  of  the  situation,  owed  any  duty  to  the  stockholders 
of  the  investment  trusts  whose  stock  you  were  seeking  to  acquire  V 

A.  Yes. 

Q.  What  did  you  conceive  your  obligation  to  be  under  those  circumstances? 

A.  My  obligation  after  I  came  into  a  dominant  position  in  their  company  was  an 
obligation  to  make  a  fair  trade. 

Q.  What  did  you  conceive  your  obligation,  if  any,  to  be  to  the  stockholders  before 
you  came  into  control  of  the  company? 

A.  I  had  no  obligation  to  them. 

Q.  Is  that  predicated  upon  the  assumption  that  you  were  dealing  at  arm's-length 
with  these  people? 

A.   At  that  moment  or  up  to  that  moment  I  was. 

Q.  I  know  that  this  may  be  a  diflBcult  question  to  answer,  Mr.  Odium,  but  at  what 
point  of  time  would  you  say  that  you  felt  that  this  obligation  was  Imposed  upon  you? 

A.  When  I  took  over  the  management  of  the  companies. 

Q.  Would  you  say  that  it  accrued  to  you  after  you  acquired  the  initial  block  of  stock 
from  the  Insiders  or  the  sponsors,  even  though  it  did  not  constitute  a  majority  of  the 
outstanding  stock? 

A.  If  I  owned  a  block  of  stock  that  was  in  no  way  a  dominating  or  controlling 
block  and  had  nothing  to  do  with  the  management,  I  would  have  no  more  duty  to 
them  than  every  one  has  the  duty  to  his  fellowmen  to  try  and  do  the  right  thing  under 
the  circumstances,  just  as  you  and  I  have  a  duty  to  each  other  right  at  this  minute. 

Q.  When  you  say  "take  over  the  management,"  you  mean  "went  on  the  board  of 
directors"? 

A.  If  we  went  on  the  board  of  directors,  that  very  fact  would  carry  with  it  some 
responsibility.  You  can't  answer  this  thing  by  any  definite  line  of  demarcation,  but 
everything  that  you  do  carries  with  it  some  degree  of  responsibility.  Our  responsi- 
bility, if  I  became  a  director  of  the  company,  I  had  a  responsibility  as  a  director. 
From  a  standpoint  of  Atlas,  it  certainly  had  a  responsibility  from  the  time  It  either 
dominated  or  took  over  the  control  of  the  management,  particularly  from  the  latter 
date. 

Q.  Then  I  suppose  that  the  converse  of  that  situation  is  correct,  and  it  may  not  be 
the  precise  converse,  but  up  to  the  time  that  you  went  on  the  board  of  directors  and 
took  over  control,  the  obligation  of  the  sponsors  or  prior  management  persisted  up  to 
that   point,   is   that  correct? 

A.  Well,  it  is  hard  to  answer  that,  in  that  way.  Certainly  the  prior  sponsors  had 
a  certain  obligation  in  the  situation,  depending  upon  the  circumstances  and  facts 
surrounding  that  at  the  time,  and  I  don't  believe  that  you  can  make  a  general  rule 
on  that. 

Q.  It  seems  to  me,  at  least  that  after  you  had  acquired  a  block  of  stock,  a  block  of 
the  controlling  interest,  from  the  insiders  or  sponsors  or  managers,  no  matter  how 
you  want  to  designate  them,  *  *  *  who  was  there  looking  after  the  other  stock- 
holders of  the  other  corporations? 

A.  The  board  of  directors. 

Q.  But  it  was  usual  in  each  one  of  the  acquisition  cases,  and  I  think  it  was  the 
invariable  rule,  and  you  can  check  that  when  we  take  the  specific  cases,  that  the  indi- 
viduals whom  you  just  characterized  as  the  board  of  directors  were  the  very  individuals 
with  whom  you  had  made  the  initial  transaction  where  vou  acquired  a  holding  in  the 
corporation;  isnt's  that  so?  ■*  *  *  They  had  gotten  what  they  considered  the  fair 
price  or  the  adequate  price  for  their  holdings,  so  that  they  had  no  pecuniary  interest 
witli  respect  to  the  future  conduct  of  the  investment  trust  to  be  acquired.  Now.  you 
were  doing  your  job  for  your  stockholders,  and  these  individuals  had  done  their  job 
for  themselves,  but  what  body  was  there  which  was  competent  or  comparable  or  suf- 
ficiently familiar  with  the  situation  to  look  after  the  inarticulate  and  impotent 
minorities? 

A.  Well,  every  company  has  a  board  of  directors  at  any  specific  time,  and  that  board 
of  directors  at  that  specific  time  is  the  elected  body  by  the  stockholders  to  direct 
and  supervise  the  affairs  of  the  company.  How  far  they  must  divide  their  attention 
between  saying,  "I  am  looking  after  the  company  as  a  whole,"  and  saying,  "I  am  looking 
after  or  I  am  here  to  look  after  a  particular  group  of  my  stockholders  as  against  any 
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Once  having  obtained  control  of  an  investment  company,  the  "fair- 
ness of  the  trade"  -^  which  the  acquiring  corporation  was  willing  to 
make  with  the  minority  stockholders  of  the  company  to  be  acquired 
was  entirely  in  the  power  of  the  acquiring  corporation.  The  con- 
trolling group  was  in  a  position  to  determine  both  the  price  it  was 
willing  to  pay  for  the  securities  of  the  acquired  companies  and  the 
terms  of  the  exchange  offers  to  be  made  to  their  securityholders. 
By  fixing  the  market  price  slightly  in  excess  of  the  market  price  of 
comparable  securities,  it  would  induce  sales  of  the  acquired  com- 
panies' securities  to  itself.  The  controlling  company  became  sub- 
stantially the  only  bidder  for  the  securities.  If  its  bidding  caused  a 
rise  in  the  value  of  the  securities,  it  would  withdraw  its  bids  until 
the  market  price  had  receded  to  the  desired  level.  Of  course,  the 
stockholders  had  the  privilege  of  refusing  to  accept  the  offers,  and 
in  the  case  of  a  merger  or  consolidation,  of  exercising  an  appraisal 
right,  if  granted  to  him  by  statute  and  if  the  existence  of  the  right 
was  known  to  him. 

In  the  following  section  the  history,  activities,  and  techniques  of 
the  more  active  acquirers  of  investment  companies  will  be  described. 
Succeeding  sections  will  discuss,  specifically,  the  methods  by  which 
control  of  investment  companies  and  the  support  or  acquiescence 
of  the  existing  management  to  the  plans  of  the  acquirer  were  ob- 
tained, the  techniques  and  strategies  devised  to  induce  acceptance  of 
exchange  offers,  and  the  control  by  the  management  of  the  absorp- 
tion processes  of  dissolution,  merger,  and  consolidation. 

II.  HISTORY  AND  ACTIVITIES  OF  MAJOR  ACQUIRERS 

The  history  of  the  acquisition  activities  of  Wallace  Groves,  The 
Equity  Corporation,  Atlas  Corporation,  and  the  organizers  of  Fiscal 
Management  Company,  Ltd.,  depicts  graphically  the  consequences  to 
the  stockholders  of  companies  in  which  they  achieved  a  dominant 
interest.  Although  others  were  engaged  in  similar  activities,  the 
methods  and  techniques  used  by  these  individuals  and  corporations 
will  furnish  the  bulk  of  the  material  which  forms  the  subject  matter 
of  this  chapter. 

A.  Wallace  Groves 

The  pyramiding  by  Wallace  Groves  of  a  group  of  investment  com- 
panies— Yosemite  Holding  Corporation,  Chain  &  General  Equities, 
Inc.,   and   Interstate   Equities   Corporation — has    already    been    de- 


other  group  of  my  stockholders,"  I  wouldn't  undertake  to  say  in  general  terms.  I 
think  that  it  depends  upon  specific  facts. 

Q.  Let  us  be  candid  about  this,  Mr.  Odium.  When  these  arrangements  were  made — 
we  will  take  them  up  individually— they  were  made  under  such  terms  and  conditions 
which,  shall  I  say  *  *  *  were  certainly  not  unfavorable  to  these  individuals; 
isn't  that  so? 

A.  I  think  you  are  not  talking  about  boards  of  directors  ;  I  think  that  you  are  talking 
about  somebody  else. 

Q.  We  are  talking  about  the  individuals  who  either  had  the  controlling  blocks  as 
managers  or  who  were  the  sponsors,  but  the  dominant  personalities  in  the  picture  any- 
way ;  isn't  that  so? 

A.  Yi  s  ;  if  you  will  follow  through  the  approaches  and  the  negotiations  that  we  had. 
I  think  that  you  will  find  that  in  very  few  cases  did  we  deal  with  the  board  of 
directors,  or  did  they  have  anything  to  do  with  the  negotiations ;  there  might  have 
been  a  man  on  the  board  who  had  some  stock,  hut  it  certainly  wasn't  the  negotiations 
in  tbe  average  case  with  directors.  I  doubt  if  in  many  cases"  the  directors  even  knew 
about  the  negotiations  until  it  was  closed,  and  some  I  know  didn't. 

28  See  testimony  of  Mr.  Odium,  op.  cit,  supra,  note  28. 
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scribed  in  detail  elsewhere  in  this  report .^  At  this  point,  however, 
the  profits  made  by  Mr.  Groves  in  the  process  of  amalgamating  these 
investment  companies  and  the  concomitant  losses  suffered  by  the 
stockholders  as  a  result  of  the  passage  of  control  of  their  corporations 
to  Mr.  Groves  will  be  briefly  discussed. 

In  September  1931,  when  Mr.  Groves  contracted  to  acquire  con- 
trol of  these  three  hitherto  independent  investment  companies,  their 
aggregate  assets  totaled  approximately  $12,000,000.  The  major  por- 
tion of  these  assets  consisted  largely  of  diversified,  readily  market- 
able securities  of  industrial  companies.  All  three  investment  com- 
panies had  capital  structures  consisting  of  preferred  and  common 
stocks.  But  the  total  assets  of  the  companies  were  at  most  sufficient 
to  cover  the  liquidating  value  of  their  outstanding  preferred  stocks 
so  that  their  common  stocks  possessed  little  or  no  asset  value.  These 
common  stocks,  in  fact,  had  only  a  nominal  market  value.  Never- 
theless, Mr.  Groves  agreed  to  purchase  a  controlling  block  of  the 
common  stock  of  each  of  these  companies. 

From  Bancamerica-Blair  Corporation,  the  sponsors  and  managers 
of  Interstate  Equities  Corporation  and  Hunter  Marston,  a  director 
of  Interstate  Equities  Corporation,  Mr.  Groves  purchased  642,517 
shares  of  the  common  stock  of  Interstate  Equities  Corporation,^  Mr. 
Groves  apparently  did  not  have  the  funds  necessary  to  pay  for  this 
block  of  stock.  In  order  to  complete  the  transaction  he  borrowed 
the  necessary  funds  from  Franklin  Plan  Corporation,  an  industrial 
banking  corporation  controlled  by  his  brother,  George  Groves.^  The 
total  purchase  price  of  $963,755.50  paid  by  Mr.  Groves  was  $687,493.19 
above  the  asset  value  of  these  shares.*  Bancamerica-Blair  Corpora- 
tion and  Hunter  Marston  thus  terminated  their  relationship  with 
Interstate  Equities  Corporation  on  these  favorable  terms.  Minority 
common  stockholders  were  not  given  an  opportunity  to  dispose  of 
their  shares  to  equal  advantage.  In  fact,  neither  the  minority  com- 
mon stockholders  nor  the  preferred  stockholders  (who  were  the  real 
"owners"  of  the  assets  of  the  corporation)  were  informed  of  the  shift 
in  the  management  of  their  corporation  until  after  the  event. 

The  common  stock  of  Interstate  Equities  Corporation  acquired  by 
Mr.  Groves,  although  it  had  only  a  nominal  asset  value,  represented 
working  control  of  the  corporation  which  was  immediately  useful 
to  Mr.  Groves.  He  had,  in  the  meantime,  become  obligated  to  pur- 
chase approximately  467,938  shares  of  the  common  stock  of  Chain  & 
General  Equities,  Inc.,  or  72%  of  the  total  outstanding  voting  power, 


^  For  a  detailed  discussion  of  the  activities  of  Wallace  Groves  in  acquiring  control  of 
investment  companies,  see  Ch.  II  of  this  part  of  the  report,  pp.  181-226. 

2  Public  Examination,  The  Equity  Corporation,  at  81,  and  Commission's  Exhibit  No.  10, 
pars.  1  and  2.  Mr.  Groves  agreed  to  make  a  down  payment  of  $150,000  on  a  block  of 
542,517  shares  of  common  stock  of  Interstate  Equities  Corporation,  purchased  at  $1.50 
a  share  and  to  pay  the  balance  In  installments  on  October  2,  5  and  8,  1931  (ibid.,  id.,  at  86-7 
and  Commission's  Exhibit  No.  94). 

3  Public  Examination,  The  Equity  Corporation,  at  297,  and  Commission's  Exhibit  No.  34, 
pars.  1,  2,  3,  11. 

*  According  to  the  company's  own  figures,  the  Interstate  Equities  Corporation  common 
stock  had  a  net  asset  value  of  i3t  per  share  as  of  November  13,  1931.  The  642.517  shares 
which  Mr.  Groves  was  purchasing  possessed  an  aggregate  net  asset  value  of  $276,282.31. 
On  this  basis,  therefore,  Mr.  Groves  was  paying  a  premium  of  $687,493.19  over  asset  value, 
or  a  premium  of  249%   (id.,  Commission's  Exhibits  Nos.  16,  17). 
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for  a  total  price  of  $935,876.^  Mr.  Groves  was  apparently  without 
personal  funds  with  which  to  complete  this  purchase.  Interstate 
Equities  Corporation  which  he  controlled  loaned  to  him  the  money 
needed  to  complete  his  purchase  of  control  of  Chain  &  General 
Equities,  Inc.''  The  approximately  one  million  dollars  loaned  to  Mr. 
Groves  by  Interstate  Equities  Corporation  was  secured  only  by  the 
stock  of  Chain  &  General  Equities,  Inc.,  which  had  an  asset  value 
of  only  39^  per  share  '^  and  had  an  aggregate  market  value  of  approxi- 
mately one-half  of  the  amount  of  the  loan.^  Interstate  Equities  Cor- 
poration had  borrowed  the  funds  it  had  loaned  to  Mr.  Groves  from  a 
bank  and  had  secured  such  loan  by  the  pledge  of  "blue  chip"  securities 
in  its  portfolio.'' 

iSIr.  Groves  immediately  placed  his  own  nominees  upon  the  board 
of  directors  of  Chain  &  General  Equities,  Inc.^°    Despite  the  fact 


s  Op.  cit.  supra,  note  1.  The  agi'eement  between  Mr.  Groves  and  the  investment  com- 
pany (i.  e.,  Chain  &  General  Equities,  Inc.)  dated  September  23,  1931,  provided  that  the 
authorized  number  of  shares  of  common  stock  of  the  company  was  to  be  increased  and  that 
470,400  of  such  shares  were  to  he  offered  to  the  company's  stockholders  at  $2  per  share 
(op.  cit.  supra,  note  3,  Commission's  Exhibit  No.  8,  par.  7).  Mr.  Groves  undertook  to 
purchase  on  November  4,  1931,  at  this  price  all  unsubscribed  shares  plus  any  additional 
shares  necessary  to  give  him  51%  of  the  total  outstanding  voting  power  (id.,  Commis- 
sion's Exhibit  No.  8,  par.  8).  Only  2,462  shares  of  the  new  issue  of  common  stock  were 
taken  down  by  the  Chain  &  General  Equities,  Inc.,  stockholders,  and  Mr.  Groves  was 
therefore  able  to  purchase  467,938  shares  for  a  total  price  of  $935,876. 

"  Op.  cit.  supra,  note  3,  at  118.  On  the  morning  of  November  4,  1931,  Interstate  Equi- 
ties Corporation  agreed  to  purchase  from  Mr.  Groves  469,698  shares  of  Chain  &  General 
Equities,  Inc.,  common  stock  at  $2.00  per  share  for  a  total  of  $939,396.  This  was  the 
identical  block  of  Chain  &  General  Equities,  Inc.,  stock  which  Mr.  Groves  was  obligated 
to  buy  from  Chain  &  General  Equities,  Inc.  (id..  Commission's  Exhibits  Nos.  8,  11).  De. 
livery  to  Interstate  Equities  Corporation  was  made  at  15  Exchange  Place,  Jersey  City, 
New  Jersey,  at  11  a.  m.,  the  exact  time  and  place  at  which  he  was  to  pick  up  the  block  of 
Chain  &  General  Equities,  Inc.,  common  stock  from  Chain  &  General  Equities,  Inc.  Mr. 
Groves  agreed  to  repurchase  from  Interstate  Equities  Corporation  these  shares  of  Chain 
&  General  Equities,  Inc.  stock  within  10  days  for  $940,479.92  (id..  Commission's  Exhibit 
No.  11).  Although  this  transaction  took  the  form  of  a  purchase  and  repurchase  agree- 
ment, in  effect  Interstate  Equities  Corporation  was  making  a  loan  to  Mr.  Groves  with 
the  Chain  &  General  Equities,  Inc.,  stock  as  collateral  (id.,  at  118). 

■^  The  common  stock  of  Chain  &  General  Equities,  Inc.,  had  no  asset  value,  and  the 
25,533  outstanding  shares  of  the  company's  $100  par  value  preferred  stock  were  "under 
water"  to  the  extent  of  $22.53  per  share  plus  accrued  dividends  of  slightly  more  than 
$4.58  per  share  or  a  total  of  $692,249.20,  as  of  September  30,  1931.  Therefore,  $692,- 
249.20  of  the  $935,876  which  Mr.  Groves  agreed  to  pay  into  the  treasury  of  Chain  & 
General  Equities,  Inc.,  would  have  to  he  allocated  to  the  preferred  stock  before  the  com- 
mon stock  would  possess  any  asset  value  (id.,  Commission's  Exhibit  No.  9).  The  balance 
of  $243,626.80  allocable  to  the  627,000  shares  of  common  stock  which  would  be  outstanding 
after  Mr.  Groves  met  his  commitment  would  give  the  common  stock  an  asset  value  of 
approxiately  390  per  share  (id.,  at  75-7  and  Commission's  Exhibit  No.  9). 

8  Id.,  Commission's  Exhibit  No.  8,  par.  19.  The  over-the-counter  market  prices  for  the 
month-ends  of  October  and  November  1931,  respectively,  were : 

Bid  Ask 

October $1  $is/ 

November I14  2 

Bank  and  Quotation  Record,  November  6,  1931,  p.  82  ;  December  4,  1931,  p.  82. 

8  Op.  cit.  supra,  note  3,  at  95  and  Commission's  Exhibit  No.  13. 

1"  These  persons  included  Wallace  Groves  himself,  Paul  H.  Byer,  Walter  S.  Mack,  Jr.,  and 
Frederick  Fisher  (id..  Commission's  Exhibit  No.  9  ;  and  derived  from  supplementary  infor- 
mation supplied  the  Commission  by  The  Equity  Corporation).  These  persons  were  placed  on 
the  board  of  directors  of  Chain  &  General  Equities,  Inc.  even  before  Mr.  Groves  had  advanced 
any  money  on  the  contract.  Subsequently,  6  other  directors  (Clifford  B.  Ewart,  Wilfred  S. 
Robinson,  Ernest  B.  Warriner,  Waverly  Rogerson,  William  A.  Brophy,  and  Samuel  C. 
Taylor),  who  were  nominees  of  Wallace  Groves,  were  elected  to  the  board  of  directors  of 
this  investment  company. 
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that  the  passage  of  control  of  Chain  &  General  Equities,  Inc.,  to  Mr. 
Groves  had  been  conditioned  upon  an  agreement  on  the  part  of  Mr. 
Groves  to  maintain  the  corporation  as  a  diversified  investment  trust,^^ 
Mr.  Groves,  with  the  approval  of  his  own  board  of  directors  immedi- 
ately "unloaded"  ^^  upon  Chain  &  General  Equities,  Inc.,  all  of  his 
holdings  (642,517  shares)  of  the  common  stock  of  Interstate  Equities 
Corporation.  Mr.  Groves  was  paid  $1,325,034  for  the  Interstate 
Equities  Corporation  shares  by  Chain  &  General  Equities,  Inc.,  or 
$2.06  a  share  for  stock  which  had  cost  him  $1.50  a  share.  On  the 
transaction  Mr.  Groves  realized  a  net  profit  of  $271,069.72.^'' 

Chain  &  General  Equities,  Inc.,  thus  acquired  a  controlling  block 
of  the  common  stock  of  Interstate  Equities  Corporation  at  a  cost  which 
was  the  equivalent  of  45%  of  its  then  total  assets.^*  The  common 
stock  of  Interstate  Equities  Corporation  had,  as  has  been  stated,  lit- 
tle or  no  asset  value  ^^  and  had  a  market  value  of  approximately  $650,- 
000.^®  In  other  words,  the  shares  were  purchased  by  Chain  &  General 
Equities,  Inc.,  at  a  price  equivalent  to  approximately  twice  their 
market  value. 

The  funds  obtained  by  Mr.  Groves  by  his  sale  of  the  common  stock  of 
Interstate  Equities  Corporation  to  Chain  &  General  Equities,  Inc.,  en- 
abled him  to  meet  certain  personal  loans  which  he  had  incurred  in  con- 
nection with  his  acquisition  of  control  of  these  investment  companies.^^ 
Mr.  Groves  was  also  enabled  by  this  sale  to  meet  his  contractual  obliga- 
tion to  purchase  from  Yosemite  Holding  Corporation  a  controlling 
block  of  its  common  stock.^^  Ultimately,  Mr.  Groves  acquired  327,532 
shares  of  the  common  stock  of  Yosemite  Holding  Corporation  at  a 


"  Op.  cit.  supra,  note  3,  Commission's  Exhibit  No.  8,  par.  19. 

« Id.,  Commission's  Exhibit  No.  12. 

"The  block  of  stock  of  Interstate  Equities  Corporation  liad  cost  Mr.  Groves  $963,775.50, 
together  with  fees,  commissions,  and  expenses  aggregating  $90,188.78.  (Derived  from  sup- 
plementary information  supplied  the  Commission  for  The  Equity  Corporation.)  In  dis- 
cussing the  effect  of  this  transaction  in  Ch.  II  of  this  part  of  the  report,  pp.  181-226,  it  is 
stated  : 

The  net  effect  of  these  transactions  was  that  almost  simultaneously  vrith  the  pay- 
ment by  Wfillace  Groves  of  approximately  $936  000  (funds  v?hich  he  "borrowed"  from 
Interstate  Equities  Corporation)  to  Chain  &  General  Equities.  Inc..  for  the  block  of 
Chain  &  General  Equities,  Inc..  stock  (the  block  which  had  been  "hypothecated"  by 
Mr.  Groves  as  collateral  for  the  loan  to  him  from  Interstate  Equities  Corporation),  Mr. 
Groves  sold  to  Chain  &  General  Equities,  Inc..  his  block  of  Interstate  Equities  Cor- 
poration stock  for  $1,325,034.  As  a  consequence,  Mr.  Groves  almost  immediately  re- 
ceived back  from  Chain  &  General  Equities,  Inc.,  not  only  the  aproximately  $936  000 
in  cash  that  he  had  paid  that  company  but  approxiniately  $400,000  in  cash  in 
addition. 

"  Op.  cit.  supra,  note  3,  at  99-100  and  Commission's  Exhibits  Nos.  8  and  9. 

« According  to  the  figures  of  Interstate  Equities  Corporation,  the  common  stock  had  a 
net  asset  value  of  4St,  so  that  this  block  of  642,517  shares  of  the  company  had  an  asset 
value  of  $276,282.31  (id..  Commission's  Exhibits  Nos.  16,  17).  However,  an  independent 
audit  by  Bayer  &  Clauson,  certified  public  accountants,  as  of  October  20,  1931,  stated  that 
tlie  asset  value  of  the  Interstate  Equities  Corporation  common  stock  was  minus  110  per 
share  (id.,  Commission's  Exhibit  No.  18). 

"The  market  value  of  the  common  stock  of  Interstate  Equities  Corporation  at  this  time 
was  high,  1%  ;  low,  %  ;  last,  %. 

"  For  a  detailed  discussion  of  the  personal  loans  made  by  Mr.  Groves  in  this  connection, 
see  Ch.  II  of  this  part  of  the  report,  pp.  181-226. 

"On  October  7,  1931,  Wallace  Groves  had  agreed  to  purchase  directly  from  Yosemite 
Holding  Corporation  282,500  shares  of  its  authorized  but  unissued  common  stock  at  $1  per 
share  for  a  total  of  $282,500  (op.  cit.  supra,  note  3,  Commission's  Exhibit  No.  28,  par  2). 
The  agreement  required  an  immediate  payment  of  $5,000  and  the  payment  of  the  balance 
on  November  2,  1931  (id..  Commission's  Exhibit  No.  28,  par.  3),  when  the  directors  and 
ofl5cers  of  Yosemite  Holding  Corporation  and  at  least  a  majority  of  the  directors  of  its 
subsidiary  investment  company,  Joint  Investors,  Inc.,  were  to  resign  and  the  nominees  of  Mr. 
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cost  of  approximately  $400,000.^^  Following  this  acquisition  of  con- 
trol of  Yosemite  Holding  Corporation,  Mr.  Groves  caused  his  nomi- 
nees upon  the  board  of  directors  of  that  corporation  ^°  to  ratify  sales 
by  him  to  Yosemite  Holding  Corporation  of  the  Chain  &  General 
Equities.  Inc.,  common  stock  which  secured  the  loan  to  him  made  by 
Interstate  Equities  Corporation.^^  Eventually  Yosemite  Holding 
Corporation  acquired  from  or  through  Wallace  Groves  a  total  of  320,- 
907  shares  of  the  common  stock  of  Chain  &  General  Equities,  Inc.,  at 
a  cost  of  approximately  $765,000.^-  In  order  to  provide  Yosemite 
Holding  Corporation  with  some  of  the  funds  to  effect  these  purchases 
from  Mr.  Groves,  Granger  Trading  Corporation's  assets  were  acquired 
by  Yosemite  Holding  Corporation  in  a  transaction  which  will  be  re- 


Groves  were  to  be  elected  to  the  vacancies  created  (Id.,  Commission's  Exhibit  No.  28,  par.  1 
(g)  and  par.  2).  Although  the  amount  of  stock  to  be  purchased  by  Mr.  Groves  directly 
from  Yosemite  Holding  Corporation  constituted  only  43%  of  Yosemite  Holding  Corpora- 
tion's voting  stock,  it  was  sufficient  to  give  him  working  control  of  the  company  (id.,  Com- 
mission's Exhibits  Nos.  28,  par.  1  (a),  and  185).  This  was  particularly  so  in  view  of  the 
fact  that  Joint  Investor's.  Inc.,  controlled  by  Yosemite  Holding  Corporation,  in  turn  held 
50,000  shares  of  Yosemite  Holding  Corporation  common  stock  or  over  7%  of  the  voting 
power  of  this  company.  (Yosemite  Holding  Corporation  held  20,000  shares  of  the  Class  A 
stock  and  20.000  shares  of  the  Class  B  stock  of  Joint  Investors,  Inc.,  representing  41%  of 
the  voting  power  of  Joint  Investors,  Inc.  [id.,  at  738  and  Commission's  Exhibits  Nos.  28,  par. 
1  (b),  and  208  ;  Moody's  Manual  of  Investments,  Banks,  etc.,  1932,  p.  2212].)  On  the  same 
day,  October  7,  1931,  Mr.  Groves  had  agreed  to  purchase  from  Baker,  Simonds  and  Company, 
one  of  the  sponsors  of  Yosemite  Holding  Corporation,  254,394  warrants  to  subscribe  to 
Yosemite  Holding  Corporation  common  stock  at  20<f  per  warrant  for  an  aggregate  of 
$50,878.80  (op.  cit.,  supra,  note  3,  at  242-5).  Payment  for  these  warrants,  which  were 
valueless,  was  not  to  be  made  until  November  5,  1931.  (Since  the  Yosemite  Holding  Cor- 
poration common  stock  had  an  asset  value  at  the  time  of  17^  per  share,  the  warrants  were 
valueless  [id..  Commission's  Exhibits  Nos.  28  and  125].) 

"  Mr.  Groves'  original  commitment  was  to  purchase  282,500  shares  from  Yosemite  Hold- 
ing Corporation  for  a  total  of  $282,500.  On  November  6,  1931,  he  acquired  an  additional 
10,000  shares  for  $10,000  and  by  December  2,  1932,  he  had  acquired  an  additional  35,032 
shares  in  the  market  and  from  the  company  itself.  (Derived  from  supplementary  informa- 
tion supplied  the  Commission  for  Yosemite  Holding  Corporation ;  and  op.  cit.  supra,  note  3, 
at  253.) 

20  Mr.  Groves  caused  the  resignation  of  8  directors  of  the  14  members  of  the  board,  and 
their  vacancies  were  filled  by  Wallace  Groves.  Clifford  B.  Ewart,  Wilfred  S.  Robinson, 
Ernest  B.  Warriner,  William  A.  Brophy.  Samuel  C.  Taylor,  Albert  A.  Sommerwerck,  and 
Franklin  W.  Ryan.  (Derived  from  supplementary  information  supplied  the  Commission 
for  Yosemite  Holding  Corporation.)  All  of  these  men  with  the  exception  of  Messrs. 
Sommerwerck  and  Ryan  had  been  elected  directors  of  Chain  &  General  Equities,  Inc.,  the 
day  before  (op.  cit.  supra,  note  10). 

21  On  November  11,  1931,  the  new  board  of  directors  of  Yosemite  Holding  Corporation 
approved  a  contract  between  Yosemite  Holding  Corporation  and  Mr.  Groves  whereby  the  in- 
vestment company  was  to  purchase  231,158  shares  of  the  common  stock  of  Chain  &  General 
Equities,  Inc.,  or  about  half  of  Mr.  Groves'  obligation  to  Interstate  Equities  Corporation  to 
repurchase  the  467,938  shares  of  Chain  &  General  common  stock  at  $2.38  per  share,  for  a 
total  of  $550,000  (op.  cit.  supra,  note  3,  Commissioner's  Exhibit  No.  32).  In  addition, 
Yosemite  Holding  Corporation  (or  Joint  Investors,  Inc.,  its  controlled  company)  was  granted 
an  option  on  an  additional  125,000  shares  of  the  common  stock  of  Chain  &  General  Equities, 
Inc..  exercisable  at  the  same  price  until  February  1,  1932  (ibid.). 

"Yosemite  Holding  Corporation  was  caused  to  purchase  89,749  shares  of  Chain  &  Gen- 
eral Equities,  Inc.  common  stock,  at  $2.40  per  share,  from  Franklin  Plan  Corporation  (id.. 
Commission's  Exhibit  No.  33)  to  which  company,  in  the  meantime,  Wallace  Groves  had 
caused  the  sale  of  236,780  shares  of  the  common  stock  of  Chain  &  General  Equities,  Inc. 
at  $2.40  per  share  with  an  agreement  that  Wallace  Groves  would  repurchase  these  shares 
of  stock  at  cost  within  90  days  (id.,  at  268,  271,  789,  and  Commission's  Exhibits  Nos.  19  and 
33).  On  the  sale  of  the  Chain  &  General  Equities,  Inc.,  stock  to  Yosemite  Holding 
Corporation  and  Franklin  Plan  Corporation,  Mr.  Groves  made  a  gross  profit  of  $182,396,  that 
is,  $87,684  on  stock  sold  to  Yosemite  Holding  Corporation  and  $94,712  on  stock  sold  to 
Vr.inklin  Plan  Corporation  (id.,  at  267  and  Commission's  Exhibits  Nos.  8,  11,  13). 
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lated  in  more  detail  later  in  this  chapter.-^  On  these  sales  by  Mr. 
Groves  of  Chain  &  General  Equities,  Inc.,  stock  to  Yosemite  Holding 
Corporation,  Mr.  Groves  realized  profits  of  approximately  $88,000.^* 

However,  Yosemite  Holding  Corporation,  in  order  to  complete  these 
purchases  of  Chain  &  General  Equities,  Inc.,  common  stock,  was  re- 
quired to  liquidate  in  excess  of  80%  of  its  portfolio  of  diversified 
securities.^^  In  one  day,  securities  which  had  cost  Yosemite  Holding 
Corporation  and  Union  Investors,  Inc.,  another  controlled  subsid- 
iary ,^6  $508,750.59  were  liquidated  for  proceeds  of  $321,138.10,  or  at  a 
loss  to  the  stockholders  of  $187,612.49.^^  In  place  of  its  former  port- 
folio of  diversified  marketable  securities,  the  greater  part  of  Yosemite 
Holding  Corporation's  assets  were  represented  by  its  holdings  of 
Chain  &  General  Equities,  Inc.,  common  stock  -*  which  had  virtually 
no  asset  value  ^^  and  had  a  quoted  market  value  equivalent  to  approxi- 
mately one-half  of  the  cost  of  the  stock  to  Yosemite  Holding  Corpo- 
ration.^° 

At  the  conclusion  of  Mr.  Groves'  transactions  with  these  corpora- 
tions, he  personally  owned  327,532  shares  of  the  common  stock  of 
Yosemite  Holding  Corporation,  acquired  at  a  cost  to  him  of  $400,- 
000.^^  Yosemite  Holding  Corporation  controlled  Chain  &  General 
Equities,  Inc.,  which  in  turn  controlled  Interstate  Equities  Corpora- 
tion. In  creating  this  system  of  companies  under  his  control,  Mr. 
Groves,  as  a  result  of  his  self-dealing  with  these  companies,  had 
derived  a  profit  of  $450,000.  Thus,  in  effect,  the  net  cost  to  Mr. 
Groves  of  the  acquisition  of  control  of  Yosemite  Holding  Corpora- 
tion, carrying  with  it  control  of  Chain  &  General  Equities,  Inc.,  and 
Interstate  Equities  Corporation,  was  nominal,  but,  as  a  result 
thereof,  Mr.  Groves  had  placed  himself  in  absolute  control  of  ap- 
proximately $12,000,000  of  assets.^^     In  reality  these  assets  were  allo- 

23  See  infra,  pp.  1302-3  and  1480-5. 

^  See  note  1,  supra. 

=^5  Op.  cit.  supra,  note  3,  at  791-7. 

^  Id.,  Commission's  Exhibit  No.  28.  Union  Investors,  Inc.,  was  a  wholly-owned  sub- 
sidiary investment  company  of  Yosemite  Holding  Corporation  and  was  later  merged  with 
Yosemite  Holding  Corporation    (id.,  at  799). 

"  Id.,  at  798-800  and  Commission's  Exhibit  No.  106.  Securities  costing  Yosemite  Holding 
Corporation  $269,011.85  had  been  sold  for  $150,023.15,  a  loss  of  $118,988.70.  Securities 
costing  Union  Investors,  Inc.,  $239,738.74  had  been  sold  for  $171,114.95,  a  loss  of 
$68,623.79  (Ibid.). 

28  When  questioned  on  this  phase  of  his  dealings  with  Yosemite  Holding  Corporation,  Mr. 
Groves  testified   (id.,  at  796-7)  : 

Q.  Now,  isn't  it  a  fact  that  *  *  *  "they"  [the  board  of  directors  of  Yosemite 
Holding  Corporation]  sold  every  single  security  that  they  had  in  the  portfolio  except 
the  Joint  Investors  stock  that  they  owned  and  the  Chain  &  General  stock  that  they 
owned  in  order  for  them  to  raise  the  cash  to  buy  from  you  the  Chain  &  General 
stock? 

A.  They  sold  the  greater  portion  of  them. 

Q.  *  *  *  Didn't  "they"  clean  out  the  portfolio  to  buy  the  Chain  &  General  stock 
from  you? 

A.  I  told  you  they  sold  a  good  deal  of  it,  or  most    all  of  it.     I  don't  know  about  it. 

Q.  So  that  on  December  31,  1931,  they  only  had  Joint  Investors  stock  and  Chain 
&  General  stock,    every  share  of  which  came  from  you,  itsn't  that  so,  Mr.  Groves? 

A.  Yes. 

'^  See  note  7,  supra. 

*«  See  note  8,  supra,  for  market  quotations  of  common  stock  of  Chain  &  General  Equities, 
Inc. 

31  See  Ch.  II  of  this  part  of  the  report  Appendix  B,  p.  781-2, 

22  Net  assets  of  Interstate  Equities  Corporation  were  $8,636,431.40  (op.  cit.  supra,  note  3, 
Commission's  Exhibit  No.  18).  Net  assets  of  Chain  &  General  Equities,  Inc.,  were  $1,978,- 
077.09  (id..  Commission's  Exhibit  No,  9).  Net  assets  of  Yosemite  Holding  Corporation, 
were  $1,057,677.65  (id..  Commission's  Exhibits  Nos.  28,  31).  Net  assets  of  Granger  Trading 
Corporation  were  $199,112.68  (id.,  Commission's  Exhibit  No.  108). 
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cable  only  to  preferred  stockholders  of  these  companies  since  the 
total  assets  of  the  companies  were  less  in  amonnt  than  the  liquidating 
value  of  their  outstanding  preferred  stocks.^" 

In  December  1932,  Mr.  Groves  was  instrumental  in  the  creation  of 
The  Equity  Corporation. ^^  In  exchange  for  his  controlling  holdings 
of  Yosemite  Holding  Corporation  common  stock  (which,  as  has  been 
related,  also  represented  control  of  Chain  &  General  Equities,  Inc., 
and  of  Interstate  Equities  Corporation),  Mr.  Groves  acquired  a  con- 
trolling block,  or  1,150,000  shares  of  the  common  stock  of  The  Equity 
Corporation. 2^  In  May  of  1933,  Mr.  Groves  sold  his  holdings  of  The 
Equity  Corporation  common  stock  to  David  Milton  and  his  asso- 
ciates for  $1,050,000,^''  the  entire  amount  of  which  represented  a 
profit  to  Mr.  Groves. 

In  contrast  to  Mr.  Groves'  profits  as  the  result  of  his  self-dealing 
with  the  assets  of  these  companies,  the  preferred  stockholders  of 
these  companies  suffered  severe  losses.  Yosemite  Holding  Corpora- 
tion, prior  to  the  shift  in  its  control  to  Mr.  Groves,  had  net  assets 
of  $313,960,^^  and  possessed  a  portfolio  of  diversified  securities  hav- 
ing a  market  value  of  $400,000,  equivalent  to  about  95%  of  the  com- 
pany's gross  assets  which  at  this  time  were  $425,736.29.^^  The  assets 
of  the  company  were  sufficient  to  pay  each  holder  of  preferred  stock 
the  $51  per  share  to  which  such  share  was,  by  the  company's  charter, 
entitled  to  receive  in  the  event  of  its  liquidation.^^  At  the  conclu- 
sion of  Mr.  Groves'  stewardship  of  the  corporation,  almost  all  of  the 
company's  assets  had  been  frozen  into  its  holdings  of  the  common 
stock  of  Chain  &  General  Equities,  Inc.,  which  it  had  acquired  from 
Mr.  Groves.*''  As  at  December  31,  1933,  the  net  assets  of  Yosemite 
Holding  Corporation  had  declined  to  only  $3,138.60,  evaluating  its 
investment  in   Chain   &  General   Equities,  Inc.,   at  its  liquidating 


33  See  supra. 

'*The  Equity  Corporation  was  organized  on  December  7,  1932,  by  Mr.  Groves  and  Chase 
Donaldson  under  the  laws  of  Delaware  as  an  investment  company  of  the  general  manage- 
ment type  (op.  cit.  supra,  note  3,  Commission's  Exhibit  No.  33).  Mr.  Donaldson  and  his 
associates,  including  Herbert  R.  Anderson,  W.  F.  Best,  R.  S.  Elliot,  Jr.,  Alfred  M.  Elsesser, 
Kenneth  S.  Gaston,  and  Eliot  Sharp  (Public  Examination,  Allied  General  Corporation,  at 
5296;  op.  cit.  supra,  note  3,  Commission's  Exhibits  Nos.  495  and  496),  at  this  time  con- 
trolled Allied  General  Corporation,  a  company  then  engaged  primarily  in  the  distribution  of 
securities  (op.  cit.  supra,  note  3,  at  7830,  7848,  7852).  Wallace  Groves  at  this  time  con- 
trolled Yosemite  Holding  Corporation  through  a  personal  holding  company,  Compania  Mon- 
tana  (Public  Examination,  Phoenix  Securities  Corporation,  at  6036-40). 

=5  On  December  9,  1932,  two  days  after  the  organization  of  The  Equity  Corporation,  Mr. 
Groves  and  Mr.  Donaldson  and  his  associates  turned  into  the  new  corporation  their  control 
holdings  of  Yosemite  Holding  Corporation  and  Allied  General  Corporation,  respectively,  in 
return  for  1,650,000  shares  of  The  Equity  Corporation  common  stock:  In  addition,  $50,000 
in  cash  was  supplied  The  Equity  Corporation  in  return  for  50,000  shares  of  The  Equity 
Corporation  common  stock.  Out  of  the  1,700,000  shares  thus  issued,  constituting  all  of 
The  Equity  Corporation's  then  outstanding  stock,  Mr.  Groves  received  1,150,000  shares  for 
his  control  holdings  of  Yosemite  Holding  Corporation  stock  and  Chase  Donaldson  and  his 
associates  received  500.000  shares  for  the  Allied  General  Corporation  holdings  and  50,000 
shares  for  the  cash.     See  Ch.  II  of  this  part  of  the  report,  pp.  181-226. 

3°  Op.  cit.  supra,  note  3,  Commission's  Exhibit  No.  837. 

3"  Id.,  at  1367  and  Commission's  Exhibits  Nos.  28,  37. 

=8  Id.,  Commission's  Exhibits  Nos.  28,  185. 

39  There  were  outstanding  4,822  shares  of  preferred  stock  (id.  Commission's  Exhibit  No. 
31).  The  outstanding  common  stock  of  Yosemite  Holding  Corporation  at  this  time  had  an 
asset  value  of  approximately  17  cents  per  share  (ibid). 

*»  See  supra,  pp.  1035-6. 
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value.*^  The  company  virtually  had  no  portfolio  of  marketable 
securities  and  the  asset  value  of  its  outstanding  preferred  stock  had 
declined  to  43  cents  a  share.^- 

Similar  losses  were  suffered  by  the  preferred  stockholders  of  Chain 
&  General  Equities,  Inc.  As  a  result  of  the  purchase  by  Chain  &  Gen- 
eral Equities,  Inc.,  of  Mr.  Groves'  holdings  of  the  common  stock  of 
Interstate  Equities  Corporation,  the  liquidity  of  Chain  &  General 
Equities,  Inc.'s,  assets  had  virtually  disappeared.  As  at  September  30,, 
1931,  the  company  had  net  assets  (at  market  or  estimated  fair  value) 
of  $1,978,077.09,  of  which  $1,917,547.99,  or  97%,  was  invested  in  a, 
diversified  list  of  marketable  securities.*^  As  at  June  30,  1933,  how- 
ever, the  net  assets  of  Chain  &  General  Equities,  Inc.,  had  clecreasedl 
to  $1,272,942.20,  of  which  only  $511,858.13,  or  40%,  were  invested  ini 
diversified  securities,**  Over  60%  of  the  company's  assets  were  in- 
vested in  the  common  stock  of  Interstate  Equities  Corporation,  which 
had  an  asset  value  of  $494,827,  but  which  had  originally  cost  Chain  & 
General  Equities,  Inc.,  $1,690,986.22.*^  This  shift  in  the  investment 
policy  of  Chain  &  General  Equities,  Inc.,  was  accompanied  by  a  de- 
cline in  the  asset  value  of  the  outstanding  preferred  stock  of  the  com- 
pany. As  at  September  30,  1931,  the  preferred  stock  with  a  par  value 
of  $100  per  share  had  a  net  asset  value  of  $77.47  per  share  before  the 
deduction  of  accrued  and  unpaid  dividends  of  $4.58  per  share.***  By 
June  30,  1933,  the  asset  value  of  the  preferred  stock  of  Chain  &  Gen- 
eral Equities,  Inc.,  had  shrunk  to  $69  a  share  *^  before  the  deduction 
of  unpaid  accrued  dividends  of  $13,871/2  per  share. 

Even  this  asset  value  was  never  realized  by  the  bulk  of  the  preferred 
stockholders  of  Chain  &  General  Equities,  Inc.    The  Equity  Corpora- 


^  Op.  cit.  supra,  note  3,  Commission's  Exhibit  No.  843  and  derived  from  supplementary 
information  supplied  the  Commission  for  The  Equity  Corporation. 

*2  Ibid.  A  letter  written  on  July  27,  1932,  by  Edward  R.  Tinker,  the  first  president  of 
Interstate  Equities  Corporation,  to  Wallace  Groves  states  with  reference  to  the  practice  of 
using  the  assets  of  acquired  investment  companies  to  purchase  controlling  blocks  of  the 
negative  asset  value  common  stocks  of  other  investment  companies  at  prices  in  excess  of 
the  market  value  of  such  stocks  (Public  Examination,  Interstate  Equities  Corporation, 
Commission's  Exhibit  No.  24)  : 

*  *  *  The  premium  that  is  being  paid  for  control  of  investment  trusts  today  is 
based  on  the  same  theory  as  the  man  who  in  a  panic  pays  a  premium  for  gold  with  the 
return  to  normalcy,  this  premium  will  rapidly  disappear.  Therefore  from  any  view- 
point it  is  a  transitory  condition  and  is  not  the  viewpoint  upon  which  one  should  base 
the  operation  of  an  investment  trust,  and  this  is  particularly  so  inasmuch  as  in  the 
operation  of  this  premium  for  control  theory  a  minority  or  preferred  stock  interest 
receives  in  practice  no  benefit  of  the  premium. 

In  my  own  Judgment,  it  is  only  a  question  of  time  when  any  policy  which  might 
imply  the  handling  of  preferred  stockholders'  and  minority  stockholders'  funds,  based 
on  the  above-mentioned  theory  of  premium  for  control,  will  be  exposed  to  the  merciless 
criticism  of  public  investigation     *     *     *. 

*5  Op.  cit.  supra,  note  3,  Commission's  Exhibit  No.  9. 

^  Id.,  Commission's  Exhibit  No.  235-L.  In  the  valuation  of  total  assets,  investments  in 
securities  were  taken  at  market  or  estimated  fair  value.  The  investments  in  the  common 
and  preferred  stocks  of  Interstate  Equities  Corporation  were  taken  at  asset  value,  $494,827. 
During  the  period  from  October  1,  1931,  through  June  30,  1933,  there  was  returned  to 
Chain  &  General  Equities,  Inc.,  preferred  stockholders  $172,432.25  by  the  repurchase  of 
7,083  shares  of  Chain  &  General  Equities,  Inc.,  preferred  stock,  which  had  originally  been 
issued  for  $708,300    (id.,  Commission's  Exhibits  Nos.  9,  19,  235-K,  235-L,  843). 

«  Id.,  Commission's  Exhibit  No.  235-L. 

<«  Id.,  Commission's  Exhibit  No.  9. 

^Id.,  Commission's  Exhibits  Nos.  843,  235-L.  In  making  this  computation.  Chain  & 
General  Equities,  Inc.'s  holdings  of  the  preferred  and  common  stock  of  Interstate  Equities 
Corporation  were  figured  at  liquidating  value  (ibid.). 
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tion,  which  acquired  control  of  the  company  in  December  of  1932, 
almost  immediately  entered  upon  a  campaign  to  acquire  the  preferred 
stock  of  the  company  through  the  medium  of  exchange  offers  of  The 
Equity  Corporation's  securities  having  an  asset  value  substantially 
less  than  thei  asset  value  of  the  Chain  &  General  Equities,  Inc.,  pre- 
ferred stock.  The  stockholders  of  Chain  &  General  Equities,  Inc.,  who 
accepted  these  exchange  offers  or  who  accepted  The  Equity  Corpora- 
tion's securities  issued  on  the  merger  of  their  company  with  The 
Equity  Corporation  suffered  aggregate  losses  in  asset  value  of  approxi- 
mately $263,521.1T.*« 

The  investment  policy  of  Interstate  Equities  Corporation  was  not 
altered  by  Mr.  Groves  until  the  sale  of  his  controlling  shares  in  The 
Equity  Corporation  to  David  M.  Milton.  The  very  process  of  the 
passage  of  control  of  The  Equity  Corporation  to  Mr.  Milton  involved 
a  sharp  change  in  the  investment  policies  of  Interstate  Equities  Cor- 
poration. As  will  be  seen  later,  the  acquisition  of  additional  invest- 
ment companies  by  The  Equity  Corporation  in  the  course  of  its  pro- 
gram of  acquiring  investment  companies  under  the  management  of 
Mr.  Milton  was  financed  to  a  large  extent  by  Interstate  Equities  Cor- 
poration.*^ Eventually  Interstate  Equities  Corporation,  through  the 
technique  of  the  exchange  offer  and  the  legal  process  of  merger  was 
absorbed  by  The  Equity  Corporation.^"  The  acceptance  of  the  ex- 
change offers  resulted  in  an  aggregate  loss  in  asset  value  to  the  pre- 
ferred stockholders  of  Interstate  Equities  Corporation  of  approxi- 
mately $293,603.^1 

B.  The  Equity  Corporation 

The  Equity  Corporation  was  organized  on  December  7,  1932,  under 
the  laws  of  the  State  of  Delaware  as  an  investment  company  of  the 
general  management  type.°^  The  company  was  sponsored  jointly 
by  Wallace  Groves,  Chase  Donaldson,  Kenneth  Gaston,  and  others. ^^ 

The  authorized  capital  stock  of  The  Equity  Corporation  at  the 
time  of  incorporation  consisted  of  a  convertible  preferred  stock 
entitled  on  liquidation  of  the  company  to  a  preference  in  assets  to 
the  extent  of  $50  per  share,  entitled  to  cumulative  dividends  of  $3 


^«  See  the  Commission's  Report  on  the  Study  and  Investigation  of  the  Work,  Activities, 
Personnel,  and  Functions  of  Protective  and  Reorganization  Committees,  Part  VII,  p.  208 
(note  27). 

■i"  See  infra,  pp.  1043-6. 

^oQp.  cit.,  supra,  note  3,  Commission's  Exliihit  No.  838. 

^1  Op.  cit.,  supra,  note  48. 

=2  Op  cit.,  supra,  note  3,  Commission's  Exhibit  No.  831.  From  the  outset  it  was  the 
purpose  of  the  sponsors  of  Tlie  Equity  Corporation  to  cause  the  company  not  only  to 
function  as  an  investment  medium,  but  also  to  engage  in  the  acquisition  of  control  of 
other  investment  companies  and  to  merge  these  companies  with  The  Equity  Corporation. 
Chase  Donaldson  testified  (id.,  at  7S58-9)  : 

Q.  *  *  *  What  did  you  hope  to  accomplish,  and  what  were  the  plans  of  Mr. 
Groves  and  yourself  when  you  had  these  discussions  which  finally  culminated  in  the 
formation  of  The  Equity  Corporation? 

A.  .Well,  in  December  of  1932  the  situation  still  existed  in  a  substantial  number  of 
management  investment  company  stocks  where  they  were  selling  at  discounts  from 
their  asset  value  or  where  the  leverage  factor  might  prove  interesting  in  the  event  of 
a  recovery ;  and  our  company.  Allied  General,  had  not  only  been  familiar  with  the 
experience  of  the  United  Founders  group  but  the  experience  of  the  Atlas  Corporation, 
and  we  had  made  very  exhaustive  studies  and,  I  think,  perhaps  were  considered  au- 
thorities on  leverage  and  management  investment  companies. 

We  thought  over  a  period  of  two  or  three  years,  granted  industrial  recovery,  that 
the  purchase   or  acquisition  of  common   or   preferred  stocks  at  discounts,  and  that 
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per  annum  and  convertible  at  any  time  into  10  shares  of  common 
stock;  and  a  common  stock.  Both  the  preferred  and  common  stock 
had  voting  rights.^* 

As  of  June  30,  1937,  there  were  outstanding  269,467.8  shares  of 
the  preferred  stock  and  4,828,5892 %g  shares  of  the  common  stock  of 
The  Equity  Corporation.^^ 

On  December  9,  1932,  two  days  after  the  organization  of  The 
Equity  Corporation,  Messrs.  Groves  and  Donaldson  and  his  asso- 
ciates turned  in  to  the  Equity  Corporation  their  control  holdings  of 
Yosemite  Holding  Corporation,  an  investment  trust  holding  com- 
pany,^*' and  Allied  General  Corporation,  respectively,  in  return  for 
1,650,000  shares  of  The  Equity  Corporation  common  stock."  An 
affiliated  company  supplied  The  Equity  Corporation  with  $50,000 
in  cash.*^^  The  aggregate  asset  values  of  the  securities  acquired  by 
The    Equity    Corporation    from    Mr.    Groves    and    Mr.    Donaldson 


levernge  stock,  even  though  a  premium  should  be  paid  for  it.  would  ultimately  result  in 
a  profit. 

I  felt  *  *  *  speakins:  now  for  myself  and  not  for  Mr.  Groves — that  there  was 
an  opportunity  to  build  a  financial  institution  which  would  be  the  ?anie  sort  of  an 
Institution  as  insurance  companies,  and  that  we  would  be  able  to  administer  the  funds 
of  a  substantial  number  of  investors  and  provide  them,  not  with  dozens  of  illiquid 
markets  of  their  securities,  but  with  one  or  two  securities. 

I  further  felt  that  the  operating  expenses  of  individual  companies  still  at  that  time 
were  very  high  with  respect  to  the  assets  that  were  managed,  perhaps  because  of  the 
fact  that  they  were  individual  companies. 

And  I  felt  that  The  Equity  as  a  vehicle  could  reduce  the  operating  expenses,  could 
provide  investors  with  a  more  ready  market  for  their  securities,  and  could  secure 
enouffh  talent  to  administer  these  combined  funds  on  an  institutional  rather  than  on 
a  haphazard  basis. 

Bspublic  Examination,  Allied  General  Corporation,  at  5296,  and  Commission's  Exhibits 
Nos.  495,  496. 

^*  Op.  cit.  supra,  note  3,  Commission's  Exhibit  No.  715. 

5' Annual  Report,  The  Equity  Corporation  (1937).  None  of  the  preferred  and  only  about 
200,000  shares  of  the  common  had  been  issued  for  cash.  The  Corporation  received 
$242,511.25  for  this  common  stock.  The  preferred  stock  and  the  remainder  of  the  common 
stock  issued  subsequent  to  the  original  issuance  of  1,700,000  shares  to  the  Groves  and  Donald- 
son interests  when  the  company  was  first  organized  had  been  issued  pursuant  to  the 
exchange  offers  and  statutory  mergers  of  other  companies  into  The  Equity  Corporation  (op. 
cit.  supra,  note  3,  at  8346-50,  and  Commission's  Exhibit  No.  997A). 

5"  Mr.  Groves  controlled  Yosemite  Holding  Corporation  through  a  personal  holding  com- 
pany, Compania  Montana,  a  Panama  corporation.  By  November  16,  1931,  Mr.  Groves  had 
acquired  292,500  shares  of  Yosemite  Holding  Corporation  common  stock  for  $292,500. 
Commission  fees,  and  other  expenses  increased  the  cost  to  $363,356.29.  On  December  15, 
1931,  Mr.  Groves  sold  these  shares  for  $150,000  to  Wagegro  Corporation,  a  Delaware  Cor- 
poration controlled  by  Mr.  Groves.  The  sale,  admittedly  made  to  establish  a  loss  for  tax- 
avoidance  purposes,  offset  the  net  profit  which  Mr.  Groves  had  realized  on  November  4,  1931, 
from  the  sale  of  642,517  shares  of  the  common  stock  of  Interstate  Equities  Coi-poration  to 
Chain  &  General  Equities.  Inc.  Shortly  thereafter  Wagegro  Corporation  sold  the  Yosemite 
Holding  Corporation  common  stock  to  Compania  Montana,  a  Panama  corporation  wholly 
owned  by  Mr.  Groves   (Public  Examination,  Phoenix  Securities  Corporation  at  6036-40). 

Between  November  16,  1931,  and  December  9,  1932,  Mr.  Groves  or  his  affiliated  com- 
panies purchased  from  Yosemite  Holding  Corporation  and  in  the  open  market  additional 
shares  of  the  common  stock  of  Y^osemite  Holding  Corporation  until  their  total  holdings 
aggregated  327,532  shares,  representing  50.1%  of  the  voting  power  of  the  company  (op. 
cit.  supra,  note  3,  at  285,  and  Commission's  Exhibits  Nos.  185,  766  (p.  10)  and  843  ;  and 
derived  from  supplementary  information  supplied  the  Commission  for  The  Equity  Corpora- 
tion) . 

"Wallace  Groves  received  1.150.000  shares  and  Chase  Donaldson  and  his •  associates 
received  500,000  shares  of  the  common  stock  of  The  Equity  Corporation.  (See  Ch.  II  of 
this  part  of  the  report,  pp.  181-226.) 

ss  In  return  for  this  $50,000  in  cash.  Chase  Donaldson  and  his  associates  received  50,000 
shares  of  the  common  stock  of  The  Equity  Corporation. 
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amounted  to  approximately  $250,000,^''  so  that  The  Equity  Corpora- 
tion began  operations  with  assets  of  $300,000.  The  gross  assets  sub- 
ject to  the  control  of  The  Equity  Corporation,  however,  amounted 
to  approximately  $6,500,000,  represented  chiefly  by  the  assets  of 
Interstate  Equities  Corporation  and  Chain  &  General  Equities,  Inc., 
the  two  investment  companies  controlled  by  Yosemite  Holding  Cor- 
poration.'^"  In  return  for  these  assets.  The  Equity  Corporation  issued 
1,700,000  shares  of  its  common  stock,  of  which  1,150,000  shares,  rep- 
resenting control,  went  to  Mr.  Groves.®^ 

The  avowed  purpose  for  the  formation  of  The  Equity  Corpora- 
tion was  the  eventual  acquisition  by  the  legal  processes  of  dissolu- 
tion, merger,  or  consolidation  of  the  assets  of  its  subsidiaries  and  ol 
other  investment  companies.^^ 

In  May  1933,  six  months  after  the  formation  of  The  Equity  Cor- 
poration, David  M.  Milton,  then  a  partner  in  the  New  York  law 
firm  of  Satterlee  and  Canfield,  concluded  negotiations  with  Mr. 
Groves  for  the  purchase  of  1,000,000  shares  of  the  common  stock 
of  The  Equity  Corporation  for  $900,000,  and  an  option  to  purchase 
an  additional '50,000  shares  for  $150,000.^^ 


^»The  Allied  General  Corporation  stock  turned  in  to  The  Equity  Corporation  had  an 
asset  value  of  about  $250,000.  The  Yosemite  Holding  Corporation  stock  had  no  asset  value. 
Thus  on  formation  The  Equity  Corporation's  total  assets,  on  the  basis  of  liquidating  value, 
were  worth  about  $300,000.  Yosemite  Holding  Corporation,  however,  had  voting  control 
of  Chain  &  General  Equities,  Inc..  which  in  turn  had  voting  control  of  Interstate  Equities 
Corporation.  The  gross  assets  of  these  companies,  together  with  the  gross  assets  of  Allied 
General  Corporation  aggregating  approximately  $6,500,000,  were  thus  brought  under  the 
control  of  The  Equity  Corporation  (op.  cit.  supra,  note  3,  at  7849-50,  11983-6,  11989-91, 
and  Commission's  Exhibits  Nos.  766,  831,  1173). 

"Old.,  at  7849-50,  11953-6,  11989-91,  and  Commission's  Exhibits  Nos.  766,  831,  1173. 

"i  See  note  57,  supra. 

«2  Statements  of  this  purpose  of  organizing  The  Equity  Corporation  were  embodied  in  the 
circulars  sent  to  prospective  stockholders.  The  following  are  examples :  "The  Equity  Cor- 
poration was  incorporated  *  *  *  to  acquire  the  securities  and  facilitate  the  consoli- 
dation of  other  investment  companies"  (op.  cit.  supra,  note  3,  Commission's  Exhibit  No. 
1173,  circular  dated  December  30,  1932)  ;  "The  Equity  Corporation  *  *  *  was  incorpo- 
rated *  *  *  to  provide  for  the  *  *  *  acquisition  and  consolidation  of  existing 
investment  companies"  (reply  to  the  Commission's  questionnaire  for  The  Equity  Corpora- 
tion, Pt.  1,  Exhibit  K-2,  circular  dated  March  14,  1932)  ;  "One  objective  of  its  incorpora- 
tion was  to  bring  about  the  consolidation  of  several  other  investment  trusts  into  one 
corporation  or  into  a  coordinated,  controlled  group — an  objective  gradually  being  reached" 
(id.,  Exhibit  K-3,  circular  dated  April  21,  1933). 

®  Op.  cit.  supra,  note  3,  Commission's  Exhibit  No.  718.  The  contract  for  the  purchase  of 
this  common  stock  of  The  Equity  Corporation  was  made  between  Compania  Montana,  the 
personal  holding  company  of  Mr.  Groves,  and  Oceanic  Life  Insurance  Co.,  Ltd.,  a  company 
indirectly  controlled  by  Mr.  Milton  and  Mr.  Huntington  by  virtue  of  their  indirect  control 
of  Consolidated  Funds  Corporation  of  New  York,  which  corporation  had  a  controlling  inter- 
est in  Underwriters  Equities,  Inc.  The  latter  corporation,  in  turn,  was  the  owner  of  442 
shares  out  of  a  total  authorized  issue  of  500  shares  of  the  Oceanic  Underwriters  Equities, 
Inc.,  to  which  it  had  subscribed  under  contract  of  May  17,  1933.  Underwriters  Equities, 
Inc.,  had  agreed  to  pay  $700,000  to  the  Oceanic  Life  Insurance  Co.  for  those  442  shares, 
but  as  of  May  19,  1933,  had  not  done  so. 

On  May  19,  1933,  Underwriters  Equities,  Inc.,  entered  into  a  contract  with  Interstate 
Equities  Corporation  whereby  the  latter  contracted  to  purchase  56,410  shares  of  the  capital 
stock  of  American  Colony  Insurance  Co.  at  $12  a  share  and  41,601.7  shares  of  the  capital 
stock  of  Colonial  States  Fire  Insurance  Co.  at  $5.24  per  share,  representing  a  total  purchase 
price  of  $894,912.90.  The  stock  holdings  in  those  two  insurance  companies  had  previously 
comprised  substantially  all  of  the  assets  of  Underwriters  Equities,  Inc.  On  May  26,  1933, 
•one  week  after  Interstate  Equities  Corporation  had  bought  these  insurance  stocks  from 
Underwriters  Equities,  Inc.,  the  latter  corporation  transferred  $700,000  of  the  $894,912.90 
it  had  received  from  Interstate  Equities  Corporation  to  Oceanic  Life  Insurance  Co.,  Ltd., 
as  payment  for  the  Oceanic  Life  Insurance  Co.,  Ltd.,  stock  for  which  it  had  subscribed  on 
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Because  Mr.  Milton  was  either  unwilling  or  unable  to  advance  the 
necessary  cash,  Mr.  Groves  and  he  devised  a  plan  whereby  Interstate 
Equities  Corporation,  the  subsidiary  of  The  Equity  Corporation, 
was  to  supply  the  funds  needed  by  Mr.  Milton  to  purchase  control 
of  The  Equity  Corporation  from  Mr.  Groves."  It  was  contemplated 
that  Interstate  Equities  Corporation  would  purchase  from  Under- 
writers Equities,  Inc.,  a  company  controlled  by  Mr.  Milton  and  his 
associates,  66,410  shares  of  American  Colony  Insurance  .Company  at 
$12  a  share  and  41,601.T  shares  of  the  capital  stock  of  Colonial 
States  Fire  Insurance  Company  at  $5.24  per  share,  representing  a 
total  purchase  price  of  $894,812.90.^5  With  this  money  the  Milton 
interests  would  be  able  and  did  make  the  payment  of  $900,000  to 
Mr.  Groves.^*' 

These  blocks  of  stock  of  the  two  insurance  companies  which  were 
to  be  sold  to  Interstate  Equities  Corporation  had  been  accumulated 
by  Underwriters  Equities,  Inc.,  to  a  substantial  extent  by  the  use 
of  the  funds  of  Atlantic  and  Pacific  International  Corporation,  an 
investment  company,  control  of  which  had  been  acquired  by  Mr. 
Milton  and  Mr.  Huntington  in  August  of  1932  without  the  expendi- 
ture of  any  of  their  own  funds.''^    The  personal  investment  of  Messrs. 


May  17,  1933.  At  approximately  the  same  time  Underwriters  Equities,  Inc.,  acquired  the 
remaining  58  shares  of  the  capital  stock  of  Oceanic  Life  Insurance  Co.,  Ltd.,  in  exchange 
for  500  shares  of  stock  of  the  American  Colony  Insurance  Co.,  valued  at  $5,010.  It  should 
be  noted  that  while  these  remaining  58  shares  of  Oceanic  Life  Insurance  Co.,  Ltd.  stock 
were  purchased  for  $5,010,  or  $86.38  per  share.  Underwriters  Equities,  Inc.  at  approxi- 
mately the  same  time  had  subscribed  for  442  shares  of  Oceanic  Life  Insurance  Co.,  Ltd.  stock 
for  $700,000,  or  what  amounted  to  $1,583.71  a  share.  The  discrepancy  in  these  purchase 
prices  for  the  same  stock  is  not  explained.  The  monies  and  securities  thus  received  from 
Underwriters  Equities,  Inc.  in  payment  for  i\;s  stock  represented  at  that  point  all  the 
assets  of  the  Oceanic  Life  Insurance  Co.,  Ltd.  On  May  26,  1933,  the  same  day  on  which 
the  transfer  of  $700,000  from  Underwriters  Equities,  Inc.,  to  Oceanic  Life  Insurance  Co., 
Ltd.,  took  place,  the  latter  company  purchased  from  Compania  Montana,  wholly  owned 
by  Wallace  Groves,  1,000,000  shares  of  common  stock  of  The  Equity  Corporation  for  $900,000, 
of  which  $700,000  was  paid  in  cash  and  the  balance  of  $200,000  by  delivery  of  a  note  of 
Oceanic  Life  Insurance  Co.,  Ltd.,  secured  by  a  pledge  of  200,000  shares  of  the  stock  pur- 
chased.    In  the  Matter  of  The  Eguitij  Corporation,  2  S.  B.  C.  675  (1937). 

8*  Mr.  Milton  testified  that  one  of  the  conditions  of  his  purchase  of  The  Equity  Corpora- 
tion stock  from  Mr.  Groves  was  that  Interstate  Equities  Corporation  purchase  the  insurance 
stock  from  the  Milton  interests.  Mr.  Milton  claimed  that  the  reason  for  the  purchase  was 
that  the  insurance  stocks  were  a  "very  valuable"  investment  over  which  the  new  manage- 
ment wished  The  Equity  Corporation  to  secure  control  (op.  cit.  supra,  note  3,  at  7906).  Mr. 
Milton  denied,  however,  that  at  the  time  he  sold  the  insurance  stocks  to  Interstate  Equities 
Corporation  he  had  committed  himself  to  Mr.  Groves  to  use  the  proceeds  of  that  sale  to  buy 
Mr.  Groves'  interest  in  The  Equity  Corporation  (id.,  at  7917).  Nevertheless,  on  May  19, 
K)33,  the  day  on  which  Interstate  Equities  Corporation  purchased  the  insurance  stocks  from 
Underwriters  Equities,  Inc.,  and  a  week  before  Mr.  Groves  actually  transferred  control  to 
the  Milton  interests,  Mr.  Groves  knew  that  Mr.  Milton  was  "going  to  buy  him  out."  (See 
minutes  of  the  meeting  of  directors  of  Interstate  Equities  Corporation  held  on  May  19, 
1933;  id.,  Commission's  Exhibit  No.  110.) 

"^  See  note  63,  supra. 

""  Ibid.  Mr.  Milton  testified  on  this  phase  of  the  transaction  as  follows  (op.  cit.  supra, 
note  31,  at  7905-6)  : 

Q.  *  *  *  the  situation  was  that  on  May  19,  1933,  Underwriters  Equities  sells 
to  Interstate  Equities,  at  the  time  Wallace  Groves  indirectly  controls  that  company 
*  *  *  nine  hundred  thousand  dollars  worth  of  insurance  stock,  and  one  week  later 
it  takes  the  money  it  got  for  the  insurance  stocks  and  buys  a  million  dollars  worth  of 
stock  of  Equity  Corporation  from  Mr.  Wallace  Groves?     Isn't  that  so? 

A.  That  is  correct. 

Q.  "=  *  *  The  cash  that  was  used  by  this  interest  to  set  control  of  The  Equity 
Corporation  was  money  that  came  from  a  mbsidiary  of  The  Equity  Corporation?  Isn't 
that  so? 

A.  I  think  that  is  correct. 

"'See  infra,  pp.  1120-38. 
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Milton  and  Huntington  and  their  families  in  the  insurance  companies 
stock  held  b}^  Underwriters  Equities,  Inc.,  did  not  exceed  $175,000.'^® 
On  this  investment  of  $175,000  the  Milton  and  Huntington  interests 
were  enabled  to  acquire  and  maintain  control  of  The  Equity  Cor- 
poration whose  gross  assets  by  December  31,  1935,  according  to 
statements  included  in  the  annual  report  for  that  year,  had  in- 
creased to  $24,710,048.27.^^  The  gross  assets  subject  to  the  control 
of  The  Equity  Corporation  as  at  December  31,  1935,  were  approxi- 
mately $205,000,000."° 

1.  CHANGE  IN  INVESTMENT  POLICIES  OF  INTERSTATE 
EQUITIES  CORPORATION 

It  will  be  remembered  that  Interstate  Equities  Corporation  had 
not  been  changed  by  Mr.  Groves  in  its  operation  as  a  diversified  in- 
vestment company.  The  contemplated  purchase  of  the  insurance 
stocks  by  Interstate  Equities  Corporation  ran  counter  to  the  invest- 
ment policy  to  which  it  had  previously  adhered.  On  December  22, 
1932,  in  its  report  to  the  stockholders,  the  management  had  emphasized 
that  Interstate  Equities  Corporation  would  invest  the  major  portion 
of  its  assets  in  stocks  chosen  from  an  "Approved  List"  and  that  not 
more  than  10%  of  its  net  assets  was  to  be  invested  in  any  stock  on  the 
"List,"  and  that  no  more  than  10%  of  the  outstanding  capital  stock 
of  any  company  on  the  "List"  would  be  purchased.^^  Funds  not  em- 
ployed in  purchasing  securities  on  the  "List"  could  be  invested  in 
"securities  of  investment  companies,  whether  or  not  for  the  purpose 
of  obtaining  control."  "^ 

The  investment  in  the  securities  of  the  insurance  companies  would 
have  constituted  a  threefold  violation  of  Interstate  Equities  Corpo- 
ration's investment  policy.  First,  the  purchase  price  of  approxi- 
mately $900,000  represented  more  than  10%  of  Interstate  Equities 
Corporation's  net  assets,  since  its  gross  assets  as  of  June  30,  1933, 
totaled  only  $6,340,426.30."  Second,  the  56,862  shares  of  American 
Colony  Insurance  Company  and  the  40,700  shares  of  Colonial  States 
Fire  Insurance  Company  to  be  purchased  represented  75%  and  66%, 
respectively,  of  the  outstanding  capital  stocks  of  those  companies.^* 
Finally,  the  stocks  of  the  insurance  companies  were  admitt_edly  not 
on  the  "Approved  List."  ^^  The  purchase  would  be  permissible  only 
if  that  portion  of  the  company's  policy  allowing  investments  in  secu- 
rities of  "investment  companies,"  even  for  the  purpose  of  obtaining 
control,  could  be  construed  to  cover  investments  in  insurance 
companies. 

On  May  19,  1933,  a  special  meeting  of  the  directors  of  Interstate 
Equities  Corporation  was  apparently  called  to  devise  some  construc- 


68  Ibid. 

<"  Op.  cit.  supra,  note  3,  Commission's  Exhibit  No.  850. 

™  Id.,  Commission's  Exhibits  Nos.  850,  862  ;  Report  of  American  General  Corporation  for 
the  period  ended  December  31,  1935.  These  assets  were  comprised  of  the  funds  of  14  invest- 
ment companies  and  7  insurance  companies. 

'1  Op.  cit.  supra,  note  3,  Commission's  Exhibit  No.  719. 

"  Ibid. 

"  Id.,  Commission's  Exhibit  No.  722. 

■•^  Ibid. 

78  Ibid. 
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tion  of  the  restrictions  on  the  company's  investment  policy  to  permit 
the  Milton  interests  to  sell  the  insurance  companies  to  the  investment 
company  upon  the  ground  that  the  insurance  companies  which  had 
reinsured  their  risks  were  in  effect  investment  companies/^  The 
board  of  directors  approved  the  purchase  of  $900,000  worth  of  stocks 
of  the  insurance  companies,  and  announced  the  prospective  sale  of 
Mr.  Groves'  holdings  of  the  common  stock  of  The  Equity  Corporation 
to  the  Milton  interests/^ 

The  new  management,  representing  the  Milton  interests,  imme- 
diately proceeded  to  modify  the  investment  policy  of  Interstate 
Equities  Corporation,  and  stated  in  its  report  to  stockholders  of 
June  1933  :^« 

The  Board  of  Directors  deemed  it  desirable  to  interpret  and  modify  by 
restatement  the  first  paragraph  of  Investment  Policy  Resolutions  reported  to 
you  under  date  of  January  19,  1933,  so  that  it  shall  read  as  follows:    . 

"The  Corporation  shall  maintain  a  General  Investment  Portfolio  which  shall 
consist  of  common  stocks  selected  from  an  Approved  List  of  Common  Stocks 
as  revised  from  time  to  time  by  the  Board  of  Directors,  of  preferred  stocks, 
bonds,  and/or  cash ;  no  investment  of  any  portion  of  the  assets  of  the  corporation 
may  at  any  time  be  made  in  any  security  or  property  other  than  securities 
eligible  for  the  General  Investment  Portfolio,  unless  at  the  time  of  such  invest- 
ment, the  General  Investment  Portfolio  shall  include  not  less  than  fifty-one 
percent  (51%)  of  the  Corpoi'ation's  assets  (exclusive  of  investments  in  com- 
panies controlled  directly  or  indirectly  by  the  Corporation  and/or  its  subsidiary 
and/or  affiliated  companies)  taken  at  market  value,  or  in  the  absence  thereof, 
at  estimated  fair  value." 

The  effect  of  this  modification  was  to  exempt  from  the  requirement 
of  making  investments  in  conformity  with  the  "Approved  List,"  any 
"Investments  in  companies  controlled  directly  or  indirectly  by  the 
Corporation  and/or  its  subsidiary  and/or  affiliated  companies."  ^^ 
The  new  policy  forbade  investments  in  securities  not  on  the  "Approved 
List,"  unless  the  general  investment  portfolio  comprised  at  least  51% 
of  the  total  assets  of  Interstate  Equities  Corporation.  However,  in 
determining  the  ratio  of  the  value  of  the  securities  in  the  general  in- 
vestment portfolio  to  the  company's  total  assets,  investments  in  con- 
trolled, subsidiary,  or  affiliated  companies  were  not  to  be  considered. 
Thus,  it  was  entirely  possible,  within  the  new^  investment  policy,  to 
invest  all,  or  the  major  part  of,  Interstate  Equities  Corporation's 
assets  in  controlled  companies,  before  purchasing  securities  on  the  "Ap- 
proved List."  Interstate  Equities  Corporation  was  now  in  a  position 
to  abandon  its  function  as  a  medium  through  which  the  small  in- 
vestor could  acquire  an  interest  in  a  widely  diversified  list  of  secu- 
rities and  become  a  vehicle  for  the  expansion  of  its  parent.  The 
Equity  Corporation,  through  the  acquisition  of  controlling  or  sub- 
stantial interests  in  other  companies. 

The  first  step  in  that  direction,  the  acquisition  of  control  of  Ameri- 
can Colony  Insurance  Company  and  Colonial  States  Fire  Insurance 
Company  on  May  19,  1933,  for'  almost  $900,000,  has  already  been  in- 
dicated.^°     Five  weeks  later,  on  July  1,  1933,  Interstate  Equities  Cor- 


™Id.,  at  7940  and  Commission's  Exhibit  No.  110. 

"  Id.,  Commission'.?  Exhibit  No.  110. 

'8  Id.,  Commission's  Exhibit  No.  722. 

™  Ibid. 

s"  See  supra,  pp.  1042-3. 
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poration  accepted  a  $500,000  participation  in  a  syndicate,  headed  by 
The  Equity  Corporation,  looking  toward  the  acquisition  of  a  "sub- 
stantial interest"  in  the  United  Founders  Corporation,  the  top  hold- 
ing company  in  another  system  of  investment  trusts  and  investment 
companies.®^  The  acquisition  by  The  Equity  Corporation  of  control 
of  United  Founders  Corporation  will  be  related  in  detail  later  in  this 
chapter.**-  Two  months  later,  on  September  5,  1933,  The  Equity  Cor- 
poration caused  Interstate  Equities  Corporation  to  make  a  still  larger 
investment  in  another  insurance  company.  The  Equity  Corpora- 
tion headed  a  syndicate  formed  to  create  a  corporation.  General 
American  Life  Insurance  Company,  to  acquire  and  manage  the  assets 
of  Missouri  State  Life  Insurance  Company.®^  Interstate  Equities 
Corporation  advanced  $1,500,000  out  of  total  participations  aggregat- 
ing $1,750,000.8* 

The  change  in  the  investment  policy  of  Interstate  Equities  Cor- 
poration had  transformed  the  investment  company  from  an  organiza- 
tion engaged  primarily  in  investment  and  reinvestment  .in  a  list  of 
varied  securities  into  a  company  engaged  in  the  acquisition  of  sub- 
stantial or  controlling  stocks  of  other  corporations.  Concentration 
of  investments  had  taken  the  place  of  diversification.  On  March  31, 
1933,  approximately  seven  weeks  before  the  Milton  interests  attained 
control  of  Interstate  Equities  Corporation,  the  trust  had  $3,724,054 
out  of  total  gross  assets  of  $4,344,802.42,  or  85.7%  of  its  assets, 
invested  in  diversified  securities  and  cash.^^  Only  $597,750,  or 
14.3%  of  its  total  gross  assets,  was  invested  in  a  single  specialized 
situation.^''  By  the  end  of  September  1933,  after  four  months  under 
the  new  management.  Interstate  Equities  Corporation  had  $2,451,- 
239.23  out  of  total  gross  assets  of  $5,995,255.89,  or  only  40.9%  in 
diversified  securities  and  cash,  while  $3,333,963.24,  or  55.6%  of  the 
trust's  total  gross  assets,  was  invested  in  four  specialized  situations.^'^ 

In  the  process  of  transformation.  Interstate  Equities  Corporation 
was  compelled  to  liquidate  a  large  portion  of  its  portfolio  to  obtain 
the  cash  necessary  to  meet  its  $1,500,000  participation  in  the  General 
American  Life  Insurance  Company  Syndicate.  On  this  point,  Mr. 
Milton  testified  as  follows :  ^^ 

A.  On  September  5,  they  [Interstate  Equities  Corporation]  had  $298,000  in 
cash,  so  they  had  to  raise  an  additional  $1,210,000  to  meet  this  commitment. 

Q.  Ton  did  sell,  as  far  as  this  transaction  is  concerned,  $1,300,000  of  your 
marketable  securities. 

A.  Approximately  for  that  purpose. 

It  is  apparent  that  The  Equity  Corporation,  in  causing  the  invest- 
ment policy  of  Interstate  Equities  Corporation  to  be  changed,  desired 


81  Op.  cit.  supra,  note  3,  Commission's  Exhibit  No.  804. 

S2  See  infra,  pp.  1138^2. 

^  Op.  cit.  supra,  note  8,  Commission's  Exliibit  No.  723. 

^  Ibid. 

85  Id.,  Commission's  Exhibit  No.  720. 

8«This  investment  was  in  Distributors  Group,  Inc.     (Ibid.) 

»^Id.,  Commission's  Exhibit  No.  723.  The  specialized  situations  were  (1)  an  invest- 
ment of  $418,425  in  Distributors  Group,  Inc.,  (2)  a  participation  of  $515,489  in  United 
Founders  Corporation  Syndicate  (3)  an  investment  of  $900,049  in  controlled  insurance 
companies,  and  (4)  a  participation  of  $1,500,000  in  the  General  American  Life  Insurance 
Company  syndicate. 

88  Id.,  at  7967-8. 
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to  employ  the  approximately  $6,000,000  of  assets  of  Interstate  Equi- 
ties Corporation  ^^  to  facilitate  its  own  expansion  program.  The 
Equity  Corporation  itself  lacked  the  funds  necessary  to  carry  on 
such  a  campaign.  On  June  30,  1933,  The  Equity  Corporation,  on  an 
unconsolidated  basis,  possessed  assets  of  approximately  $170,000  and 
owned  no  securities  other  than  the  capital  stocks  of  its  controlled 
companies.**"  Although  Mr.  Milton  conceded  that  the  funds  of  Inter- 
state Equities  Corporation  were  utilized  in  carrying  out  the  expan- 
sion program  of  The  Equity  Corporation,  he  refused  to  admit  that 
he  had  deliberately  purchased  control  of  The  Equity  Corporation 
with  a  view  to  obtaining  control  of  Interstate  Equities  Corporation's 
assets  for  that  purpose.     Mr.  Milton  testified :  ^^ 

Q.  I  am  trying  to  find  out  where  you  hoped  to  get  the  money,  to  effect  this 
[expansion  program]? 

A.  The  investments  were  made  by  Interstate. 

Q.  So  that  when  you  bought  The  Equity  Corporation  from  the  Wallace  Groves 
interests  you 'intended  to  use  the  money  of  the  subsidiary  in  connection  w'ith 
this  campaign;  isn't  that  so? 

A.  There  was  no  intention  at  the  time  of  making  some  of  these  investments. 

Q.  But  you  ultimately  did  make  them. 

A.  That  is  a  different  story. 

Q.  Of  course,  Mr.  Milton,  doesn't  it  become  apparent  that  one  of  the  reasons 
that  the  $1,000,000  was  paid  for  the  Equity  Corporation's  stock  was  that  you 
could  take  the  Interstate  Equity's  money  and  put  them  into  those  situations, 
and  it  gave  you  control  of  that  $6,000,000;  isn't  that  so? 

A.  That  isn't  the  purpose. 

Q.  It  is  just  a  fortuitous  circumstance  that  after  you  got  control  that  all  of 
the  money  for  the  big  transactions  of  The  Equity  Corporation  came  out  of 
Interstate  Equities  and  not  one  nickel  came  out  of  The  Equity  Corporation? 

A.  It  is  not  a  fortuitous  circumstance. 

Ultimately,  the  preferred  stockholders  of  Interstate  Equities  Cor- 
poration (who  were  the  real  "owners"  of  its  assets  since  the  preferred 
stock  was  "under  water"  and  the  assets  were  insufficient  to  cover  the 
liquidating  value  of  the  preferred  stock) ,  as  the  result  of  their  accept- 
ance of  the  exchange  offers  of  The  Equity  Corporation  and  the  merger 
of  their  corporation  with  The  Equity  Corporation,  suffered  an 
aggregate  loss  in  asset  values  of  $1,350,522.''- 

As  has  been  indicated.  The  Equity  Corporation  was  designed  from 
its  inception  to  function  not  only  as  an  investment  medium  but  as  a 
vehicle  for  the  acquisition  and  consolidation  of  its  existing  subsid- 
iaries and  of  other  investment  companies.^^  Under  the  management 
of  Mr.  Milton  the  corporation  underwent  a  period  of  rapid  growth, 
its  gross  assets  increasing  within  three  years  from  $311,926.35  to 
$24,710,048.27.^*  Similarly,  the  gross  assets  subject  to  its  control 
mounted  from  $6,225,789.66  to  $205,000,000.^^     This  growth  repre- 


89  Id.,  Commission's  Exhibit  No.  722. 

»» Id.,  at  7963. 

Slid.,  at  7964. 

^  See  the  Commission's  Report  on  the  Study  and  Investigation  of  the  Work,  Activities, 
Personnel,  and  Functions  of  Protective  and  Reorganization  Committees,  Part  VII,  p.  206; 
and  op.  cit.  supra,  note  3,  Commission's  Exhibit  No.  775. 

^  See  note  62,  supra. 

^  Op.  cit.  supra,  note  3,  Commission's  Exhibits  Nos.  845,  850. 

^  Id.,  Commission's  Exhibits  Nos.  845,  850.  862. 
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sented  for  the  most  part  the  absorption  of  the  bulk  of  the  assets  of 
seventeen  publicly  held  companies/'^  in  addition  to  the  four  invest- 
ment companies  under  the  control  of  The  Equity  Corporation  at  the 
time  of  its  organization,"'^  Reflecting  this  development  was  the  in- 
crease in  The  Equity  Corporation's  outstanding  capital  stock.  In- 
cluding the  initial  issue  of  1,700,000  shares  of  common  stock,  there 
were  outstanding,  at  December  31,  1935,  274,365.4  shares  of  preferred 
stock  and  4,959,8852%g  shares  of  common  stock.^^ 

The  growth  of  The  Equity  Corporation  was  marked  by  the  mak- 
ing of  approximately  50  exchange  offers  to  the  security  holders  of 
13  of  these  21  companies."^  Mergers  accounted  for  the  absorption 
by  The  Equity  Corporation  or  by  its  controlled  subsidiaries  of  the 
assets  of  nine  of  these  21  companies ;  ^°°  four  companies  were  dis- 
solved ;  ^^'^  and  eight  more  were  consolidated  into  a  subsidiary  of  The 
Equity  Corporation.^°2 

The  procedure  by  which  the  development  of  The  Equity  Corpora- 
tion was  accomplished  involved  basically  three  steps.  First,  The 
Equity  Corporation  would  acquire  A^oting,  or  at  least  working  control 
of  the  company  ultimately  to  be  absorbed.^''^     This  step  would  be  fol- 


^  These  companies  included  the  following  11  investment  companies  :  American,  British 
&  Continental  Corporation,  American  and  Continental  Corporation,  American  Founders 
Corporation,  American  &  General  Securities  Corporation,  Eastern  Shares  Corporation, 
International  Securities  Corporation  of  America,  Reliance  International  Corporation,  Re- 
liance Management  Corporation,  Second  International  Securities  Corporation,  UnitecE 
Founders  Corporation,  United  States  &  British  International  Company,  Ltd.  ;  and  the  fol- 
lowing 6  insurance  companies  :  American  Colony  Insurance  Company,  American  Merchant 
Marine  Insurance  Company,  Colonial  States  Fire  Insurance  Company  (old).  General  Alli- 
ance Corporation,  Majestic  Fire  Insurance  Company,  North  Star  Insurance  Company  (id.,. 
Commission's  Exhibit  No.  796). 

»^  These  4  companies  were :  Allied  General  Corporation,  Chain  &  General  Equities, 
Inc.,  Interstate  Equities  Corporation,  and  Yosemite  Holding  Corporation  (id..  Commission's 
Exhibit  No.  845). 

E'S  Id.,  Commission's  Exhibit  No.  850. 

"» Id.,  Commission's  Exhibits  Nos.  839  and  840.  This  total  includes  the  offers  made  to  the 
stockholders  of  Colonial  States  Fire  Insurance  Company  and  Majestic  Fire  Insurance  Com- 
pany of  New  York  after  they  had  been  merged,  by  successive  steps,  into  American  Colony 
Insurance  Company.  The  exchange  offer  made  to  stockholders  of  Oceanic  Fire  Insurance 
Company  of  New  York  which  had  been  merged  into  American  Colony  Insurance  Company 
in  1931  before  The  Equity  Corporation  had  been  organized,  has  not  been  included  (ibid.). 

1™  These  companies  were  Chain  &  General  Equities,  Inc.,  Interstate  Equities  Corporation, 
Reliance  International  Corporation,  American,  British  &  Continental  Corporation,  Majestic 
Fire  Insurance  Company,  Colonial  States  Fire  Insurance  Company  (old),  American  Merchant 
Marine  Insurance  Company,  American  Colony  Insurance  Company,  and  North  Star  Insur- 
ance Company  (Commission's  Report  on  the  Study  and  Investigation  of  the  Work,  Activities, 
Personnel,  and  Functions  of  Protective  and  Reorganization  Committees,  Part  VII,  p.  205). 

1"!  These  4  companies  were  :  Yosemite  Holding  Corporation,  Eastern  Shares  Corporation, 
Allied  General  Corporation  and  General  Alliance  Corporation   (ibid.). 

102  These  8  companies  were  United  Founders  Corporation,  American  Founders  Corporation, 
American  and  Continental  Corporation,  American  &  General  Securities  Corporation,  Inter- 
national Securities  Corporation,  Second  International  Securities  Corporation,  United  States; 
&  British  International  Company,  Ltd.,  and  Reliance  Management  Corporation  (ibi.l.,  and 
op.  cit.  supra,  note  3,  Commission's  Exhibits  Nos.  796,  812,  821,  8.'38,  1183). 

103  For  example.  The  Equity  Corporation  owned  directly  securities  representing  50.5%  of 
the  voting  power  of  Yosemite  Holding  Corporation  (op.  cit.  supra,  note  3,  Commission's'. 
Exhibit  No.  843,  and  the  reply  to  the  Commission's  questionnaire  for  Yosemite  Holding 
Corporation,  Pt.  I,  Exhibits  A.  B.)  ;  52%  of  the  voting  power  of  Allied  General  Corporation! 
(op.  cit.  supra,  note  3,  Commission's  Exhibit  No.  843,  and  the  reply  to  the  Commission's 
questionnaire  for  Allied  General  Corporation,  Pt.  I,  Exhibits  A,  B)  ;  58.9 %o  of  the  voting 
power  of  Eastern  Shares  Corporation  (op.  cit.  supra,  note  3,  Commission's  Exhibits  Nos. 
113.  128,  784--A,  843)  ;  and  42.6%  of  the  voting  power  for  general  corporate  purposes  of 
Reliance  International  Corporation    (id..  Commission's  Exhibits  Nos.   143,  843.     The  pre- 
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lowed  in  almost  all  instances  by  an  exchange  offer  of  securities  of 
The  Equity  Corporation  for  securities  of  the  other  company.  In  this 
manner,  The  Equity  Corporation  would  usually  acquire  sufficient 
stock,  when  coupled  with  its  original  holdings,  to  enable  it  to  effect 
a  dissolution,  merger  or  consolidation  of  the  controlled  company. 
Finally,  The  Equity  Corporation  would  complete  the  absorption  of 
the  assets  of  its  subsidiaries  by  effecting  their  dissolution  or  their 
merger  or  consolidation  with  itself. 

The  Equity  Corporation's  technique  of  obtaining  control  of  other 
companies  was  characterized  by  the  fact  that  in  all  instances  the 
original  control  block  was  purchased  either  directly  from  the  man- 
agement or  from  a  large  institutional  holder.  In  no  case  was  such 
control  block  acquired  by  purchase  of  the  small  holdings  of  the  in- 
vesting public.  Thus,  in  July  1933,  The  Equity  Corporation  pur- 
chased approximately  39%  of  the  voting  power  of  the  United  Found- 
ers Corporation,  an  investment  trust  controlling  several  other  in- 
vestment companies,  directly  from  its  sponsors,  Louis  H.  Seagrave, 
Christopher  F.  Coombs  and  Frank  B.  Erwin.^"*  Similarly,  The  Equity 
Corporation  purchased  control  of  Reliance  International  Corpora- 
tion "^  and  American,  British  and  Continental  Corporation  from' 
Atlas  Corporation,  an  investment  company  which  was  the  largest 
single  holder  of  the  securities  of  the  two  trusts. 

In  purchasing  control  of  a  company  from  its  existing  management. 
The  Equity  Corporation  frequently  would  pay  substantial  premiums 
to  obtain  a  position  of  dominance.  For  example,  to  acquire  39%  of 
the  voting  stock  of  United  Founders  Corporation,  possessing  an 
aggregate  asset  value  of  approximately  $1,000,000,^°*^  The  Equity  Cor- 
poration paid  the  sponsors  of  United  Founders  Corporation  $954,000 
in  cash  and  260.150  sharves  of  its  common  stock,  having  a  market 


ferred  stock  of  Reliance  International  Corporation  had  the  right  to  elect  a  majority  of 
the  board  of  directors.  The  Equity  Corporation  owned  directly  31.6%  of  this  stock.  The 
Equity  Corporation  owned  directly  45.6%  of  the  company's  outstanding  common  stock. 
This,  together  with  its  holdings  of  preferred  stock,  gave  The  Equity  Corporation  42.6%  of 
the  general  voting  power.  In  addition,  it  held  indirectly  7.7%  of  the  common  stock.  This 
represented  an  additional  6%  of  the  voting  power  in  the  company.  Thus  The  Equity 
Corporation's  control  of  the  general  voting  power,  measured  by  the  total  of  its  direct  and 
indirect  holdings  of  preferred  and  common  stock,  represented  48.6%  of  the  total.  Similarly, 
at  the  same  time.  The  Equity  Corporation  held  indirectly  50.1%  of  the  voting  power  of 
Chain  &  General  Equities,  Inc.  (id..  Commission's  Exhibit  Xo.  843,  and  the  reply  to  the 
Commission's  questionnaire  for  Chain  &  General  Equities,  Inc.,  Pt.  I,  Exhibits  A,  B)  ; 
51.8%  of  the  voting  power  of  Interstate  Equities  Corporation  (op.  cit.  supra,  note  3,  Com- 
mission's Exhibits  Nos.  2  and  843)  ;  37%  of  the  voting  power  of  United  Founders  Cor- 
poration (id..  Commission's  Exhibit  No.  843,  and  the  reply  to  the  Commission's  question- 
naire for  United  Founders  Corporation,  Pt.  I,  Exhibits  A,  B)  ;  77.1%  of  the  voting  power 
of  American  Founders  Corporation  (op.  cit.  supra,  note  3,  Commission's  Exhibit  No.  848, 
and  the  reply  to  the  Commission's  questionnaire  for  American  Founders  Corporation,  Pt.  I, 
Exhibits  A,  B)  ;  and  55.9%  of  the  voting  power  of  America  and  Continental  Corporation 
(op.  cit.  supra,  note  3,  Commission's  Exhibit  No.  843,  and  the  reply  to  the  Commission's 
questionnaire  for  American  and  Continental  Corporation,  Pt.  I,  Exhibits  A,  B). 

10*  This  transaction  will  he  discussed  in  detail  later  in  this  chapter.  (See  infra,  pp. 
1138-42.) 

1*^  See  the  Commission's  Report  on  the  Study  and  Investigation  of  the  Work,  Activities, 
Personnel,  and  Functions  of  Protective  and  Reorganization  Committees  (1938),  Part  VII, 
pp.  224-8. 

108  The  Equity  Corporation  acquired  two-thirds  of  the  Class  A  stock  of  United  Founders 
Corporation,  which  had  an  asset  value  of  $30,000  (op.  cit.  supra,  note  3,  at  8584-8.  and 
Commission's  Exhibit  No.  797),  and  635,000  shares  of  the  common  stock  of  United  Founders 
Corporation,  which  had  an  asset  value  of  $1.59  per  share  (id..  Commission's  Exhibit  No. 
797). 
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value  of  $520,300.^°'  The  asset  losses  suffered  in  the  purchase  of 
control  were  to  be  retrieved  out  of  the  gains  made  by  The  Equity  Cor- 
poration on  its  purchases  or  exchange  offers  for  the  securities  of  the 
acquired  company  held  by  the  public. 

Also  characteristic  of  The  Equity  Corporation's  campaign  of  ac- 
quisition was  the  frequent  use  of  the  funds  of  the  subsidiaries  to 
finance  its  acquisitions  of  control.  In  July  1933,  control  of  United 
Founders  Corporation  was  acquired  by  a  syndicate  composed  of,  and 
financed  by,  subsidiaries  of  The  Equity  Corporation.^"®  Again,  in 
September  1933,  The  Equity  Corporation  formed  a  syndicate  known 
as  General  American  Life  Insurance  Corporation  to  take  over  the 
assets  of  the  Missouri  State  Life  Insurance  Company.^"''  As  has  been 
indicated,  Interstate  Equities  Corporation,  controlled  by  The  Equity 
Corporation,  advanced  $1,500,000  out  of  total  participations  aggre- 
gating $1,750,000.^^"  On  other  occasions  The  Equity  Corporation 
would  finance  its  acquisitions  through  bank  loans.^^^  These  loans, 
however,  would  ultimately  be  repaid  out  of  assets  of  subsidiaries 


^o"  Id.,  at  8637.  The  common  stock  of  The  Equity  Corporation  had  a  market  value  of 
approximately  ?2  per  share  (id.,  at  8637—8),  so  that  the  total  market  value  of  the  block 
of  this  common  stock  transferred  to  the  sponsors  of  United  Founders  Corporation  was 
$520,300. 

1*^  Id.,  Commission's  Exhibit  No.  804,  and  the  reply  to  the  Commission's  questionnaire  for 
The  Equity  Corporation,  Pt.  I,  Exhibit  J3. 

"^  Op.  cit  supra,  note  3,  Commission's  Exhibit  No.  721. 

"« Ibid. 

^1  The  Equity  Corporation,  during  the  period  from  December  1933  to  March  1935,  made 
extensive  bank  loans,  aggregating-  approximately  ?3, 300, 000  (op.  cit.  supra,  note  3,  at 
8463^,  8498).  The  proceeds  of  $2,280,000  of  these  loans  were  used  to  finance  the  initial 
purchase  of  the  stock  of  Reliance  International  Corporation  (id..  Commission's  Exhibit  No. 
780.  The  Equity  Corporation  pledged  portfolio  securities  which  at  their  asset  value  were 
worth  .fS, 673, 449. 13.  On  the  same  basis  of  evaluation.  The  Equity  Corporation's  total  hold- 
ings of  securities  were  worth  $8,827,822.61).  When  examined  with  respect  to  these  loans, 
Mr.  Milton  testified  (id.,  at  8463^,  8498)  : 

Q.  *  *  *  The  first  transaction  in  connection  with  your  acquisition  of  control  of 
Reliance  International  was  the  purchase  from  Atlas  Corporation  and  National  Securi- 
ties Investment  Company,  on  December  7,  1934,  of  Class  A  stock  for  cash,  275,194 
shares  of  Class  A  Reliance  International  Corporation,  and  37.288  shares  of  the  pre- 
ferred, and  for  that  you  paid  $1,912,922  in  cash  to  the  Atlas  ;  isn't  that  so  ? 

A.  That  is  right. 

Q.   Where  did  you  get  the  money? 

A.   We  borrowed  it. 

Q.   How  much  did  you  borrow? 

A.  That  was  $2,280,000  at  the  end  of  the  year. 

Q.  Now.  in  March,  or  from  December  1934,  when  you  had  that  loan  of  $2,280,000, 
to  March  25,  19.15,  that  loan  was  increased  to  $3,300,000;  isn't  that  so? 

A.  That  is  approximately  right.     I  will  make  a  correction  if  it  isn't  right  ? 

Q.  And  an  additional  $1,000,000  was  used  for  what  purpose;  do  you  recall?  Was 
that  used  to  purchase  additional  Interstate  stock? 

A.  Reliance,  I  believe,  to  a  great  extent.     I  think  some  Interstate,  maybe. 

Q.  And  you  had  to  put  up  some  collateral  to  secure  that  loan,  didn't  you? 

A.  Yes.  indeed. 

Q.  That  is.  The  Equity  Corporation  did? 

A.  That  is  right. 

Q.  Now,  virtually.  The  Equity  Corporation  hypothecated  every  security  in  its  port- 
folio ? 

A.   Substantially. 

Q.  *  *  *  So  that  you  hypothecated  the  entire  Equity  Corporation  and  its  in- 
terests in  all  of  its  subsidiaries  to  raise  approximately  two  and  a  quarter  million 
dollars,  so  that  you  could  buy  this  investment  trust  from  the  Atlas  [Corporation] 
Interests  ;  isn't  that  so  ? 

A.  Yes;  substantially  so:  but  I  Avish  to  point  out  that  the  loan  was  amplj  covered 
by  this  collateral,  and  it  would  have  made  very  little  difference  whether  we  collater- 
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absorbed  by  The  Equity  Corporation  through  merger.^^^  Thus,  The 
Equity  Corporation's  expansion  program  would  be  fed  continually 
by  the  assets  of  the  companies  acquired. 

After  consummating  the  initial  step  of  acquiring  voting  or  work- 
ing control,  The  Equity  Corporation  would  consolidate  its  position 
by  means  of  exchanges  of  its  securities  for  securities  held  by  stock- 
holders of  its  subsidiaries  until  sufficient  additional  stock  had  been 
acquired  to  enable  The  Equity  Corporation  to  absorb  the  assets  of 
those  companies  by  dissolution,  merger,  or  consolidation.^^=^ 

The  Equity  Corporation,  the  dominant  company  in  its  system  of 
investment  companies,  set  the  terms,  favorable  to  itself,  on  which  the 
exchange  programs  were  to  be  carried  out.     Various  devices  were 


alized  the  loan  in  a  smaller  amount,  because  The  Equity  Corporation,  of  course,  would 
have  been  liable  to  the  full  extent  of  the  loan  in  any  event. 

Q.  You  didn't  give  the  hank  anything  that  they  weren't  asking  for,  Mr.  Milton,  did 
you? 

A.  We  told  them  that  we  would  give  them  anything  that  they  would  like  to  have. 

Q.  And  they  asked  for  the  whole  Equity  Corporation,  subsidiaries  and  all,  and 
United  Founders  Corporation  ;  isn't  that  so  ? 

A.   I  don't  remember  whether  they  asked  for  it,  but  we  put  it  up  and  they  got  it. 

"2  On  March  25,  1935,  The  Equity  Corporation  caused  to  be  merged  into  it  two  of  its 
controlled  companies,  Chain  &  General  Equities,  Inc.,  and  Interstate  Equities  Corporation. 
Part  of  the  assets  "flowing"  into  The  Equity  Corporation  as  a  result  of  the  merger  was  used 
to  reduce  the  outstanding  loan.     Mr.  Milton  testified  (id.,  at  8499-8500)  : 

Q.  Now,  you  had  this  $3,300,000  in  loans  by  The  Equity  Corporation,  that  is  the  top 
holding  company,  and  then  on  March  25,  1935,  when  you  merged  the  Chain  «&  General 
Equities,  Inc.,  and  Interstate  Equities  Corporation  into  The  Equity  Corporation,  you 
came  into  some  cash,  did  you  not? 

A.  The  merged  company  naturally  was  in  a  liquid  position.  Generally,  as  a  result  of 
a  merger,  there  was  cash  ;  that  is  right. 

Q.  And  then  you  used  $2,000,000  of  that  cash  to  pay  off  part  of  the  $3,300,000  on 
the  loan,  isn't  that  so? 

A.  Out  of  the  liquid  position,  the  loan  was  paid  off,  is  that  right?  The  liquid  posi- 
tion of  the  merged  corporation  was  used  to  pay  off  the  loan. 

Q.  That  is  $2,000,000  of  it. 

A.  That  is  right. 

The  $1,300,000  balance  of  the  loan,  together  with  an  additional  $700,000  borrowed  to  enable 
The  Equity  Corporation  to  increase  its  interest  in  Reliance  International  Corporation,  was 
paid  off  in  the  same  manner.  On  September  6,  1936,  Reliance  International  Corporation  and 
American,  British  &  Continental  Corporation  were  merged  into  The  Equity  Corporation. 
Part  of  the  assets  acquired  by  The  Equity  Corporation  on  the  merger  were  used  in  final 
settlement  of  the  loan.     Mr.  Milton  testified  (id.,  at  8501-2)  : 

Q.  Now,  you  still  had  $1,300,000  that  you  owed  the  hanks,  isn't  that  so? 

A.  That  is  right. 

Q.  And  then  from  March  25,  1935,  to  September  6,  1935,  those  loans  increased  from 
$1,300,000  to  $2,000,000,  isn't  that  so? 

A.  Is  that  figure  taken  as  of  the  time  prior  to  the  merger,  and  I  don't  have  that 
figure,  and  if  you  want  to  introduce  it  subject  to  correction,  I  am  perfectly  willing  that 
you  do  so. 

Q.  Now,  what  did  you  use  that  additional  $700,000  for  during  that  period  from 
March  25  to  September  6,  1935  ? 

A.  Mostly  for  the  purchase  of  Reliance,  I  believe. 

Q.  And  then  you  remember  on  September  6  there  was  another  merger  between  Re- 
liance International  and  American,  British  &  Continental  Corporation? 

A.  Two  streams  flowing  together. 

Q.  But  these  were  golden  streams  with  the  money  flowing  into  Equity,  isn't  that  so? 

A.  They  were  money  and  secvirities. 

Q.  That  is  right ;  and  after  the  two  streams  met  and  flowed  into  Equity,  then  you 
took 

A.  Plowed  into  the  continuing  company. 

Q.  And  then  you  had  $2,000,000  with  which  you  paid  off  all  of  the  loans,  isn't 
that  so? 

A.   I  think  so. 

Q.  And  there  is  another  instance  where  you  borrowed  $700,000  and  used  it  to  buy 
Reliance  International  Corporation  stock,  and  then  had  it  flow  into  the  continuing 
company,  and  got  the  cash,  and  paid  off 

A.  As  a  result  of  the  merger. 

Q.  And  paid  off  the  loan  which  you  used  to  help  you  acquire  control  of  Reliance 
International,  isn't  that  so? 

A.  Yes  ;  and  the  resulting  merged  company  paid  off  the  loan. 

i«  For  detailed  discussion  of  these  methods  used  by  The  Equity  Corporation,  see  the  Com- 
mission's Report  on  the  Study  and  Investigation  of  the  Work,  Activities,  Personnel,  and 
Functions  of  Protective  and  Reorganization  Committees,  Part  VII,  p.  229,  et  seq. 
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employed  to  induce  stockholders  to  accept  the  exchange  offers.  The 
Equity  Corporation  made  extensive  use  of  its  numerous  business 
contacts  with  banks,  brokerage  firms,  trust  companies  and  other  con- 
cerns to  bring  pressure  upon  individual  stockholders  to  accept  the 
exchanges.^^* 

The  services  of  a  nation-wide  dealer  organization  were  employed. 
Equally  significant  in  the  success  of  the  program  was  the  careful 
use  made  of  the  solicitation  literature.  The  employment  of  inade- 
quate financial  statements  and  the  failure  to  make  full  disclosure  of 
significant  aspects  of  The  Equity  Corporation  characterized  the 
solicitation  campaign.  Inertia  and  lack  of  enthusiasm  on  the  part 
of  stockholders  were  met  with  "awakening"  and  "pressure"  devices 
designed  to  speed  up  consummation  of  the  exchange  programs.^^^ 

Almost  50  exchange  offers  were  made  to  the  stockholders  of  14 
companies  in  the  period  from  March  15,  1933,  to  May  20,  1935 ;  ^^^  in 
all  but  two  instances  The  Equity  Corporation  induced  the  exchange 
of  stock  sufficient,  when  added  to  its  existing  holdings,  to  enable  The 
Equity  Corporation  to  effect,  alone,  a  dissolution,  merger  or  consoli- 
dation of  the  acquired  company  under  the  appropriate  state  laws.^^^ 

The  final  step  in  The  Equity  Corporation's  expansion  program 
consisted  of  the  absorption  of  the  assets  of  its  subsidiaries  directly 
into  itself  by  means  of  dissolutions  and  mergers,  or  indirectly  into 
a  controlled  company  through  a  consolidation.^^®  By  the  device  of 
merger  or  consolidation,  numerous  stockholders  who  had  refused 
voluntarily  to  accept  The  Equity  Corporation's  exchange  offers  were 
made  stockholders  of  The  Equity  Corporation  by  operation  of  law, 
unless  these  stockholders  exercised  their  statutory  right  of  appraisal. 
Large  amounts  of  assets  that  would  have  gone  to  these  investors 
upon  dissolution  of  their  companies  were,  instead,  brought  under  The 
Equity  Corporation's  control.^"  In  most  cases,  these  shifts  were 
accomplished  at  the  dictation  of  the  common  stockholders,  who  pos- 
sessed the  necessary  voting  power  but  who  had  little  or  no  equity  in 
the  companies  to  be  merged  or  consolidated.  The  largest  common 
stockholder  in  all  these  instances  was  The  Equity  Corporation.^-" 

These  reorganizations  represented  the  will  of  dominant  persons  in 
The  Equity  Corporation.  Through  control  of  the  directorates  of 
its  subsidiary  companies,  the  management  of  The  Equity  Corpora- 
tion could  determine  if  and  when  the  corporate  existence  of  these 
subsidiaries  should  be  terminated.  In  the  same  way,  the  terms  of 
the  merger  or  consolidation  agreements  were  fixed  by  The  Equity 
Corporation.     Similarly,   stockholder  approval   of  the   dissolutions, 


1"  Ibid ;  see  also  infra,  pp.  136S  and  1371. 

"3  Ibid. 

'^«Op.  cit.  supra,  note  3,  Commission's  Exhibits  Nos.  839  and  840. 

"''Op.  cit.  supra,  note  113,  p.  293. 

"sid.,   pp.    294-336. 

"»  Id.,  pp.   309-11. 

120  The  percentage  of  the  total  outstanding  votes  represented  by  the  holdings  of  Mr. 
Milton  and  Mr.  Huntington  declined  steadily  until  by  September  20,  1935,  they  controlled 
only  about  20%  of  the  voting  power  of  The  Eniuity  Corporation  (op.  cit.  supra,  note  3, 
Commission's  Exhibits  Nos.  773.  832  (pp.  12-13)  and  Securities  Registration  Statement, 
The  Equity  Corporation,  post-effective  amendment  filed  July  14,  1937,  Item  26).  This 
holding  apparently  represented  effective  working  control,  however,  for  no  other  single 
interest  held  a  block  of  comparable  size.  (Reports  filed  with  this  Commission  by  the 
corporation  and  stockholders  indicate  that  no  one  except  the  dominant  management  group 
owned  beneficially  10%  or  more  of  any  class  of  equity  securities  at  the  time  stated.) 
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mergers  and  consolidations  was  merely  a  formality.  In  almost  all 
cases  The  Equity  Corporation  itself  controlled  sufficient  percentages 
of  the  votes  to  effect  the  type  of  reorganization  determined  upon, 
irrespective  of  the  wishes  of  the  public  investors.^^^  In  one  instance 
where  The  Equity  Corporation  did  not  possess  sufficient  votes  under 
the  applicable  state  law,  it  caused  its  subsidiaries  to  amend  their 
charters  so  as  to  circumvent  the  statutory  obstructions  to  the  imposi- 
tion of  The  Equity  Corporation's  plan  upon  public  holders  of  the 
senior  securities  and  common  stock  of  these  companies.^- 

2.  ASSET   LOSSES    SUFFERED    BY    STOCKHOLDERS    OF 
ACQUIRED  COMPANIES 

The  methods  of  reorganization  engaged  in  by  The  Equity  Corpora- 
tion worked  drastic  changes  in  the  rights  and  privileges  of  security 
holders.  Thus,  preferred  stockholders  who  accepted  exchange  offers 
and  agreements  of  merger  or  consolidation  proposed  by  The  Equity 
Corporation  surrendered  securities  possessing  preferences  on  liqui- 
dation of  approximately  $8,400,000,  more  than  the  preferences  of  the 
securities  received.^'^  Similarly,  those  preferred  stockholders  whose 
securities  were  acquired  by  The  Equity  Corporation  bj^  exchange 
offer,  merger,  or  consolidation,  suffered  a  loss  in  net  asset  values  of 
approximately  $2,000,000.^^4 

These  alterations  of  the  rights,  privileges,  and  asset  values  of  mi- 
nority stockholders  may  have  been  accompanied  by  some  advantages 
to  these  stockholders.  Minority  stockholders  may  have  been  benefited 
by  the  simplification  of  corporate  structures  incident  to  the  reorgani- 
zations effected  by  The  Equity  Corporation,  and  the  stock  of  The 
Equity  Corporation  which  they  obtained  may  have  possessed  a  mar- 
ketability superior  to  that  of  their  former  holdings.  However,  these 
alterations  of  the  rights,  privileges,  and  asset  values  of  the  securities 
of  minority  stockholders  effected  by  The  Equity  Corporation  are  in- 
dicative of  the  powers  which  dominant  groups  can  assume  over  the 
investments  of  other  people  without  control  or  regulation  of  any  kind. 

C.  Atlas  Corporation 

Atlas  Corporation  represents  the  outgrowth  of  a  small  company 
known   as   United   States   Company  formed   in   1923   by   Floyd   B. 


^"  Op.  cit.  supra,  note  113,  pp.  294-315. 

1"  See  infra,  pp.  1485-99,  for  a  discussion  of  the  consolidation  of  the  companies  in  the 
"Founders  group"  into  American  General  Corporation. 

"^  Op.  cit.  supra,  note  3,  Commission's  Exhibit  No.  775.  The  value  in  liquidation  of 
Bhares  exchanged  and  shares  surrendered  was  $20,109,034.  The  value  in  liquidation  of 
the  preferred  stock  of  The  Equity  Corporation  issued  in  exchange  for  these  shares  was 
$11,763,486.50    (ibid.). 

'"  Id.,  Commission's  Exhibits  Nos.  767,  768,  770,  772,  773,  774,  775,  840,  845,  846,  847, 
848,  and  the  reply  to  the  Commission's  questionnaire  for  The  Equity  Corporation,  Pt.  I, 
Exhibit  J9.  The  approximate  net  asset  value  of  shares  exchanged  and  shares  surrendered 
on  merger  was  $14,066,913.  The  approximate  net  asset  value  of  shares  of  The  Equity 
Corporation  issued  in  exchange  for  these  shares  was  $11,858,575  (ibid.). 
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Odium  ^-^  (who  was  to  become  the  ''dommatrng  influence"  ^-°  in  Atlas 
Corporation),  George  H.  Howard  and  the  wives  of  these  two  men. 
The  company  was  formed  primarily  as  a  hobby,  "to  set  aside  a  cer- 
tain amount  of  funds  to  see  what  could  be  done."  ^'^  The  initial 
capital  of  the  United  States  Company  consisted  of  $40,000  contrib- 
uted in  equal  sum.s  of  $10,000  by  each  of  the  four  incorporators.^-^ 
Each  of  the  incorporators  received  2,500  shares  of  the  common  stock 
of  the  company.^-^  In  1924,  L.  Boyd  Hatch,  Mr.  Odium's  brother-in- 
law,  became  associated  with  United  States  Company.  Later,  other 
friends  of  the  incorporators  were  permitted  to  become  subscribers  to 
the  stock  of  United  States  Company. 

In  August  of  1928,  United  States  Company  had  net  assets  of  ap- 
proximately $600,000,1^°  of  which  $300,000  represented  contributed 
capital  ^^^  and  $300,000  represented  appreciation  in  the  value  of  the 
company's  investment  portfolio. 

On  August  3,  1928,  Mr.  Odium  and  his  associates  caused  to  be  in- 
corporated, under  the  laws  of  Canada,  an  investment  company.  Atlas 
Utilities  Investors  Company,  Ltd.,^^^  with  an  authorized  capitali- 
zation of  10,000  shares  of  $100  par  value  preferred  stock  and  200,000 
shares  of  no  par  value  common  stock.^^^^  By  an  exchange  offer  ^^*  of 
its  shares  the  Canadian  company  acquired,  in  August  of  1928,  all 
of  the  outstanding  securities  of  United  States  Company  and  thus 
became  possessed  of  approximately  $600,000  in  net  assets.  Addi- 
tional capital  of  approximately  $3,000,000  ^^^  was  raised  by  the  Cana- 
dian company  by  private  sales  of  its  securities  to  friends  of  its  found- 
ers and  by  the  exercise  of  option  warrants.  Mr.  Odium  and  Mr. 
Howard,  their  wives,  and  Mr.  Hatch  held  a  total  of  41,000  shares  of 
the  Canadian  company's  common  stock  which  had  been  acquired  by 
them  under  the  terms  of  the  Canadian  company's  exchange  offer  for 
the  securities  of  United  States  Company  anci  option  warrants  to 
purchase  at  any  time  47,000  shares  of  the  common  stock  of  Atlas 
Utilities   Investors   Company,   Ltd.^^*'    On   July    11,    1929,    another 


125  Derived  from  supplementary  information  supplied  the  Commission  for  Atlas  Corpora- 
tion. In  1923  Floyd  B.  Odium  was  a  vice  president  of  the  Electric  Bond  and  Share 
Company  and  of  American  &  Foreign  Power  Company,  an  affiliated  company  (Public  Ex- 
amination, Atlas  Corporation,  at  17521).  From  1926  to  1931,  Mr.  Odium  spent  most  of 
his  time  abroad  acquiring  public  utility  properties  for  American  &  Foreign  Power  Com- 
pany. In  1931  Mr.  Odium  severed  his  relationships  with  Electric  Bond  and  Share  Com- 
pany and  American  &  Foreign  Power  Company  to  devote  his  full  time  to  his  duties  as  the 
president  and  a  director  of  Atlas  Corporation    (ibid.). 

In  1923,  George  H.  Howard  was  associated  as  an  attorney  with  the  New  York  law  firm 
of  Simpson,  Thatcher  and  Bartlett,  who  were  counsel  for  Electric  Bond  and  Share  Company 
and  American  &  Foreign  Power  Company.  From  1929  to  1935,  Mr.  Howard  was  a 
director  of  Atlas  Corporation  (id.,  Commission's  Exhibit  No.  2002)  and  from  1929  to 
April  1940  has  been  the  president  and  a  director  of  The  United  Corporation. 

128  Public  Examination,  Atlas  Corporation,  at  17519-22. 

"'Id.,  at  17523. 

i^Id.,  at  17524. 

128  Ibid. 

130  Id.,   Commission's  Exhibit  No.   1933. 

I'a  Id.,  Commission's  Exhibit  No.   1932. 

132  Id.,  Commission's  Exhibit  No.   1931. 

133  Id.,  Commission's  Exhibit  No.   1932. 
13^  Ibid. 

i^'^ld.,  Commission's  Exhibit  No.  1934. 

i3«  Id.,  at  17533.  The  securities  and  option  warrants  issued  were  divided  as  follows : 
10,000  shares  of  common  stock  and  10,000  option  warrants  to  Floyd  B.  Odium  ;  10,000  shares 
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investment  company,  Atlas  Corporation,  was  incorporated  in  Dela- 
ware ^^^  with  an  authorized  capitalization  of  100,000  shares  of  pre- 
ferred stock  (none  of  which  was  ever  issued),  200,000  shares  of  pref- 
erence stock  having  one  vote  per  share  and  entitled  on  liquidation  to 
a  preference  in  assets  to  the  extent  of  $50  per  share  and  accrued 
unpaid  dividends,  and  1,200,000  shares  of  common  stock,  all  of  no 
par  value.i'^^  On  July  18,  1929,  a  so-called  copartnership  comprised 
of  Floyd  B.  Odium,  Mrs.  Odium,  George  H.  Howard,  Mrs.  Howard, 
and  L.  Boyd  Hatch,  transferred  securities  having  a  value  of  $3,035,- 
000  ^^^  to  Atlas  Corporation  in  consideration  of  the  issuance  to  the 
copartnership  by  the  corporation  of  300,000  shares  of  its  common 
stock  and  perpetual  option  warrants  to  purchase  50,000  shares  of  the 
corporation's  common  stock  at  $25  per  share.^^°  Included  in  the 
securities  so  delivered  to  Atlas  Corporation  by  the  copartnership 
were  the  41,000  shares  of  the  common  stock  of  the  Canadian  company 
which  the  copartners  had  received  in  exchange  for  their  United 
States  Company  stock.^"^^  Three  of  the  copartners,  Messrs.  Odium, 
Hatch,  and  Howard,  became  directors  of  Atlas  Corporation."^  The 
other  two  directors  on  the  board  of  five  were  E.  K.  Hall  and  Reeve 
Schley,  both  of  whom  were  stockholders  of  the  Canadian  company."^ 
The  copartnership  further  agreed  to  use  its  best  efforts  to  obtain 
purchasers  for  150,000  units  of  Atlas  Corporation's  securities  at  a 
price  of  $58  per  unit,  each  unit  to  consist  of  one  share  of  preference 
stock  entitled  to  one  vote  per  share  for  all  corporate  purposes  and  to 
a  preference  of  $50  per  share  on  liquidation  of  the  corporation,  one 
share  of  common  stock  and  one  perpetual  option  warrant  to  purchase 
one  share  of  the  corporation's  common  stock  at  a  price  of  $25  per 
share.^**  Pursuant  to  this  agreement,  the  copartnership,  prior  to  the 
close  of  1929,  succeeded  in  selling  154,721  of  these  units  of  the  corpora- 
tion's securities  at  $58  per  unit,  netting  the  corporation  $8,973,818."^ 
The  units  were  sold  privately  by  the  copartnership  and  no  commission 
was  retained  by  the  copartnership.  In  addition  to  the  $58  units,  the 
corporation  also  sold  privately  at  $10  per  unit,  units  consisting  of  one 
share  of  its  common  stock  and  a  perpetual  option  warrant  to  pur- 
chase l/6th  of  a  share  of  its  common  stock  at  a  price  of  $25  per 
share.^**'  Of  these  units  54,100  were  sold  prior  to  December  31,  1929, 
netting  the  corporation  $541,000.     Thus,  the  total  cash  derived  by 


of  common  stock  and  10,000  option  warrants  to  Mrs.  F.  B.  Odium ;  10,000  shares  of  common 
stock  and  10,000  option  warrants  to  George  H.  Howard ;  10,000  shares  of  common  stock  and 
10.000  option  warrants  to  Mrs.  G.  H.  Howard  ;  1,000  shares  of  common  stock  and  7,000 
option  warrants  to  L.  Boyd  Hatch. 

^^  Id.,  Commission's  Exhibit  No.  1942. 

"8  Ibid. 

""  Id.,  Commission's  Exhibit  No.   1957. 

1*)  Id.,  Commission's  Exhibit  No.  1935.  The  300,000  shares  of  common  stock  and  the 
50.000  warrants  were  divided  as  follows  among  the  members  of  the  copartnership:  L.  Boyd 
Hatch,  15,690  shares  of  common  and  2,615  warrants  ;  George  H.  Howard,  80,655  shares  of 
common  and  13,442%  warrants  ;  Elizabeth  S.  Howard,  61,500  shares  of  common  and  10,250 
warrants  ;  Hortense  B.  Odium,  61,500  shares  of  common  and  10,250  warrants  ;  Floyd  B. 
Odium,  80,655  shares  of  common  and  13,4421/2  warrants  (id.,  Commission's  Exhibit  No.  2002,. 
(p.  30).) 

i«  See  supra,  p.  1053. 

"2  Op.  cit.  supra,  note  126,  Commis.sion's  Exhibit  No.  1943. 

i«  Ib:d. 
:   ii-'Id.,  Commission's  Exhibit  No.   1935. 

"5  Id.,  Commission's  Exhibit  No.  1960. 

1*6  Ibid. 
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Atlas  Corporation  in  1929  from  the  sale  of  its  $58  and  $10  units  was 
$9,514,818. 

On  October  1,  1929,  an  exchange  offer  by  Atlas  Corporation  of  its 
securities  for  the  common  stock  of  the  Canadian  company  was  made.^*'^ 
As  a  result  primarily  of  this  exchange  offer.  Atlas  Corporation  ac- 
quired all  of  the  outstanding  common  stock  of  the  Canadian  com- 
pany ,^*^  which,  however,  was  not  immediately  dissolved  but  was  con- 
tinued as  a  subsidiary  of  Atlas  Corporation  until  October  1936,^^^ 
when  it  was  dissolved  as  a  step  in  the  final  simplification  of  the  Atlas 
Corporation  system  of  investment  companies. 

By  the  close  of  1929,  Atlas  Corporation  had  acquired  by  sale  or  ex- 
€hange  of  its  securities,  by  its  transaction  with  the  copartnership,  and 
by  its  absorption  of  the  Canadian  company,  assets  having  an  actual 
value  of  approximately  $17,000,000.^^°  Of  this  amount  of  assets,  ap- 
proximately $12,000,000  represented  contributed  capital  and  paid-in 
surplus.^^^  Investments  of  the  company  were  primarily  concentrated 
in  the  common  stocks  of  utility  operating  and  holding  companies, 
particularly  those  of  the  Electric  Bond  and  Share  Company  and  its 
subsidiaries.^^^  The  effect  of  the  stock  market  collapse  of  1929  was  to 
reduce  the  assets  of  the  corporation  to  $13,460,000,  a  decline  of  21% 
of  its  actual  contributed  capital.^^^  The  so-called  "spring  rally"  of 
1930  restored  Atlas  Corporation  to  its  approximate  original  asset  posi- 
tion, but  by  this  time  Mr.  Odium  had  lost  faith  in  the  possibility  of  an 
immediate  substantial  rise  in  the  market  price  of  securities.^^*  At 
this  time  the  jDolicy  of  the  corporation  to  devote  itself  to  the  absorp- 
tion of  other  investment  trusts  and  investment  companies  was 
formulated.^" 


i«  Id.,  Commission's  Exhibit  No.   1936. 

i«The  asset  value  of  the  Canadian  company's  common  stock  was  approximately  $55  per 
share  (derived  from  supplementary  information  supplied  the  Commission  for  Atlas  Corpora- 
tion), whereas  the  asset  value  of  Atlas  Corporation  common  stock  was  approximately  $10.37 
per  share  (ibid.).  The  four  shares  of  Atlas  Corporation  common  stock  issued  in  considera- 
tion for  one  share  of  the  common  stock  of  the  Canadian  company  had,  therefore,  an  asset 
value  of  $41.48.  The  Canadian  company's  common  stockholders  in  making  this  exchange 
thus  suffered  a  loss  in  assets  of  approximately  $14  per  share  which  was  compensated  some- 
what by  the  receipt  of  option  warrants  of  Atlas  Corporation  and  by  the  fact  that  Atlas 
Corporation's  common  stock  had  a  substantially  higher  "leverage"  than  did  the  Canadian 
company's  stock. 

1^  Op.  cit.  supra,  note  126,  at  17553. 

i^Id.,  at  17771. 

1"  Id.,  at  17702. 

152  Id.,  at  17771. 

1=3  Ibid. 

i«  Id.,  at  17719. 

15=  Mr.  Odium  testified  (id.,  at  17719-21)  : 

^  *  ♦  *  -^hen  we  got  to  April  1930  we  had  again  pulled  it  up  so  that  from  the 
organization  of  the  company  to  April  1930  we  had  suffered  no  losses.  But  we  were  in  a 
period  of  falling  prices.  We  didn't  know  how  long  that  period  was  going  to  last  or 
or  how  far  it  was  going  to  go.  We  sensed  that  perhaps  it  might  last  for  a  considerable 
period  of  time.  We  were  just  organized  about  six  months.  We  could  turn  our  capital 
back  to  our  shareholders  without  loss,  or  we  could  carry  on.  If  we  turned  to  carry  on 
as  a  straight  investment  company,  so  to  speak,  we  would  be  a  victim  of  the  general 
market  conditions  if  they  continued  downward.  Therefore  we  searched  for  some  way 
so  that  we  could  do  better  at  least  than  market  averages  if  the  market  should  fall 
further  and  so  that  we  would  do  better  than  market  averages  if  the  market  continued 
as  it  was,  and  we  would  be  rather  fully  invested  if  the  market  should  turn  upward 
overnight. 

******* 
If  we  could  get  in  and  get  control  of  those  companies  at  a  figure  which  was  some- 
thing above  this  35  or  40%  discount,  but  at  some  discount  so  that  in  effect  we  would 
share  with  those  old  shareholders  a  part  of  the  spread  between  the  asset  values  and  the 
market  values  of  their  securities,  we  would  in  effect  have  that  protection,  let  it  be  10 
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During  1930,  l^Ii\  Odium's  investigation  of  investment  companies 
had  led  to  the  discovei-y  that  the  market  value  of  investment  company 
securities  was  at  least  35%  less  than  the  actual  value  of  the  assets 
owned  by  the  holders  of  such  securities.^^*'  The  opportunity  thus  pre- 
sented to  acquire  the  portfolios  of  diversified  securities  of  other  in- 
vestment companies  at  a  total  price  less  than  their  actual  value  was 
the  fundamental  purpose  of  the  Atlas  Corporation's  campaign  to  ac- 
quire control  of,  and  to  amalgamate  with  itself,  the  assets  of  other 
investment  companies.^^^  Subsidiary  advantages  also  accrued  to 
Atlas  Corporation  and  its  sponsors.  To  the  extent  of  the  differential 
between  the  cost  of  the  securities  of  investment  companies  acquired  by 
Atlas  Corporation  and  its  actual  value,  Atlas  Corporation  was  pro- 
vided with  a  "cushion"  against  further  depreciation  in  the  market 
value  of  securities.  And  through  the  medium  of  its  exchange  offers 
Atlas  Corporation  was  enabled  to  distribute  its  own  securities  for  the 
securities  of  other  companies  having  asset  values  in  excess  of  the  asset 
and  market  value  of  its  own  securities.^^^  In  substance,  a  means  was 
thereby  found  to  raise  additional  capital  in  a  period  when  the  sale  of 
Atlas  Corporation's  own  securities  by  normal  methods  was  virtually 
impossible.^^*^ 

On  October  31, 1931,  Mr.  Odium  entered  into  a  contract  ^*^°  to  manage 
the  expansion  program  of  Atlas  Corporation.  By  the  terms  of  this 
contract  Mr.  Odium  agi^eed  to  devote  his  full  time  to  the  active  man- 
agement of  Atlas  Corporation  for  a  period  of  one  year.^"  As  com- 
pensation Mr.  Odium  was  to  receive  a  sum  equal  to  6/10  of  1%  of  the 
consolidated  net  assets  of  the  corporation  as  at  the  date  of  the  termina- 


or  15  per  cent  of  that  discount,  if  you  please,  against  a  further  fall  in  the  market.  We 
would  be  fully  invested  if  the  market  should  rise,  and  we  would  have  that  spread  also, 
if  the  market  just  remained  constant.  And  we  would  at  the  same  time  be  giving  those 
other  people  several  things  that  they  didn't  have.  In  the  first  place  we  would  he  giving 
them  marketability  that  they  didn't  have.  In  the  second  place  we  would  be  giving 
them  management  which  they  didn't  have,  at  least  I  don't  mean  that  as  a  criticism  of 
the  old  management.  The  managements  had  gone  dead  and  weren't  doing  anything 
about  it  all.  And  we  were  in  the  field  :  we  were  interested  ;  we  were  trying  to  make 
good  on  the  thing  and  we  were  active.  Therefore,  we  added  to  what  they  had  :  (1)  mar- 
ket value  ;  (2)  portfolio  management ;  and  (3)  an  opportunity  to  at  least  take  a  chance 
of  going  forward,  rather  than  sit  and  watch  a  thing  coming  down  on  them. 

That  is  the  genesis  of  the  adoption  of  the  program  or  the  policy  of  acquiring  invest- 
ment trusts.  But  I  say  it  was  a  phase  because  the  minute  we  had  acquired  these  trusts, 
the  minute  the  market  had  gone  through  the  depression  period  and  we  had  accumulated 
those  trusts,  we  were  back  again  without  any  subsidiaries,  without  anything  except  our 
own  portfolio,  to  manage  which  would  be  a  consolidation  of  our  original  portfolio  plus 
what  we  acquired,  and  we  would  have  as  our  shareholders  our  original  shareholders  plus 
these  other  fellows  we  had  brought  in 

166  Op.  cit.  supra,  note  126,  at  17719-21. 

15'  Ibid. 

1=8  See  infra,  pp.  1070  ;  1400-8. 

«9Mr.  Odium  testified  (op.  cit.  supra,  note  126,  at  17724)  : 

Q.  I  think  you  will  agree  that  in  this  demoralized  period  you  couldn't  sell  investment 
trust  securities? 

A.  Yes  ;  but  at  a  very  great  sacrifice. 

Q.  So  that  if  it  was  a  question  of  raising  additional  capital  to  start  this  campaign 
by  selling  new  Atlas  stock,  that  would  be  futile  ;  isn't  that  so  ?  You  couldn't  float  or 
sell  a  big  block  of  Atlas  stock  on  a  public  offering  at  that  time. 

A.  No.     *     *     * 

Mr.  Odium  further  testified  in  this  connection  (id.,  at  17834)  : 

_(^  *  *  *  Many  people  interpreted  our  program  in  the  investment  trust  field 
as  an  effort  on  our  part  to  gather  together  capital.  We  had  no  idea  nor  any  desire 
to  gather  capital. 

Q.  But  you  don't  deny  that  was  the  consequence  of  your  program? 

A.  The  con.sequence  of  our  program  was  to  build  our  capital  up  from  about  $17,000.- 
000  to  somewhere  around  $100,000,000,  and  in  fact  *  *  «  jt  built  up  at  one 
period  to  $140,000,000,  and  we  have  been  constantly  cutting  it  down  ever  since,  because 
it  wasn't  capital  we  wanted. 

i^o  Id.,  Commission's  Exhibit  No.  1964. 
i«i  Ibid. 
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tion  of  the  contract  less  a  sum  equal  to  all  operating  expenses.^*'-  In 
other  words,  if  the  operating  expenses  of  the  corporation  exceeded  6/10 
of  1%  of  the  consolidated  net  assets  of  the  corporation,  Mr.  Odium 
would  receive  no  compensation.  Mr.  Odium  also  agreed  to  subscribe 
for  200.000  shares  of  the  corporation's  common  stock  and  200,000  of 
its  warrants  at  a  price  of  $6.50  for  a  unit  consisting  of  one  share  of 
common  stock  and  one  warrant,^*^"  or  a  total  price  for  the  200,000  units 
of  $1,300,000."^  The  then  market  value  of  each  of  these  units  was  $6; 
the  asset  value  of  each  of  the  units  was  then  $3.95.  Mr.  Odium,  how- 
ever, had  the  right  under  the  terms  of  the  contract  to  cancel  his  sub- 
scription, if  as  at  November  31,  1934,  the  Dow-Jones  30  common  stock 
industrial  average  or  an  equivalent  index  was  more  than  35%  below  the 
level  of  such  average  as  at  July  31,  1931."^ 

Up  to  October  1931  (the  time  of  the  maturing  of  the  management 
agreement  between  Mr.  Odium  and  Atlas  Corporation),  Mr.  Odium 
had  received  no  compensation  in  any  form  from  Atlas  Corporation  or 
any  of  its  predecessor  companies.  During  this  period  up  to  1931,  the 
Atlas  Corporation  had  acquired  control  of  the  following  investment 
companies:  All  America  General  Corporation,  with  assets  of  $3,149,- 
700;  Exide  Securities  Corporation,  with  assets  of  $5,837,900;  Power 
&  Light  Securities  Trust,  with  assets  of  $3,014,300 ;  Selected  Stocks, 
Inc.,  with  assets  of  $596,100;  Iroquois  Share  Corporation,  with  assets 
of  $1,441,400 ;  Federated  Capital  Corporation,  with  assets  of  $2,845,000 ; 
Jackson  &  Curtis  Investment  Associates,  with  assets  of  $1,039,600; 
Sterling  Securities  Corporation,  with  assets  of  $16,764,800 ;  Chatham 
Phenix  Allied  Corporation,  with  assets  of  $29,412,700;  Chain  Store 
Stocks,  Inc.,  with  assets  of  $3,407,200;  and  National  Securities  Invest- 
ment Company,  with  assets  of  $11,243,300.^^'^  Total  assets  of  all  invest- 
ment companies,  control  of  which  was  acquired  by  Atlas  Corporation 
prior  to  its  execution  of  its  management  contract  with  Mr.  Odium, 
were  approximately  $78,752,100.  However,  in  several  of  these  com- 
panies, sufficient  stock  control  to  effect  their  dissolution  or  merger  with 
Atlas  Corporation  had  not  yet  been  obtained,  and  negotiations  for  the 
acquisition  of  control  of  additional  companies  by  Atlas  Corporation 
were  in  progress  at  the  date  of  the  corporation's  contract  with  Mr. 
Odlum.^^''    The  objective  of  the  contract  was  to  insure  his  services  for 

182  Ibid.  183  Ibid.  i^i  hjjjj  ics  ibj^j, 

188  Id.,  Commission's  Exhibit  No.  1958. 

"■'As  at  December  31,  1931,  Atlas  Corporation  and  its  subsidiaries  liad  the  following- 
interest  in  the  companies  then  controlled  by  the  Atlas  Corporation  group  of  companies  : 

Percent  of  securities  of  each  class 
Name  of  company:  owned  W  Atlas  Corporation 

Securities  Allied  Corporation 40.  48 

Allied    Atlas    Corporation , 92.  47 

All  American  General  Corporation 68.  42 

Chain  Store  Stocks,  Inc 66.  06 

Ungerleider  Financial  Corporation 82.  02 

General   Empire    Corporation 74.  05 

National  Securities  Investment  Company  : 

Preferred 26.  59 

Common 66.  34 

Sterling  Securities  Corporation  : 

1st  preferred 15.  57 

$1.20  preferred 6.  46 

Class  A 14.  38 

Class   B 70.  63 

Aviation    Securities    Corporation 50.  42 

Federated  Capital  Corporation  : 

Preferred 32.  65 

Common 13.  29 

Securities  Allied  Corporation,  in  which  the  Atlas  Corporation  group  had  only  a  40.48% 
interest,   controlled,   either   itself  or  through   controlled  companies,   all  of  the  Atlas   Cor- 
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the  furtherance  and  consummation  of  the  corporation's  acquisition 
program.  Mr.  Odhim  testified  that  he  had  no  belief  that  the  market 
M^ould  rise  substantially  during  the  period  of  the  corporation's  ex- 
pansion program.^*^®  Consequently  the  purpose  of  the  management 
contract  was  apparently  to  compensate  Mr.  Odium  for  any  increase 
in  the  consolidated  assets  of  the  corporation  which  would  result  from 
his  efforts  to  acquire  control  of  other  investment  companies.^'"'  It  is 
evident  also  that,  as  a  result  of  his  management  contract  and  his  stock 
purchase  agreement,  Mr.  Odium  had  a  direct  pecuniary  interest  in  the 
exchange  offers  of  securities  made  by  Atlas  Corporation  for  the  securi- 
ties of  its  subsidiaries  from  the  point  of  view  of  both  increase  in  total 
assets  and  maximum  profit  to  Atlas  Corporation. 

On  October  31,  1932,  the  date  of  the  expiration  of  the  original  man- 
agement contract  with  Mr.  Odium,  the  contract  was  by  agreement 
modified  and  extended  to  April  30,  1933,^^°  because  "events  of  the  past 
year  have  prevented  the  consummation  within  the  year  of  the  expan- 
sion and  consolidation  program  which  was  in  our  minds  when  the 
agreement  of  October  31,  1931,  was  made."  ^^^  Mr.  Odium  agreed  to 
make  his  purchase  of  the  200,000  units  of  Atlas  Corporation  securities 
unconditional,  and  further  agreed  that  this  management  compensa- 
tion under  the  contract  for  its  entire  term,  past  and  future,  was  not  to 
exceed  $300,000,  with  the  proviso,  however,  that  in  any  event  he  was 
to  receive  for  his  services  a  minimum  of  $150,000.  Mr.  Odium,  on  the 
termination  of  his  management  contract,  received  $300,000,  the  full 
compensation  to  which  he  was  entitled  by  its  terms.^'^^  The  gains  made 
by  Mr.  Odium  on  his  purchase  of  the  200,000  units  of  Atlas  Corpora- 
tion securities  will  be  indicated  later. 

Prior  to  May  1930,  the  portfolio  of  Atlas  Corporation  consisted 
predominantly  of  utility  securities.'^^^  As  at  May  31,  1930,  the  cor- 
poraJ:ion's  portfolio  at  cost  totaled  $11,231,846.77,  of  which  $6,248,380, 
or  57.7%  of  the  total  portfolio,  was  invested  in  the  securities  of  public 
utility  companies.^^*  In  May  1930,  the  corporation  commenced  its 
program  to  acquire  other  investment  companies  and  thereafter  re- 
duced gradually  its  portfolio  of  marketable  securities  to  provide  funds 
for  this  program.  At  December  31,  1930,  the  company's  portfolio  of 
securities  at  cost  totaled  $7,203,651.89,  of  which  $3,910,026.45,  or  54.28% 
of  the  total,  was  represented  by  public  utility  securities.^ ^°  However, 
by  April  1931  the  corporation  had  transformed  its  entire  portfolio,  at 
a  realized  loss  of  approximately  $6,000,000,"*^  to  investments  only  in 
the  securities  of  other  investment  companies. 


poration  group  holdings  in  Allied  Atlas  Corporation,  All  American  General  Corporation, 
Chain  Store  Stocks,  Inc.,  Ungerleider  Financial  Corporation,  National  Securities  Invest- 
ment Company,  and  Aviation  Securities  Corporation.  The  $1.20  preference,  the  Class  A 
and  Class  B  common  stocks  of  Sterling  Securities  Corporation  had  no  asset  value  as  at 
December  31,  1931.  Atlas  Corporation's  main  interest  was,  therefore,  in  the  preferred 
stock  which  it  was  mainly  engaged  in  acquiring  (id..  Commission's  Exhibit  No.  2001). 

188  See  note  155,  supra. 

M"  Op.  cit.  supra,  note  126,  at  17733-5. 

1™  Id.,  at  17736  and  Commission's  Exhibit  No.  1964. 

1^  Id.,  Commission's  Exhibit  No.  1964. 

"2  Id.,  at  17738. 

1"  Id.,  Commission's  Exhibit  No.  2002,  p.  48. 

"^  Ibid. 

"s  Ibid. 

"8  Id.,  Commission's  Exhibit  No.  2002,  p.  49.  Of  this  $6,000,000,  $3,700,000  were  net 
losses  on  intercompany  transactions  (ibid.). 
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1.  CHANGE  IN  INVESTMENT  POLICIES  OF  COMPANIES 
ACQUIRED  BY  ATLAS  CORPORATION 

Further  funds  were  provided  for  a  continuance  of  the  Atlas  Cor- 
poration's program  of  acquisition  by  the  companies  acquired  by  Atlas 
Corporation.  With  few  exceptions,  as  control  of  each  of  the  22  com- 
panies ultimately  absorbed  by  Atlas  Corporation  was  acquired,  their 
diversified  portfolios  were  liquidated  and  the  funds  so  derived  were 
used  to  acquire  from  Atlas  Corporation  itself  and  its  existing  sub- 
sidiaries or  in  the  open  market  the  securities  of  other  investment  com- 
panies control  of  which  Atlas  Corporation  was  then  in  the  process 
of  acquiring.     Mr.  Odium  testified  to  this  process  as  follows :  ^" 

Q.  Well,  as  I  read  these  reports  it  seems  to  me  that  the  technique  was,  first, 
to  find  the  situation  where  you  could  buy  thQ  securities  at  these  discounts,  isn't 
that  so? 

A.  Buy  for  cash. 

Q.  And  in  these  substantial  companies  where  you  didn't  have  the  requisite  cash 
to  buy  the  entire  control  of  the  situation  you  bought  a  substantial  position  in  the 
trust  and  then  made  the  exchange  offer,  isn't  that  so? 

A.  In  every  case  we  bought  all  that  we  could  for  cash.  I  don't  mean  limited 
by  our  cash  resources,  I  mean  that  we  bought  every  share  that  we  could  for  cash 
and  preferred  to  buy  for  cash  than  to  issue  stock  for  it. 

Q.  But  a  substantial  part  was  acquired  by  the  issuance  of  stock. 

A.  The  majority  was  acquired  through  purchase  for  cash. 

Q.  And  the  cash  came  not  only  from  Atlas,  but  came  from  the  subsidiaries. 

A.  As  we  acquired  some  of  these  subsidiaries  they  became  partners  with  us 
and  their  capital  was  used. 

Q.  But  when  you  say  that  you  bought  for  cash,  you  don't  mean  that  the  Atlas 
Corporation  used  its  own  cash,  but  it  used  the  cash  of  the  companies  which  it  had 
acquired  control  of  either  by  purchasing  their  securities  for  cash  or  upon  the 
exchange  program. 

A.  But  it  wasn't  because  we  had  acquired  control  of  them,  it  was  because  they 
were  under  our  management  and  joined  the  same  program  that  we  were  in  for 
the  same  objectives. 

Q.  I  am  not  unmindful  of  that,  but  I  am  trying  to  see  what  the  technique  was, 
and  where  the  money  came  from  and  how  these  various  companies  were  acquired. 
In  many  instances,  Atlas  Corporation  used  its  own  cash  and  in  many  other 
instances  it  used  the  cash  of  companies  which  it  controlled,  no,  in  almost 

A.  No ;  that  is  an  incorrect  statement,  that  "it  used" — but  "they"  used. 

Q.  They  used? 

A.  Yes     *     *     *. 

The  extent  to  which  the  diversified  portfolios  of  marketable  securi- 
ties held  by  the  companies  acquired  by  Atlas  Corporation  prior  to 
the  shift  in  their  control  to  Atlas  Corporation  were  replaced  by  the 
securities  of  investment  companies  which  were  eventually  absorbed 
by  Atlas  Corporation  is  indicated  by  Table  15.^^^ 


I'^'^Id.,  at  17727-9. 

178  Id.,  Commission's  Exhibit  No.  2039. 
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Tabilb  15. — Investments  in  affiliates  by  investment  companies  in  the  Atlas  Cor- 
poration  group,  1930-35  year-ends 


Date  of 

acquisition 

of 

control 

1930 

1931 

Investment  company- 

Total 
portfolio 

Investments  in 
affiliates 

Total 
portfolio 

Investments  in 
affiliates 

Amount 

Per- 
cent 

of 
port- 
folio 

Amount 

Per- 
cent 
of 

port- 
folio 

Atlas    Utilities    &    Investors 
Co.,  Ltd 

July   18,1929 
June  30,1930 

Aug.  31,1930 

Feb.   28,1931 
Mar.  31, 1931 

Apr.   30,1931 
.do  .  -      . 

$3, 695, 817 
1,  287, 624 

2, 941, 170 

$204, 175 

0.5 

$3, 114, 096 
1, 469, 027 

3,145,312 

"  2,  038, 184 
«  218,  637 

1.  540, 411 
"  831, 079 
1,  315,  362 
2, 933,  061 

"  1,  067, 128 
7,  516,  241 

14,  664, 890 
1,  265,  554 

4,  976, 193 
1,  231, 100 

$2, 860, 865 
1, 440, 000 

2,  705, 036 

91.9 

Exide  Securities  Corp.  (later 
Allied  Atlas  Corp.) 

103, 075 

0.4 

(^) 
(■0 

Power    &    Light    Securities 
Trust 

Selected  Stocks.  Inc 

-  199, 975 
165, 000 

91  5 

TJngerleider   Financial   Corp. 

10.7 

i") 

May  16,1931 
June     1, 1931 

July   31,1931 
do 

884, 472 

Jackson  &  Curtis  Investment 
Assoc 

(«) 

Sterling  Securities  Corp 

102,  623 

7,  725, 902 
873,  250 

1,  385, 106 

1  4 

Chatham  Phenix  Allied  Corp 
(later  Sec.  Allied  Corp.). _._. 

Aug.     5,1931 
Sept.  16, 1931 

Sept.  25, 1931 
Dec.   31,1931 
Apr.   30,1932 

Apr.  17,1933 
Apr.  25,1933 
Apr.   26,1933 
June  30,1933 

52  7 

69.0 

National    Securities    Invest- 

27.8 

Atlantic  Securities  Corp 

Goldman      Sachs      Trading 
Corp..   The    (later    Pacific 
Eastern  Corp ) 

Blue  Ridge  Corp 

Atlas  Corp              _.  .     _     .  . 

14, 282, 464 

10, 853, 065 

76.0 

13,711,587 

9,  996.  319 

Total 

22,  207, 076 

11,160,315 

50.7 

43, 171,  251 

18, 142,  255 

42.2 

"  Market  values;  other  values  are  book. 

>■  Merged  June  3,  1931. 

«  Liquidated  Aug.  18,  1931. 

<*  Liquidated  Aug.  28,  1931. 

'  Liquidated  Aug.  31,  1931. 
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Table  15. — Investments  in  affiliates  hy  investment  companies  in  the  Atlas  Cor- 
poration group,  1930-35  yeoir-etids — Continued 


Investment  company 


Date  of 

acquisition 

of 

control 


Total 
portfolio 


Investments  in 


Per- 
cent 
of 
port- 
folio 


Total 
portfolio 


Investments  in 
affiliates 


Per- 
cent 
of 

port- 
folio 


Atlas    Utilities    &    Investors 
Co.,  Ltd 

All  American  General  Corp... 
Exide  Securities  Corp.  (later 

Allied  Atlas  Corp.) 

Power    &    Light    Securities 

Trust 

Selected  Stocks,  Inc 

Ungerleider   Financial   Corp. 
(later  The  Financial  Corp.). 

Iroquois  Share  Corp 

Federated  Capital  Corp 

General  Empire  Corp 

Jackson  &  Curtis  Investment 

Assoc -- 

Sterling  Securities  Corp 

Chatham  Phenix  Allied  Corp. 

(later  Sec.  Allied  Corp.) 

Chain  Store  Stocks,  Inc 

National    Securities    Invest- 
ment Co 

Aviation  Securities  Corp 

Atlantic  Securities  Corp 

Goldman       Sachs      Trading 
Corp..    The    (later    Pacific 

Eastern  Corp.) 

Blue  Ridge  Corp 

Shenandoah  Corp 

American  Investors,  Inc 

Atlas  Corp 


July  18,1929 
June  30,1930 


Aug.  31,1930 


Feb.  28,1931 
Mar.  31, 1931 


Apr.  30,1931 
_.do 


$2, 116,  535 
1,  591,  527 


3, 120, 064 


$2, 106,  254 
1,  549,  527 


97.3 


$3,  391,  566 
■a,  608, 835 


$3, 253, 819 
<•  930, 048 


'3,  701,  833 


May  16,1931 
June     1, 1931 

July  31,1931 
-—do 

Aug.  5, 1931 
Sept.  16, 1931 

Sept.  25, 1931 
Dec.  31.1931 
Apr.   30,1932 


Apr.  17,1933 
Apr.  25,1933 
Apr.  26,1933 
June  30,1933 


1,  202,  272 

2,  339,  311 


1,  500, 188 


2,  682,  231 
:  3,  690, 156 


293,  532 

■2,  641,  279 


16,  559, 604 
1,522,412 

5, 461, 150 

352,  687 

2,  283, 441 


175,  450 
13,  716,  510 


2,  752, 966 
2,  245, 384 


82.8 
57.0 


50.4 
98.4 


15,  682,  578 

119,421,848 
^  2, 126, 043 

4, 156,  268 
I  1,  587, 049 
-"2,039,713 


31,  537,  765 
41,  899,  274 
13,  741,  805 
7,934,338 
47, 446, 


14,871,951 
a,  195,  221 

1,481,812 
»  344, 120 
'1,912,914 


9,  508,  366 
6,  232, 666 
42, 859, 489 


Total- 


72,974,190    51,626,287 


57.8 
97.3 


10.9 
71.6 


76.6 
56.2 

35.6 
21.7 
93.7 


I'  Market  values;  other  values  are  book. 
/Liquidated  Dec.  20,  1933. 
B  Liquidated  June  6,  1933. 
'  Liquidated  Nov.  4,  1933. 

•  Liquidated  June  21,  1933. 
i  Liquidated  Dec.  8,  1933. 

*  Liquidated  Nov.  24,  1933. 
'  Liquidated  Nov.  13, 1933. 
"  Liquidated  Dec.  30, 1933. 
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Table  15. — Investments  in  affiliates  iy  investment  compcmies  in  the  Atlas  Cor- 
poration group,  1930-35  year-ends — Continued 


Date  of 

acquisition 

of 

control 

1934 

1935 

Investment  company 

Total 
portfolio 

Investments  in 
affiliates 

Total 
portfolio 

Investments  jin, 
affiliates 

Amount 

Per- 
cent 

of 
port- 
folio 

Amount 

Per- 
cent 
of 

folL 

Atlas    Utilities    &    Investors 
Co.,  Ltd 

July   18,1929 
June  30,1930 

Aug.  31,1930 

Feb.  28,1931 
Mar.  31, 1931 

Apr.  30,1931 
do 

$10, 428,  708 

.$10,  306,  273 

98.8 

$14,  664,  904 

$12,316,305 

84.1 

Exide  Securities  Corp.,  (later 
Allied  Atlas  Corp.) 

Power    &    Light    Securities 

Selected  Stocks,  Inc  _.      

Uno^erleider   Financial   Corp. 
(later  The  Financial  Corp.) 

Iroquois  Share  Corp 

Federated  Capital  Corp 

May  16,1931 
June     1,1931 

July   31,1931 
__-.do 

Aug.     5, 1931 
Sept.  16, 1931 

Sept.  25, 1931 
Dec.  31,1931 
Apr.  30,1932 

Apr.  17,1933 
Apr.  25,1933 
Apr.   26,1933 
June  30,1933 

2, 638, 362 

350,717 

13.3 

-"2,774,961 

Jackson  &  Curtis  Investment 

Sterling  Securities  Corp 

Chatham  Phenix  Allied  Corp. 
(later  Sec.  Allied  Corp.) 

14,  676,  379 

39,  327 

0.3 

18,  500,  239 

67, 929 

0.4 

Chain  Store  Stocks.  Inc 

National    Securities    Invest- 

2, 961, 434 

1,  675, 146 

.56.6 

<■  «  6,  715, 980 

"l,  708, 837 

25.4 

Aviation  Securities  Corp 

Goldman      Sachs      Trading 
Corp.,    The    (later    Pacific 
Eastern  Corp.) 

33,  294,  216 
36, 005, 643 
10, 491, 433 
6, 588,  576 
53,  687, 009 

8, 108, 847 

24.4 

41,  789, 069 

(") 

26,  566,  281 

°  "  4, 868, 792 

71, 014,  359 

13, 772, 186 

(") 
1,  221, 023 

33.0 

Blue  Eidge  Corp 

Shenandoah  Corp 

3,  737, 528 

35.6 

4.6 

American  Investors,  Inc 

49, 812, 748 

92.8 

54, 243, 607 

76.4 

Total 

170,771,763 

74, 030,  588 

43.5 

172,  534, 853 

81, 621,  051 

47.3 

<■  Market  values;  other  values  are  book. 
"  Liquidated  July  27,  1935. 
o  Liquidated  July  25,  1935. 
f  Sold  November  1935. 
«  Liquidated  July  18,  1935. 

Stockholders  (other  than  officers,  directors,  sponsors,  managers, 
and  principal  stockholders)  of  acquired  companies  were  not  consulted 
prior  to  the  substantial  change  in  the  investment  policies  of  their  com- 
panies by  Atlas  Corporation ;  they  were  informed  of  the  change  only 
after  it  had  occurred,^^^  The  change  in  policy  was  a  result  only  of 
the  agreement  of  Atlas  Corporation  and  the  previous  managers  of  the 
companies  acquired  by  Atlas  Corporation,^®"  who,  as  will  be  described, 


"»Id.,  at  182.35;  see  also  infra, 
"» See  infra,  Sec.  III. 
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liad  usually  ceded  their  control  to  Atlas  Corporation  on  terms  advan- 
tageous to  tliemselves.^^^ 

It  will  be  observed  from  the  schedule  that  to  a  substantial  degree 
the  assets  of  virtually  all  of  the  investment  companies  acquired  prior 
to  1933  were  invested,  like  the  assets  of  the  Atlas  Corporation,  in 
the  purchase  of  securities  of  other  investment  companies.  Com- 
panies, the  control  of  which  was  acquired  by  Atlas  Corporation  in 
1933,  did  not  make  this  type  of  investment  for  the  reason  that  their 
acquisition  terminated  the  Atlas  Corporation  program.' ^2 

The  record  indicates  that  the  experience  of  the  stockholders  of  the 
companies  acquired  by  Atlas  Corporation  after  they  joined  with  the 
Atlas  Corporation  as  "partners"  ^^^  in  its  acquisition  program,  was 
comparatively  better  than  would  have  been  the  case  had  the  original 
portfolios  of  the  acquired  companies  been  retained  or  if  their  assets 
had  been  reinvested  in  the  securities  which  form  the  basis  for  the 
calculation  of  the  commonly  known  stock  market  averages.^^* 

The  Atlas  Corporation  and  its  stockholders  benefited  by  these 
acquisitions  to  a  far  greater  extent  than  minority  stockholders  of  the 
acquired  companies  who  did  not  become  stockholders  of  the  Atlas 
Corporation.  On  the  dissolution  of  their  companies  by  Atlas  Cor- 
poration, minority  stockholders  were  given  the  option  "to  take  their 
distributive  share  of  their  companies'  assets  either  in  cash  or  in  kind 
in  portfolio  securities.^®^  To  a  substantial  extent  these  portfolio 
securities  were  the  securities  of  other  investment  companies  controlled 
by  Atlas  Corporation.  The  market  prices  of  these  securities  of  other 
investment  companies  were  substantially  under  the  control  of  Atlas 
Corporation,^^'^  and  the  asset  values  of  such  securities,  most  of  which 
accrued  to  Atlas  Corporation  as  liquidating  dividends  on  the  dissolu- 
tion of  its  subsidiaries,  were  far  in  excess  of  their  market  values.^^^ 
Ultimately,  these  asset  values  were,  of  course,  realized  by  Atlas  Cor- 
poration and  perhaps  by  those  minority  stockholders  of  the  dissolved 
companies  who  elected  to  take  their  distributive  share  of  their  com- 
panies' assets  in  kind.^^^  However,  the  letters  offering  minority 
stockholders  of  dissolving  corporations  controlled  by  Atlas  Corpora- 
tion the  opportunity  to  receive  the  portfolio  securities  of  their  com- 
panies in  kind,  did  not  point  out  the  difference  between  the  asset 
values  and  the  market  values  of  the  Atlas  Corporation  controlled 


181  Ibid. 

1S2  rpjjg  $9,508,366.50  which  the  schedule  discloses  The  Goldman  Sachs  Trading  Corporation 
had  inrested  in  an  affiliate,  was  its  investment  in  Shenandoah  Corporation,  which  was  made 
in  1929,  prior  to  the  acquisition  of  control  of  The  Goldman  Sachs  Trading  Corporation  by 
Atlas  Corporation.  Similarly,  the  investment  of  $6,232,666.64  in  affiliates  by  Shenandoah 
Corporation  constituted  an  investment  in  Blue  Ridge  Corporation,  which  was  made  in  1929, 
prior  to  the  acquisition  of  Shenandoah  Corporation  by  Atlas  Corporation. 

iM  See  note  177.  supra. 

1**  Op.  cit.  supra,  note  126,  Commission's  Exhibits  Nos.  2004  and  2038.  Officials  of  Atlas 
Corporation  maintain  that  the  acquired  companies  did  better  in  the  aggregate  by  $19,000,000 
than  the  general  market  averages  and  $32,000,000  better  than  they  would  have  done  if  they 
had  kept  the  portfolios  they  had  when  they  passed  under  the  management  of  Atlas  Corpo- 
ration. Stated  percentage-wise,  this  management  performance  was  approximately  8% 
better  than  the  general  market  and  15%  better  than  it  would  have  been  with  retention  of 
acquired  portfolios. 

185  See  infra,  pp.  1446-57. 

«» Ibid. 

^  Ibid. 

1S8  Ibid. 
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investment  company  securities  in  the  portfolios  of  the  dissolving 
companies.^**''  The  great  number  of  minority  stockholders  elected  to 
receive  their  distributive  share  of  the  assets  of  their  companies  in 
cash.^®°  The  cash  distributive  shares  of  the  assets  of  the  investment 
companies  dissolved  by  Atlas  Corporation  were  usually  calculated 
on  the  basis  of  the  market  value  of  the  assets  of  the  dissolving 
companies.^"^ 

In  the  course  of  its  program,  Atlas  Corporation  acquired  control 
of  21  investment  companies.  Of  these  21  companies,  control  of  two  ^®^ 
was  sold  by  Atlas  Corporation  at  a  profit,  16  were  dissolved,^^^  and 
three  were  consolidated  with  Atlas  Corporation  on  October  29, 
1936.^^*  Table  16  ^^^  indicates  the  companies  acquired,  the  names  of 
their  sponsors,  the  total  assets  of  the  companies  at  the  date  Atlas 
Corporation  acquired  control,  and  their  eventual  disposition  by  Atlas 
Corporation : 

Table   16. — Investment    trusts   and   investment   companies   acquired   'by   Atlas 
Corporation 


Approximate 

Date  control 

assets  at 

Investment  company 

Name  of  sponsor 

acquired  by 
Atlas  Corpo- 

date of  acqui- 
sition by 

Disposition 

ration 

Atlas  Cor- 
poration 

1.  Widlor,  Inc 

Lord&  Widli 

Mar.  27, 1930 

$500, 000 

Dissolved 

Mar.    27, 

1930. 

2.  All   America   General 

Starring  &  Co 

June  30,1930 

3, 149,  700 

Dissolved 

Dec.    30, 

Corporation. 

1933. 

3.  Exide  Securities  Cor- 

Electric Storage  Battery 

Aug.  31,1930 

5,  837,  900 

Dissolved 

June    6, 

poration    (Allied 

Co. 

1933. 

Atlas  Corporation). 

4.  Power  &  Light  Secu- 

Hale Waters*  Co 

Feb.  28,1931 

3, 014,  300 

Dissolved 

June     1, 

rities  Trust. 

1931. 

5.  Selected  Stocks,  Inc 

Quaw  &  Foley 

Mar.  31, 1931 

596, 100 

Dissolved 

Aug.    17, 

1931. 

6.  Ungerleider  Financial 

S.  Ungerleider*  Co 

Apr.  30,1931 

9, 088,  700 

Dissolved 

Nov.    6, 

Corporation      (The 

1933. 

Financial    Corpora- 

poration). 

7.  Iroquois  Share  Corpo- 

O'Brian, Potter  &  Staf- 

 do 

1,441,400 

Dissolved 

Aug.    17, 

ration. 

ford. 

1931. 

8.  Federated  Capital  Cor- 

(Federated   Debenture 

May  16,1931 

2, 845, 100 

Dissolved 

July    27, 

poration. 

Co.,   P.   H.   Whiting 
Co.). 
Hemphill  Noyes  Co 

1935. 

9.  General  Empire  Cor- 

June    1,1931 

2,  300,  000 

Dissolved 

June    21, 

poration. 

1933. 

10.  Jackson  &  Curtis  In- 

Jackson &  Curtis 

July   31,1931 

1, 039,  600 

Dissolved 

Aug.    17, 

vestment  Associates. 

1931. 

11.  Sterling  Securities  Cor- 

Insuranshares Corpora- 

 do 

16,  764, 800 

Consolidated  Oct.  29, 

poration. 

tion  of  New  York,  et 
al. 
Chatham   Phenix   Cor- 

1936. 

12.  Chatham  Phenix  Al- 

Aug. 15,1931 

29, 412,  700 

Dissolved 

Dec.     6, 

lied         Corporation 

poration. 

1931. 

(Sec.  Allied  Corpo- 

ration) . 

189  Ibid. 

!"» Ibid. 

wi  Ibid. 

!•'-  Op.  cit.  supra,  note  126,  Commission's  Exhibits  Nos.  1958, 

»3 Ibid. 

!!« Ibid. 

"=  Id.,  Commission's  Exhibit  No.  1958. 
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Table    16. — Investment    trusts    and    investment    companies    acquired    hy   Atlas 
Corporation — Continued 


Date  control 

Approximate 

Investment  company 

Name  of  sponsor 

acquired  by 
Atlas  Corpo- 
ration 

date  of  acqui- 
sition by 
Atlas  Cor- 
poration 

Disposition 

13.  Chain    Store    Stocks, 

(Shields     &     Co.,     E. 

Sept.  16, 1931 

$3,  407,  200 

Dissolved    Nov.    24, 

Inc. 

Naumburg  &  Co.,  F. 
S.  Smithers  &  Co.). 

1933. 

14.  National  Securities  In- 

(A.  G.  Becker  &   Co., 

Sept.  25, 1931 

11,  243,  300 

Dissolved    July    25, 

vestment  Co. 

George  Pick  &  Co.). 

1935. 

15.  Aviation       Securities 

(Field    Glore    &    Co., 

Dec.  31,1931 

1,  715,  200 

Dissolved    Nov.    3, 

Corporation. 

James  C.  Willson  & 
Co.,  Mander  Invest- 
ment Co.). 

1933. 

16.  American,    British   & 

Blyth&  Co 

Jan.      6, 1932 

6, 177, 100 

Sold  to  Equity  Cor- 

Continental Corpo- 

poration, 1934. 

ration. 

17.  Atlantic        Securities 

(A.  Iselin  &  Co.,  F.  S. 

Apr.  30,1932 

1, 927, 100 

Dissolved    Dec.    30, 

Corporation. 

Smithers  &  Co.). 

1933. 

18    The    Goldman    Sachs 

Goldman,  Sachs  &  Co.- _ 

Apr.   17,1933 

20, 004, 800 

Consolidated  Oct.  29, 

Trading  Corporation 

1936. 

(Pacific  Eastern  Cor- 

poration). 

19.  Shenandoah  Corpora- 

(The   Goldman    Sachs 

Apr.   26,1933 

7, 772,  700 

Do. 

tion. 

Trading  Corporation, 
Central    States    Elec- 
tric Corporation). 

20.  Blue   Ridge   Corpora- 

Shenandoah     Corpora- 

Apr. 25,1933 

38, 351, 200 

Sold     to     American 

tion. 

tion. 

Cities     Power     & 
Light  Corporation, 
et  al.,  Nov.  14, 1935. 

21.  American     Investors, 

Tucker,  Anthony  &  Co_. 

June  30,1933 

5,  720, 100 

Dissolved    July    16, 

Inc. 

1935. 

The  assets  of  these  companies  as  of  the  dates  that  Atlas  Corpora- 
tion succeeded  to  their  control  totaled  approximately  $172,000,000.^^^ 

2.  ASSET  LOSSES  SUFFERED  BY  STOCKHOLDERS  OF 
ACQUIRED  COMPANIES 

The  financial  history  of  these  investment  companies  prior  to  their 
acquisition  by  Atlas  Corporation  is  illustrative  of  the  general  ex- 
perience of  most  investment  companies  formed  prior  to  the  1929 
securities  market  collapse.  All  of  the  investment  companies  acquired 
by  Atlas  Corporation  were  formed  between  1926  and  1929.^^^  A  total 
of  approximately  $783,000,000  was  contributed  by  the  public  and 
sponsors  to  these  companies,  of  which  $24,000,000,  or  3%  of  this  total 
gross  contribution,  was  retained  by  the  sponsors  as  selling  commis- 
sions.^^^  A  total  of  approximately  $159,000,000  was  returned  to  the 
stockholders  of  these  companies,  prior  to  their  acquisition  by  Atlas 


'  Id.,  Commission's  Exhibits  Nos.  1958,  2003. 
Id.,  Commission's  Exhibit  No.  2003. 
Ibid. 


1066  SECURITIES    AND    EXCHANGE    COMMISSION 

Corporation,  by  way  of  repurchases  of  their  own  outstanding  securi- 
ties and  as  dividends  and  interest,  paid  largely  from  unearned  sur- 
plus.i'-'^  Of  the  approximately  $600,000,000_  remaining  with  these 
companies  as  net  contributions  made  by  their  security  holders,  ap- 
proximately $420,000,000  (realized  and  unrealized)  hacl  been  lost  by 
these  investment  companies  ^o"  prior  to  their  acquisition  by  Atlas 
Corporation.  Expressed  in  percentages,  this  loss  was  approximately 
70%  of  the  net  capital  investment  in  the  companies  after  payment  of 
underwriting  commissions,  repurchases  of  their  own  outstanding 
securities,  and  the  payment  of  dividends  and  interest.^oi  _  Mr.  Odium 
testified  that  the  losses  suifered  by  these  companies  prior  to  Atlas 
Corporation's  acquisition  of  their  control  was  approximately  $42,000,- 
000  greater  than  would  have  been  suffered  if  these  companies  had 
invested  only  in  the  90  common  stocks  included  in  the  Standard  Sta- 
tistics Company  index.^o^ 

Although  large  losses  were  suffered  by  the  stockholders  of  these 
companies,  it  is  doubtful  that  the  net  loss  suffered  by  the  sponsors 
of  these  companies  as  a  class  was  substantial.  It  is  probable  that  the 
capital  contributions  of  the  sponsors  themselves  to  these  companies 
did  not  exceed  the  underwriting,  brokerage,  and  other  commissions 
derived  by  the  sponsors  from  these  companies.-"^  In  addition,  the 
sponsors  usually  held  control  of  the  company  either  by  the  owner- 
ship of  a  controlling  block  of  its  securities  or  by  means  of  manage- 
ment contracts  and  option  warrants.  In  other  cases,  control  existed 
because  of  the  general  inertia  of  the  public  stockholders.  The  "con- 
trol," whatever  its  source,  had  the  pecuniary  characteristic  of  sala- 
bility  at  attractive  prices.  The  purchase  of  the  "control,"  coupled 
with  an  assurance  of  the  continuance  of  the  principal  emolument  of 
the  previous  connection  of  the  sponsor  with  the  company — brokerage 
commissions — would  enable  Atlas  Corporation  to  secure  the  active 
aid  or  passive  acquiescence  of  the  former  sponsors  in  further  acquisi- 
tion by  the  Atlas  Corporation,  by  purchases  or  exchange  offers,  of 
additional  shares  of  the  acquired  company's  securities. 

The  techniques  and  strategies  used  by  Atlas  Corporation  in  acquir- 
ing control  of  other  investment  companies  and  in  acquiring  the  shares 
of  such  companies  by  purchase,  or  by  an  exchange  offer,  of  its  own 
securities,  will  be  discussed  in  later  parts  of  this  chapter.-"*  How- 
ever, it  may  be  stated  that  in  the  course  of  its  acquisition  program, 
Atlas  Corporation  purchased  common  and  preferred  stocks  of  its 
acquired  companies  from  sponsors,  directors,  and  others  affiliated  with 
the  management  of  such  companies  for  a  total  consideration  of  $20,- 
651,457.07.2«5  This  sum  was  $7,044,544.33  in  excess  of  the  market  value 
of  the  securities  at  the  date  they  were  purchased  -"^  and  $461,297.09 
in  excess  of  the  asset  values  of  the  securities  at  the  date  they  were 
acquired.-"^     In  addition,  Atlas  Corporation  paid  the  sum  of  $732.- 

"9  Ibid. 

s""  Ibid. 

'»!  Ibid. 

=»2  Id.,  at  12090. 

-''"'  See  the  cases  discussed  in  Sec.  Ill,  infra. 

20*  See  Sees.   Ill  and  IV,  infra. 

="=  Op.  cit.  supra,  note  126,  Commission's  Exliibit  No.  1966. 

^oo  Ibid. 

2"  Ibid. 
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895  -°^  for  option  warrants  held  by  sponsors,  directors,  and  managers 
of  its  acquired  companies — warrants  which  apparently  then  had  no 
actual  or  potential  value.  In  some  cases  the  purchase  of  these  war- 
rants was  conditioned  upon  the  agreement  of  the  sellers  to  recom- 
mend to  the  stockholders  of  their  companies  acceptance  of  exchange 
offers  of  the  securities  of  Atlas  Corporation  for  the  securities  of  the 
companies  controlled  by  the  sellers  of  the  warrants.-°^  Usually  the 
warrants  when  acquired  were  charged  off  as  wortliless  on  the  books  of 
Atlas  Corporation  or  on  the  books  of  the  acquired  companies  to  which 
they  were  transferred  by  Atlas  Corporation.^^" 

Atlas  Corporation  also  purchased  one  management  contract  and 
caused  one  of  the  investment  companies  which  it  acquired  to  pur- 
chase another  management  contract.  The  total  consideration  paid  for 
these  two  management  contracts  was  $160,000.-^^  Finally,  the  Atlas 
Corporation  paid  cash  conmiissions  of  $200,370  to  influential  directors 
and  officers  of  an  investment  company  to  recommend  exchange  offers 
made  by  Atlas  Corporation  for  the  securities  of  their  company.-^^ 

In  nearly  every  case  the  consideration  paid  by  Atlas  Corporation 
for  the  shares  and  warrants  of  the  sponsors,  managers,  and  directors 
of  the  companies  acquired  by  Atlas  Corporation,  substantially  ex- 
ceeded the  consideration  which  Atlas  Corporation  paid  either  in  cash 
or  in  its  own  securities  for  the  shares  of  its  acquired  companies  held 
by  the  public.^^^ 

Mr.  Odium  denied  that  the  considerations  to  insiders  for  their 
holdings  of  the  shares  or  warrants  of  the  companies  acquired  and 
absorbed  by  Atlas  Corporation  were  paid  as  an  inducement  to  the 
sellers  to  aid  Atlas  Corporation  in  the  effectuation  of  its  subsequent 
exchange  offer  of  its  securities  for  the  securities  of  such  companies 
or  in  its  purchase  of  their  securities.     He  stated  that  the  purchases 


208  Id.,  Commission's  Exhibit  No.  1967. 

209  See  infra,  pp.  1247-58.  In  the  case  of  Iroquois  Share  Corporation,  O'Brien.  Potter 
&  Company,  the  original  sponsors  of  that  company,  and  Walter  F.  Stafford,  the  company's 
president,  were  offered  warrants  of  Atlas  Corporation  having  a  market  value  of  $50,000  in 
exchange  for  Iroquois  Share  Corporation  warrants  having  no  market  value,  provided  the 
holders  of  51%  of  the  stock  of  Iroquois  Share  Corporation  accepted  an  exchange  offer  of 
Atlas  Corporation's  securities  for  such  stock.  Clearly,  this  offer  of  Atlas  Corporation's 
warrants  would  he  a  powerful  inducement  to  the  sponsors  and  the  president  of  Iroquois 
Share  Corporation  to  recommend  to  its  stockholders  acceptance  of  Atlas  Corporation's 
exchange  offer.  In  fact,  Walter  F.  Stafford  recommended  that  the  stockholders  of  Iroquois 
Share  Corporation  accept  Atlas  Corporation's  exchange  offer.  (See  Ch.  II  of  this  part  of 
the  report,  pp.  51-75.) 

210  See  infra,  pp.  1268  and  1276. 

211  As  a  condition  precedent  to  its  agreement  to  make  an  exchange  offer  of  its  shares  for 
the  shares  of  Iroquois  Share  Corporation,  Atlas  Corporation  required  Iroquois  Share  Corpo- 
ration to  purchase  the  contract  to  manage  Iroquois  Share  Corporation,,  held  by  one  Walter 
F.  Stafford.  Iroquois  Share  Corporation  paid  $75,000  to  acquire  Mr.  Stafford's  contract. 
(See  Ch.  II  of  this  part  of  the  report,  pp.  51-75.)  Atlas  Corporation  itself  purchased  for 
$85,000  from  Federated  Management  Company  that  company's  contract  to  manage  Federated 
Capital  Corporation. 

-^^  Op.  cit.  supra,  note  126,  Commssion's  Exhibit  No.  1967  ;  see  also  the  discussion  of  All 
American  General  Corporation,  infra,  pp.  1324-38. 

2"  See  the  cases  of  National  Securities  Investment  Company,  Atlantic  Securities  Corpora- 
tion, Sterling  Securities  Corporation,  Ungerleider  Financial  Corporation,  and  Chatham 
I'henix  Allied  Corporation,  discussed  infra,  pp.  1094,  1247,  1162,  1230  and  1142, 
respectively. 

153373— 41— pt.  3 19 
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were  made  only  for  the  purpose  of  acquiring  control  of  the  companies 
involved :  -^* 

Q.  I  am  just  wondering,  Mr.  Odium,  why  you  take  such  meticulous  care  to 
eliminate  the  inference  that  these  purchases  of  common  stock  above  asset  value 
and  above  market  value  and  option  warrants  which  were  not  even  remotely  exer- 
cisable, management  contracts  which  weren't  paying,  and  brokerage  business 
and  cash  payments,  have  absolutely  no  connection  with  any  intent  on  the  part  of 
Atlas  Corporation  to  have  these  individuals  help  Atlas  Corporation  in  its 
exchanges. 

A.  Well,  I  take  care  to  do  that  simply  because  in  principle  the  idea  of  acquir- 
ing all  these  blocks  was  to  further  our  program  of  getting  control  of  the  stock 
and  getting  control  of  the  management,  of  the  portfolio.  Now,  I  have  readily 
admitted  to  you  this  morning  that  in  the  case  of  All  American  General  that  we 
did  pay  cash  to  get  people  who  were  in  the  management,  who  were  on  the 
board  of  directors  of  the  company,  whose  stock  we  were  trying  to  acquire,  to 
actively  go  out  and  do  footwork  for  us.  *  *  *  But  the  fundamental  [idea] 
was  that  we  weren't  buying  help,  we  were  buying  stock,  and  in  a  way  whereby 
we  would  not  be  blocked  with  big  blocks  out  against  us,  and  we  had  to  have 
the  management  in  order  to  complete  our  program. 

Mr.  Odium  further  testified :  ^^^ 

Q.  And  you  say  that  the  option  warrants  were  never  purchased  with  the 
intent  of  persuading  the  influential  insiders  to  assist  actively  the  Atlas  Corpo- 
ration in  their  exchange  program. 

A.  I  would  say  that  the  major  reasons  and  objectives  in  buying  option  war- 
rants were  to  get  the  control  and  dominating  influence  out  of  the  management 
and  let  us  get  in.  If  it  had  an  incidental  effect  of  making  them  mentally  hos- 
pitable with  us,  all  well  and  good,  and  I  certainly  would  not  throw  it  down 
for  that  reason. 

However,  nearly  all  of  the  "insiders"  in  the  companies  acquired  by 
'Atlas  Corporation,  in  consideration  of  commissions  or  other  pecu- 
niary benefits,  did  in  fact  actively  assist  Atlas  Corporation  in  the 
effectuation  of  its  exchange  offers  of  its  securities  for  the  securities 
of  its  subsidiary  companies.^^ 

As  a  result  of  its  expansion  program.  Atlas  Corporation's  initial 
assets  of  approximately  $17,000,000  were  increased  to  approximately 
$106,589,000  as  at  February  28,  1937.^^^  As  at  December  31,  1935, 
the  corporation  had  issued  a  total  of  295,249  shares  of  its  preference 
stock,  4,259,616  shares  of  its  common  stock,  and  perpetual  option  war- 
rants to  purchase  1,681,072  shares  of  its  common  stock  at  a  price  of 
$25  a  share.^^^  Total  capital  raised  by  the  issuance  of  these  securities, 
after  giving  effect  to  the  retirement  of  repurchased  securities,  was 
approximately  $64,000,000.^"  As  at  December  31,  1935,  Atlas  Cor- 
poration had  issued,  by  way  of  exchange  offer  of  its  securities  for  the 
securities  of  other  investment  companies,  a  total  of:  (a)  195,412 
shares  of  its  preference  stock,  of  which  121,035  shares  were  of  original 
issue,  and  74,377  shares  had  been  outstanding  and  repurchased  and  re- 


I2W  Op.  cit.  supra,  note  126,  at  17782-3. 

215  Id.,  at  17795. 

="See  Sees.  Ill  and  IV,  infra. 

2"  Op.  cit.  supra,  note  126,  Commission's  Exhibit  No.  1989. 

=18  Id.,  Commission's  Exhibit  No.  1957. 

«» Ibid. 
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issued ;  and  (b)  3,186,391  shares  of  its  common  stock,  of  which  2,932,- 
700  shares  were  of  original  issue  and  253,691  shares  had  been  repur- 
chased and  reissued.^^°  Actually,  therefore,  if  repurchased  and  re- 
issued shares  are  included,  approximately  66%  of  the  total  preference 
stock  issued  by  the  corporation  was  issued  by  way  of  exchange  for 
the  securities  of  other  investment  companies.^^^  The  securities  issued 
in  exchange  for  the  securities  of  other  investment  companies  ac- 
counted for  approximately  $42,000,000  of  the  total  capital  and  surplus 
of  $63,798,353.89  which  had  been  contributed  to  the  company  as  con- 
sideration for  the  issuance  of  all  of  its  securities  as  at  December  31, 
1935.^^-  In  other  words,  approximately  67%  of  the  total  capital 
and  surplus  contributed  to  the  company  as  at  December  31,  1935,  was 
raised  by  the  issuance  of  the  company's  securities  for  the  securities 
of  other  investment  companies. 

On  October  29,  1936,  the  acquisition  program  of  Atlas  Corporation 
was  finally  wound  up  by  the  consolidation  of  Atlas  Corporation  with 
its  then  existing  investment  company  subsidiaries,  Pacific  Eastern 
Corporation,  Shenandoah  Corporation  and  Sterling  Securities  Corpo- 
ration.22^  The  consolidation  resulted  in  the  acquisition  by  Atlas 
Corporation  of  the  assets  formerly  allocable  to  the  minority  stock- 
holders of  these  subsidiaries.^-*  Such  assets  totaled  approximately 
$20,682,000,^^^  and  the  minority  stockholders  of  these  subsidiaries  were 
paid  for  these  assets  with  209,455  shares  of  the  consolidated  Atlas 
Corporation's  preferred  stock  and  548,595  shares  of  its  common 
stock.^^®  The  effect  of  the  consolidation  was  to  increase  the  capital 
and  surplus  contributed  to  the  enterprise  to  approximately  $83,- 
000,000,  of  which  approximately  $62,000,000,  or  75%,  of  the  total 
capital  and  surplus  of  the  corporation,  was  the  result  of  its  program 
of  investment  company  acquisitions.^^^ 

That  the  expansion  program  of  Atlas  Corporation  was  advanta- 
geous to  its  organizers,  who  were  the  arbiters  of  the  conduct  of  the" 
program  and  of  the  extent  to  which  such  program  was  to  readjust 
and  realize  the  rights  and  values  of  minority  stockholders  of  acquired 
companies,  is  evident  from  the  fact  that  the  300,000  shares  which 
they  had  acquired  at  the  inception  of  the  corporation  increased  in 
asset  value  from  $8.55  -^  on  March  31,  1930,  a  month  prior  to  the 
inception  of  the  company's  expansion  program,  to  $20.53  per  share 
as  of  February  28,  1937.^^^  The  total  asset  gain  on  the  original 
300,000  shares  held  by  the  sponsors  of  the  corporation  was  $3,594,- 


=2«Id.,  Commission's  Exhibit  No.  1957. 
"^ild.,  Commission's  Exhibit  No.  1960. 

222  Id.,  Commission's  Exhibits  Nos.  1957,  1989. 

223  Id.,  Commission's  Exhibit  No.  1944. 
22<Id.,  Commission's  Exhibit  No.  1989. 
225  Ibid. 

228  Derived  from  supplemental  information  supplied  the  Commission  for  Atlas  Corporation. 

22T  Op.  cit.  supra,  note  126,  Commission's  Exhibit  No.  1989. 

228  Ibid. 

220  Ibid.  From  March  31 ,  1930,  to  February  28,  1937,  the  corporation  had  a  gross  increase 
in  assets  over  contributed  capital  of  approximately  $67,606,000,  a  per  share  gross  asset 
increase  of  $16.90.  However,  over  the  same  period  the  company  expended  a  total  of 
$21,268,000  in  the  payment  of  taxes,  expenses,  and  dividends  totaling  $5,400,000  on  the 
company's  preferred  stock  and  $6,000,000  upon  the  company's  common  stock.  (Ibid.) 
These  deductions  reduced  the  company's  net  gains  from  March  31,  1930,  to  February  28, 
1937,  to  $46,338,000.    These  disbursements  reduced  the  gross  asset  value  increase  of  $16.90 
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000.^^°  In  addition,  the  200,000  units  of  common  stock  purchased 
by  Mr.  Odium,  pursuant  to  the  terms  of  his  management  contract 
with  the  corporation,  at  a  total  price  of  $1,300,000,  if  they  were 
retained  by  Mr.  Odium,  had  a  total  asset  value  as  of  February  28, 
1937,  of  approximately  $4,106,000.^=^^  The  market  value  of  the  200,000 
units  as  of  the  same  date  was  approximately  $4,200,000.^'- 

In  contrast  to  these  gains  by  the  sponsors  of  Atlas  Corporation, 
stockholders  of  acquired  companies  who  disposed  of  their  shares  to 
Atlas  Corporation  directly,  or  who  sold  their  shares  below  asset  value 
to  their  own  companies  during  their  management  by  Atlas  Corpora- 
tion, suffered  losses  measured  by  the  difference  between  the  asset  value 
of  their  shares  and  the  price  which  they  received  for  the  shares  of 
approximately  $7,365,000,233  Stockholders  of  acquired  companies  who 
exchanged  their  shares  for  Atlas  Corporation  shares  suffered  a  loss 
in  asset  value  because  of  the  fact  that  the  Atlas  Corporation  shares 
received  in  exchange  invariably  had  a  lower  asset  value  than  the  asset 
values  of  the  shares  transferred  to  Atlas  Corporation.  However,  the 
market  value  of  the  Atlas  Corporation  securities  offered  in  exchange 
usually  exceeded  the  market  value  of  the  securities  of  the  other  invest- 
ment securities.  The  aggregate  loss  sustained  by  exchanging  stock- 
holders was  approximately  $12,812,000,231  measured,  as  of  the  date  of 
the  exchange,  by  the  difference  between  the  asset  value  of  the  shares 
exchanged  by  stockholders  of  acquired  companies  and  the  market 
value  of  the  Atlas  Corporation  securities  received  on  the  exchanges. 

However,  this  loss  in  asset  values  was  to  some  extent  retrieved  by 
exchange  stockholders,  since  by  becoming  common  stockholders  in 
Atlas  Corporation  they  shared  in  the  gains  to  Atlas  Corporation  made 
on  the  subsequent  exchange  offers — gains  made  by  virtue  of  the  losses 
in  assets  suffered  by  stockholders  of  acquired  companies  who  subse- 
quently exchanged  their  shares  for  Atlas  Corporation  shares.  Those 
stockholders  of  acquired  companies  who  accepted  the  earlier  exchange 
offers  of  Atlas  Corporation  benefited  from  gains  made  by  Atlas  Corpo- 
ration on  its  succeeding  exchange  offers. 


per  share  of  Atlas  Corporation  common  stock  by  approximately  $4.92.     The  sources  of  the 
gross  increase  in  assets  of  $67,606,000  were  as  follows  : 

Gross  increase  in 

asset  value  per 

common  share  from 

Mar.  31, 1930 

Increase  from  exce?s  asset  valup  derived  on  exchange  offers  for  securities  of 

acquired    companies $3.  20 

Increase  from  cash  purchases  at  a  discount  from  asset  values  of  securities  of 

acquired    companies 1.  24 

Increase  from  purchase  by  acquired  companies  of  their  own  shares .  60 

Increase  from  purchase  by  Atlas  Corporation  of  its  own  securities  below  asset 

value .  30 

Increase  from  conversion  of  Atlas  Corporation  common  stock  into  preferred 

stock  in  October  of  1936 .  23 

Increase  from  interest  and  dividend  received  on  securities 1.  75 

Increase  from   management   fees   paid  by   acquired   companies   to   Atlas   Cor- 
poration        .  52 

Profit  on  sale  of  Blue  Ridge  Corporation  shares  in  November  1935 .  80 

Eealized  and  unrealized  profits  on  "special  situations'.'  invested  in  by  Atlas 

Cbrporation 1.  82 

Portfolio    appreciation 6.  44 

$16.90 
^Id.,  Commission's  Exhibit  No.  1989. 

231  Ibid. 

232  Ibid. 

=33  Ibid. 
23*  Ibid. 
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The  record  indicates  that  approximately  85%  of  the  total  gains 
derived  by  Atlas  Corporation  as  the  result  of  its  expansion  program 
accrued  to  stockholders  of  acquired  companies  who  had  exchanged 
their  securities  for  Atlas  Corporation  securities,  and  15%  of  these 
gains  accrued  to  the  original  stockholders  of  Atlas  Corporation.^^^ 

Manifestly,  stockholclers  accepting  the  exchange  offers  underwent 
a  readjustment  of  their  rights  and  status.  Immediate  losses  in  asset 
value  were  suffered;  preferred  stockholders  of  acquired  companies 
became  common  stockholders  of  Atlas  Corporation  or  became  pre- 
ferred stockholders  of  Atlas  Corporation  with  rights  and  privileges 
different  from  those  previously  possessed.  Common  stockholders  of 
acquired  companies  may  have  become  preferred  stockholders  of  Atlas 
Corporation  or  warrant  holders  of  Atlas  Corporation.  These  impor- 
tant changes  were  effected  without  any  regulation  or  supervision  of 
any  governmental  agency .^^^  Mr.  Odium  testified  that  in  his  opinion 
the  Atlas  Corporation  acquisition  program  was  beneficial  to  the  stock- 
holders of  the  investment  companies  acquired  by  the  Atlas  Corpora- 
tion for  the  reasons  that  (a)  stockholders  who  sold  their  shares  for 
cash  to  Atlas  Corporation  obtained  a  price  which,  although  less  than 
the  asset  value  of  the  shares,  was  in  excess  of  market  value  of  these 
shares  or  comparable  investment  company  shares;  (b)  stockholders 
who  exchanged  their  shares  received  Atlas  Corporation  securities 
which  had  a  better  marketability  than  the  shares  of  the  acquired  com- 
panies and  received  a  participation  in  a  larger,  more  active,  and  better 
managed  investment  company.^^^ 

However,  Mr.  Odium,  when  examined  on  this  exchange  program, 
testified :  ^'^ 

*  *  *  I  would  like  to  add  this  for  the  record — that  it  is  a  poor  man  who 
doesn't  gain  knowledge  as  he  grows  older.  I  am  some  seven  years  older  today 
than  I  was  when  we  started  this  investment  trust  acquisition  program,  and  there 
were  many  things  that  we  did  in  the  way  of  technique,  mechanics,  and  methods 
that  today,  based  on  experience,  I  would  probably  not  do  the  same  way.  That 
goes  even  to  fundamentals,  and  purely  from  the  standpoint  of  the  good  to  my 
own  stockholders  I  think  I  gave  more  effort  to  the  process  of  acquisition  of  trusts 
than  should  have  been  given  for  the  profits  obtained.  The  same  effort  devoted 
to  standard  methods  of  operation  would  have  given  as  good,  if  not  better,  results. 

When  examined  on  the  economic  function  of  this  expansion  program 
of  Atlas  Corporation,  Mr.  Odium  testified :  ^^^ 

Q.  As  far  as  any  economic  function  is  concerned,  if  we  were  to  take  a  broad 
view  of  it,  you  became  a  distributor  of  wealth  in  this  country  and  took  so  much 
money  from  A  and  gave  it  to  his     *     *     *     fellow  stockholder  B ;  isn't  that  so  ? 

A.  Well,  we  tried  to  give  it  to  our  original  stockholders,  and  it  worked  out 
that  they  were  only  able  to  keep  about  15%. 

Q.  No  money  was  made.     It  was  just  taken  from  Peter  and  given  to  Paul? 

A.  I  am  not  saying  any  economic  function  was  served  by  any  investment  trust. 

Q.  You  are  not  the  only  one  who  has  expressed  that  skepticism  or  doubt. 


^Id.,  at  18030. 

^«  For  a  discussion  of  the  techniques  used  by  Atlas  Corporation  and  others  to  acquire  and 
absorb  the  assets  of  investment  companies,  see  infra,  Sees.  Ill  and  IV. 
237  Op.  cit.  supra,  note  126,  at  17719,  17721-2. 
««Id.,  at  18262. 
23»Id.,  at  18030. 

153373— 40— pt.  3 19 


1072  SECURITIES   AND   EXCHANGE    COMMISSION" 

A.  Yes, 

Q.  That  exchange  program  did  not  raise  new  capital,  did  not  put  new  money 
in  pathological  situations;  isn't  that  so? 

A.  That  is  true. 
******* 

Q.  But  as  far  as  making  any  contribution  to  the  wealth  of  the  nation,  that  is 
not  exemplified  by  a  broad  exchange  program,  because  all  you  did  (and  you  were 
the  arbiter  as  to  how  it  was  done)  was  to  take  it  from  Paul  and  give  it  to  Peter, 
and  in  the  transaction  the  original  stockholder,  yourself  and  colleagues,  got  their 
compensation  for  doing  that  in  the  form  of  15%. 

A.  I  was  trying  to  make  money  for  my  stockholders  in  a  fair  way,  and  they 
hung  on  to  a  little  of  it. 

Q.  That  is  in  the  nature  of  an  exchange.  In  the  case  of  repurchases  at  a  dis- 
count certainly  the  same  argument  is  applicable? 

A.  I  don't  believe  there  was  any  economic  function  served  in  any  of  them. 

Q.  *     *     *     in  the  exchange  program,  at  least  the  individual  became  a  stock- 
holder of  Atlas  and  got  his  pari  passu  share  of  the  increment ;  isn't  that  so  ? 
*  *  *  *  *  *  * 

And  in  the  case  of  purchases  at  a  discount  that  was  not  even  true,  because  when 
you  purchased  the  stock  of  the  preferred  stockholder  of  National  Securities 
Investment  Company  he  did  not  even  become  a  stockholder  of  Atlas,  so  that  he 
did  not  get  any  share  in  the  gain  to  Atlas. 

A.  No ;  we  just  gave  him  a  better  market  than  he  would  have  had  otherwise. 

Q.  Of  course,  in  this  better  market  situation,  Mr.  Odium,  he  may  have  held 
his  preferred  stock  if  it  wasn't  for  the  fact  the  sponsor  was  actively  soliciting  his 
preferred  stock  and  telling  him  to  sell  it,  and  you  might  conceive  of  situations 
where  individuals  relied  upon  their  sponsors,  oflScers,  and  directors,  and  people 
who  originally  sold  the  stock  and  took  their  advice? 

A.  Yes ;  he  may  have  kept;  the  preferred  stock,  and  if  he  had  kept  the  pre- 
ferred stock  he  would  be  in  exactly  the  position  we  were ;  and  some  did  keep  it, 
and  they  got  exactly  what  we  got. 

D.  Fiscal  Management  and  Northern  Fiscal  Groups  ^^o 

1.  ACTIVITIES  OF  FISCAL  MANAGEMENT  GROUP 

In  August  1937,  a  group  of  individuals,  including  Philip  A.  Frear, 
George  H.  Clayton,  Jr.,  Vincent  Ferretti,  and  others  (working 
through  a  personal  holding  company  known  as  the  Fiscal  Manage- 
ment Company,  Ltd.),  hereafter  referred  to  as  the  Fiscal  Manage- 
ment group,  devised  a  plan  whereby  they  could  obtain  control  of 
various  investment  companies  without  the  expenditure  of  any  of  their 
own  funds.  In  essence,  their  scheme  was  to  contract  to  buy  a  con- 
trolling block  of  stock  of  an  investment  company;  to  pay  for  this 
block  of  stock  with  funds  borrowed  on  the  portfolio  securities  of  the 
very  investment  company  to  be  acquired;  to  take  control  of  the  in- 
vestment company  and  immediately  liquidate  the  portfolio  securities 
in.  order  to  raise  the  cash  needed  to  pay  off  the  loan ;  to  transfer  the 
controlling  block  of  stock  to  the  Fiscal  Management  Company,  Ltd., 
their  personal  holding  company;  to  reimburse  the  investment  com- 


2i»  A  more  detailed  description  of  the  activities  of  these  groups  in  the  acquisition  of  control 
of  investment  companies,  together  with  the  appropriate  references  to  the  record,  is  contained 
in  Ch.  II  of  this  part  of  the  report,  pp.  350-496. 
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pany  for  its  portfolio  securities  sold  by  transferring  to  the  invest- 
ment companies  preferred  stock  of  the  Fiscal  Management  Company, 
Ltd.,  and  other  securities  of  doubtful  value;  and  to  take  in  connection 
with  these  transactions  substantial  commissions  and  profits.  Having 
once  acquired  control  of  an  investment  company  the  group  used  the 
funds  of  this  company  to  acquire  control  of  other  investment  com- 
panies. As  a  result  of  these  transactions,  these  individuals,  besides 
taking  substantial  commissions  and  profits,  obtained  control  of  a  top 
company  of  a  pyramided  system  of  investment  companies  without 
the  investment  by  them  of  any  funds. 

The  first  investment  company  to  be  acquired  by  the  Fiscal  Man- 
agement group  was  First  Income  Trading  Corporation,  which  had 
total  assets  of  approximately  $540,000.  On  August  5,  1937,  Harold 
B.  Grow,  Albert  S.  Wicks,  and  their  associates  contracted  to  sell  all 
of  their  Class  A  management  stock  (the  sole  voting  stock)  of  First 
Income  Trading  Corporation  which  they  had  acquired  at  a  nominal 
cost.  The  Fiscal  Management  group  iDorrowed  $110,000,  the  pur- 
chase price  of  the  control  stock  of  First  Income  Trading  Corporation, 
from  the  brokerage  firm  of  Paine,  Webber  &  Company,  members  of 
the  New  York  Stock  Exchange,  and  turned  over  to  that  firm  port- 
folio securities  of  the  investment  company  which  had  cost  $182,500. 
Paine,  Webber  &  Company  sold  these  securities  in  the  market  for 
$152,000,  deducted  its  advance  of  $110,000,  and  turned  over  the  $42,000 
balance  of  the  proceeds  to  the  members  of  the  Fiscal  Management 
group,  who  retained  this  balance  as  their  "commissions"  or  "profit" 
on  the  deal.  The  group  then  transferred  the  control  block  of  stock 
to  their  personal  holding  company.  Fiscal  Management  Company, 
Ltd.,  a  Canadian  corporation,  and  received  1,825  shares  of  $100  pref- 
erence stock  and  19,995  shares  of  common  stock  (all  the  outstanding 
common)  of  Fiscal  Management  Company,  Ltd.  The  portfolio  secu- 
rities of  First  Income  Trading  Corporation  sold  by  the  group  were 
replaced  with  the  1,825  shares  of  the  preferred  stock  of  Fiscal  Man- 
agement Company,  Ltd.,  which  then  had  as  its  only  asset  the  Class  A 
management  stock  of  First  Income  Trading  Corporation.  As  a  result 
of  these  transactions,  the  members  of  the  group  made  a  "profit"  of 
$42,000  and  acquired  indirect  control  of  First  Income  Trading  Cor- 
poration through  their  control  of  Fiscal  Management  Company,  Ltd., 
which  controlled  First  Income  Trading  Corporation.  The  remaining 
portfolio  securities  of  First  Income  Trading  Corporation  were  subse- 
quently liquidated  by  the  group  and  the  funds  derived  were  used: 
(a)  to  purchase  securities  of  Barkley-Grow  Aircraft  Corporation,  a 
company  with  which  Mr.  Grow  was  associated;  (b)  to  make  personal 
advances  to  Messrs.  Grow  and  Wicks;  (c)  to  make  loans  to  associates 
of  the  members  of  the  Fiscal  Management  group;  and  (d)  to  pur- 
chase from  Mr.  Clayton  and  others  securities  of  dubious  value.  Sub- 
sequently, First  Income  Trading  Corporation  was  taken  over  by  the 
Michigan  State  Securities  Commission  for  lic[uidation. 

The  second  investment  company  to  be  acquired  by  the  Fiscal  Man- 
agement group  was  Continental  Securities  Corporation.  On  October 
25,  1937,  J.  Henry  Schroder  Banking  Corporation,  the  sponsor,  man- 
ager, distributor  of  the  securities  of,  and  owner  of  approximately 
26,000  shares,  or  44%,  of  the  outstanding  common  stock  of  Conti- 
nental Securities  Corporation,  contracted  to  sell  this  stock  plus  an 


1074  SECURITIES    AND    EXCHANGE    COMMISSION 

additional  3,000  shares,  at  $20  a  share  for  a  total  of  $580,000,  osten- 
sibly to  one  Alexander  Beverly,  a  member  of  the  Fiscal  Management 
gronp.  The  net  capital  contributed  to  Continental  Securities  Corpo- 
ration, during  the  management  period  of  J.  Henry  Schroder  Banking 
Corporation,  after  giving  effect  to  repurchases  and  dividends, 
amounted  to  $6,000,000,  whereas  the  net  assets  at  October  1937 
amounted  to  $3,300,000.  At  the  time  of  sale  the  common  stock,  which 
had  originally  cost  J.  Henry  Schroder  Banking  Corporation  $430,000, 
had  a  negative  asset  value,  and  all  of  the  assets  of  the  Continental 
Securities  Corporation  "belonged"  to  the  holders  of  its  debentures 
and  preferred  stock.  The  Fiscal  Management  group  borrowed  the 
$580,000,  the  purchase  price  of  the  control  block  of  Continental  Securi- 
ties Corporation,  from  Paine,  Webber  &  Company  and  turned  over 
to  that  firm  the  portfolio  securities  of  the  investment  company. 
Paine,  Webber  &  Company  sold  portfolio  securities  with  a  market 
value  of  $850,000 ;  deducted  its  advance  of  $580,000 ;  turned  over  ap- 
proximately $114,000  to  members  of  the  Fiscal  Management  group, 
which  they  retained  as  their  "commission";  and  turned  over  the 
balance  of  $156,000  to  Continental  Securities  Corporation.  The 
group  then  transferred  this  control  stock  of  Continental  Securities 
Corporation  to  Fiscal  Management  Company,  Ltd.,  and  received  7,000 
shares  of  that  company's  preferred  stock.  The  portfolio  securities  of 
Continental  Securities  Corporation  sold  by  the  group  were  replaced 
with  7,000  shares  of  the  $100  preference  stock  of  Fiscal  Management 
Company,  Ltd.,  which  then  had  as  its  only  assets  the  Class  A  manage- 
ment stock  of  First  Income  Trading  Corporation  (with  a  nominal 
asset  value)  and  the  control  stock  of  Continental  Securities  Corpora- 
tion (with  a  negative  asset  value) .  As  a  result  of  these  transactions, 
the  members  of  the  group  not  only  made  a  "profit"  of  $114,000  but 
acquired  indirect  control  of  Continental  Securities  Corporation 
through  Fiscal  Management  Company,  Ltd.  The  remaining  port- 
folio securities  of  Continental  Securities  Corporation  Avere  subse- 
quently liquidated  and  the  proceeds  used:  (a)  in  an  attempt  to 
purchase  collateral  notes  of  the  South  American  Utilities  Corporation, 
a  venture  with  which  Alexander  Beverly  was  associated;  (b)  to  make 
personal  advances  to  the  New  York  Stock  Exchange  brokerage  firm 
of  Prentice  &  Brady,  which  was  associated  with  the  Fiscal  Manage- 
ment group;  (c)  to  make  loans  to  members  and  associates  of  the 
group;  (d)  to  purchase  control  of  Corporate  Administration,  Inc., 
which  controlled  Administered  Fund  Second,  Inc.,  an  open-end 
investment  company;  and  (e)  to  purchase  control  of  Reynolds  Invest- 
ing Company,  Inc.,  another  investment  company.  In  March  1938, 
proceedings  were  instituted  to  reorganize  the  Continental  Securities 
Corporation  under  Section  77-B  of  the  Bankruptcy  Act. 

The  third  company  to  be  acquired  by  the  Fiscal  Management  group 
was  Corporate  Administration,  Inc.  In  November  1937,  Gilbert 
Ottley  and  Robert  Strange,  who  had  organized  Corporate  Adminis- 
tration, Inc.,  which  in  turn  had  sponsored,  managed,  and  distributed 
the  securities  of  Administered  Fund  Second,  Inc.,  an  open-end  invest- 
ment company,  contracted  to  sell  to  the  Fiscal  Management  group  for 
$250,000  the  entire  common  stock  of  Corporate  Administration,  Inc. 
The  only  asset  of  Corporate  Administration,  Inc.,  was  its  manage- 
ment and  distributing  contract  with  Administered  Fund  Second,  Inc., 
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upon  which  contract  Mr.  Strange  and  Mr.  Ottley  had  up  to  that  time 
sustained  substantial  losses.  The  Fiscal  Management  group  caused 
Continental  Securities  Corporation,  which  the  group  controlled,  to 
acquire  this  control  stock  of  Corporate  Administration,  Inc.,  for 
$354,000,  of  which  amount  $250,000  was  paid  to  Mr.  Ottley  and  Mr. 
Strange,  and  the  balance  was  retained  by  the  members  of  the  group 
as  "commissions"  or  "profits"  on  the  deal.  The  assets  of  Administered 
Fund  Second,  Inc.,  which  was  controlled  by  Corporate  Administra- 
tion, Inc.,  were  not  disturbed  by  the  Fiscal  Management  group,  appar- 
ently because  of  the  charter  restrictions  relating  to  the  investment 
policy  of  Administered  Fund  Second,  Inc.  In  August  1937,  the  con- 
trol block  of  stock  of  Corporate  Administration,  Inc.,  was  sold  by 
the  trustee  in  reorganization  of  Continental  Securities  Corporation 
for  $5,000,  or  at  a  loss  of  $349,000  to  Continental  Securities 
Corporation. 

The  fourth  investment  company  to  be  acquired  by  the  Fiscal  Man- 
agement group  was  Reynolds  Investing  Company,  Inc.  On  December 
31, 1937,  the  C.  K.  Reynolds  family,  who  had  sponsored,  distributed  the 
securities  of,  managed,  and  controlled  the  Reynolds  Investing  Com- 
pany, Inc.,  contracted  to  sell  approximately  one  million  shares,  a  con- 
trolling block,  of  the  common  stock  of  that  company  for  approximately 
$2,100,000  to  Sartell  Prentice,  a  partner  in  the  brokerage  firm  of  Pren- 
tice &  Brady.  The  net  capital  contributed  to  Reynolds  Investing 
Company,  Inc.,  after  deductions  for  repurchases  and  dividends,  dur- 
ing the  management  period  of  the  Reynolds  family,  amounted  to 
approximately  $12,000,000,  while  assets  amounted  to  $5,000,000 
at  December  1937.  At  the  time  of  sale  the  common  stock,  which 
had  originally  cost  the  Reynolds  family  approximately  $1,000,- 
000,  had  an  asset  value  of  4  cents  a  share,  or  a  total  asset  value  of  only 
approximately  $40,000.  Sartell  Prentice  was,  in  fact,  however,  only 
the  ostensible  purchaser,  since  the  Fiscal  Management  group  was  caus- 
ing Continental  Securities  Corporation,  which  the  group  controlled, 
to  purchase  control  of  Reynolds  Investing  Company,  Inc.  Conti- 
nental Securities  Corporation  paid  on  this  contract  a  total  of  $1,900,- 
000  with  the  proceeds  derived  from  the  liquidation  of  its  portfolio 
securities.  The  balance  of  approximately  $200,000  was  furnished  by 
First  Income  Trading  Corporation,  controlled  by  the  group.  Approx- 
imately $900,000  of  the  funds  needed  by  Continental  Securities  Corpo- 
ration was  raised  by  its  sale  of  its  block  of  8,825  shares  of  preferred 
stock  of  Fiscal  Management  Company,  Ltd.,  to  Reynolds  Investing 
Company,  Inc.  In  May  1938  the  debenture  holders  of  Reynolds  In- 
vesting Company,  Inc.,  instituted  proceedings  for  the  reorganization 
of  that  company  under  Section  77  B  of  the  Bankruptcy  Act. 

2.  ACTIVITIES  OF  NORTHERN  FISCAL  GROUP 

Commencing  in  December  1937,  a  group  of  individuals  (working 
through  their  personal  holding  company  Imown  as  the  Northern  Fiscal 
Corporation,  Ltd.)  started  an  independent  program  similar  to  that 
used  by  the  Fiscal  Management  group  to  acquire  control  of  various 
investment  companies.  This  group,  hereinafter  referred  to  as  the 
Northern  Fiscal  group,  included  S.  Leo  Solomont,  Ralph  H.  Robb,  and 
Thomas  W.  Morris,  who  had  been  associated  with  the  Fiscal  Manage- 
ment group  in  their  acquisition  activities. 
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The  first  investment  company  acquired  by  the  Northern  Fiscal  group 
was  Insuranshares  Corporation  of  Delaware.^*^  On  December  21, 
1937,  Harry  M.  Blair,  chairman  of  the  board  of  directors  of  Insuran- 
shares Corporation  of  Delaware,  contracted  to  sell  78,260  shares  of  the 
common  stock  of  Insuranshares  Corporation  of  Delaware  to  the  North- 
ern Fiscal  group  for  a  total  of  $310,000.  The  net  capital  contributed 
to  Insuranshares  Corporation  of  Delaware  had  depreciated  under  va- 
rious managements  from  approximately  $14,000,000  to  $800,000,  the 
result  of  the  dissipation  of  its  assets  by  a  group  which  had  acquired 
control  of  the  investment  company  in  1932  by  methods  almost  identical 
with  those  used  by  the  Northern  Fiscal  group.  ,  The  Northern  Fiscal 
group  borrowed  the  $310,000,  the  purchase  price  of  the  stock  of  In- 
suranshares Corporation  of  Delaware,  from  the  brokerage  firm  ol 
Paine,  Webber  &  Company  and  turned  over  to  that  firm  portfolio  se- 
curities of  the  investment  company  with  a  market  value  of  $500,000. 
Paine,  Webber  &  Company  sold  these  securities,  deducted  its  advance 
of  $310,000,  and  turned  over  a  balance  of  $152,000  to  the  members  of 
the  group.  The  group  then  transferred  the  stock  of  Insuranshares 
Corporation  of  Delaware  to  their  personal  holding  company,  the 
Northern  Fiscal  Corporation,  Ltd.,  a  Canadian  corporation  specifically 
organized  in  connection  with  the  group's  acquisition  program,  and 
received  5,000  shares  of  $100  preference  stock  of  Northern  Fiscal  Cor- 
poration, Ltd.  The  portfolio  securities  of  Insuranshares  Corporation 
of  Delaware  sold  by  the  group  were  replaced  with  the  5,000  shares  of 
the  preferred  stock  of  the  Northern  Fiscal  Corporation,  Ltd.,  which 
then  had  among  its  assets  the  block  of  stock  of  Insuranshares  Corpo- 
ration of  Delaware.  In  June  1938  Insuranshares  Corporation  of 
Delaware  was  placed  in  receivership. 

The  second  investment  company  acquired  by  the  Northern  Fiscal 
group  was  Bond  and  Share  Trading  Corporation.  In  January  1938, 
Frank  B.  Erwin  and  William  A.  Gutekunst,  who  had  sponsored  and 
managed  Bond  and  Share  Trading  Corporation,  contracted  to  sell  to 
Insuranshares  Corporation  of  Delaware  blocks  of  Class  A  stock  and 
Class  B  stock  of  Bond  and  Share  Trading  Corporation,  representing 
a  controlling  interest  in  that  investment  company,  for  a  total  consid- 
eration of  $153,000.  The  net  contributed  capital  of  Bond  and  Share 
Trading  Corporation  had  depreciated  during  the  management  period 
of  Mr.  Erwin  and  Mr.  Gutekunst  from  $313,000  to  $232,000.  Although 
the  contract  was  signed  by  Insuranshares  Corporation  of  Delaware, 
the  Northern  Fiscal  Corporation,  Ltd.,  paid  for  the  stock  with  its 
uncertified  check  of  $131,000,  drawn  to  the  order  of  Insuranshares 
Corporation  of  Delaware,  and  $22,000  in  cash.  This  uncertified  check 
was  endorsed  by  Insuranshares  Corporation  of  Delaware  to  Mr.  Gute- 
kunst and  his  associates,  who  in  turn  endorsed  the  check  to  Bond  and 
Share  Trading  Corporation.  For  this  endorsement  Mr,  Erwin  and 
Mr,  Gutekunst  received  from  Bond  and  Share  Trading  Corporation 
about  half  the  portfolio  securities  of  Bond  and  Share  Trading  Cor- 
poration, valued  at  $131,000.  As  a  result  of  these  transactions,  Mr. 
Erwin  and  Mr.  Gutekunst  were  paid  for  the  control  stock  of  Bond 
and  Share  Trading  Corporation  by  the  delivery  to  them  of  over  one- 
half  the  portfolio  securities  of  Bond  and  Share  Trading  Corporation. 


***For  a  more  detailed  description  of  the  acquisition   of  Insuranshares   Corporation    of 
Delaware  by  the  Northern  Fiscal  group  see  infra,  pp.  1225-30. 
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The  group  transferred  the  control  block  of  stock  of  Bond  and  Share 
Trading  Corporation  to  Northern  Fiscal  Corporation,  Ltd.,  in  satis- 
faction of  the  debt  created  by  the  issuance  of  the  $131,000  check  by 
Northern  Fiscal  Corporation,  Ltd.  Bond  and  Share  Trading  Cor- 
poration then  transferred  the  $131,000  check  which  it  received  for  the 
more  than  one-half  of  its  portfolio  securities  transferred  to  Mr.  Erwin 
and  Mr.  Gutekunst,  plus  $44,000  in  cash,  to  Insuranshares  Corporation 
of  Delaware  in  consideration  of  the  transfer  to  Bond  and  Share  Trad- 
ing Corporation  by  Insuranshares  Corporation  of  Delaware  of  1,Y50 
shares  of  the  $100  preferred  stock  of  Northern  Fiscal  Corporation,  Ltd. 
Insuranshares  Corporation  of  Delaware  then  transferred  the  $131,000 
ciieck  and  the  $44,000  in  cash  to  Northern  Fiscal  Corporation,  Ltd., 
in  consideration  of  the  transfer  to  Insuranshares  Corporation  of 
Delaware  of  the  control  block  of  stock  of  Bond  and  Share  Trading 
Corporation.  As  a  result  of  these  transactions  Northern  Fiscal  Cor- 
poration, Ltd.,  not  only  received  back  its  $131,000  check  but  also 
$44,000  in  cash  derived  originally  by  Bond  and  Share  Trading  Cor- 
poration from  the  liquidation  of  its  portfolio  securities;  and  Bond 
and  Share  Trading  Corporation  was  controlled  by  Insuranshares  Cor- 
poration of  Delaware,  which  in  turn  was  controlled  by  Northern  Fiscal 
Corporation,  Ltd.  Bond  and  Share  Trading  Corporation,  in  lieu  of 
approximately  three-fourths  of  its  original  portfolio,  had  1,750  shares 
of  the  preferred  stock  of  Northern  Fiscal  Corporation,  Ltd. 

The  last  investment  company  to  be  acquired  by  the  Northern  Fiscal 
group  was  Burco,  Inc.  On  March  3,  1938,  Carroll  E.  Gray,  Jr.,  who 
owned  36,000  shares,  or  38%,  of  the  outstanding  common  stock  of 
Burco,  Inc.,  contracted  to  sell  this  block  of  stock  to  the  Northern  Fiscal 
group  for  a  total  of  $340,000.  The  assets  of  Burco,  Inc.,  had  depreci- 
ated from  the  time  of  its  organization  from  approximately  $2,300,000 
to  $1,250,000.  At  the  time  of  sale  this  block  of  common  stock,  which 
had  originally  cost  Mr.  Gray  $158,000,  had  a  negative  asset  value,  and 
all  of  the  assets  of  Burco,  Inc.,  "belonged"  to  the  holders  of  its  pre- 
ferred stock.  The  Northern  Fiscal  group  borrowed  $290,000  from 
Paine,  Webber  &  Company,  supplying  $50,000  of  their  own  funds,  to 
pay  the  purchase  price  of  the  block  of  Burco,  Inc.,  stock,  and  turned 
over  portfolio  securities  of  Burco,  Inc.,  with  a  market  value  of  $750,000. 
Paine,  Webber  &  Company  sold  part  of  these  securities,  deducted  its 
advance  of  $290,000,  and  turned  over  the  balance  of  the  cash  and  the 
unsold  portfolio  securities  to  Burco,  Inc.,  which  in  turn  transferred 
them  to  one  Howard  F.  Hansell,  Jr.,  a  member  of  the  Northern  Fiscal 
group,  who  had  in  the  meantime  sold  to  Burco,  Inc.,  for  $750,000, 
25,000  shares  of  the  common  stock  of  Insuranshares  Corporation  of 
Delaware  and  325,000  shares  of  the  common  stock  of  Delta  Oil  Com- 
pany, Ltd.,  which  were  of  doubtful  value.  In  June  1938,  Burco,  Inc., 
was  placed  in  receivership.^*^ 


^^  Various  criminal  proceedings  which  were  instituted  in  connection  with  the  activities 
of  the  Fiscal  Management  group  and  Northern  Fiscal  group  are :  indictments  by  the  Grand 
Jury,  County  of  New  York,  of  Messrs.  Frear,  Ferretti,  Clayton,  Solomont,  Robb,  and  Morris 
for  grand  larceny  (all  of  these  defendants,  except  Mr.  Kobb,  who  pleaded  guilty,  were 
acquitted  on  June  9,  1939)  and  indictments  by  the  Federal  Grand  Jury  for  the  Southern 
District  of  New  York  of  members  of  the  Fiscal  Management  group  and  Northern  Fiscal 
group  and  various  others,  including  Stephen  Paine,  as  alleged  participants  in  a  conspiracy 
to  use  the  mails  to  defraud.  Stephen  Paine  and  the  members  of  the  Northern  Fiscal  group 
were  convicted.  The  indictment  against  the  members  of  the  Fiscal  Management  group  is 
still  pending. 
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IIL    ACQUISITION  OF  CONTROL  AND  MANAGEMENT 
SUPPORT 

A.  Payment  of  Finder's  Fees 

The  "finding"  of  investment  companies  susceptible  of  acquisition 
was,  of  course,  the  first  task  which  confronted  the  acquiring  corpora- 
tions. However,  so  pronounced  was  the  bartering  of  control  of  invest- 
ment companies  after  1929  that  certain  individuals  were  regularly 
engaged  in  the  business  of  acting  as  brokers  in  the  sale  of  control  of 
investment  companies.  Morton  H.  Fry,  the  president  of  Overseas 
Securities  Co.,  Inc.,  testified,  in  connection  with  the  attempt  of  the 
Fiscal  Management  group  to  acquire  control  of  his  investment  com- 
pany in  the  latter  part  of  1937,  that  he  was  so  frequently  approached 
by  "finders"  that  he  "finally  began  to  feel  as  though  I  ought  to  have  a 
bodyguard."  ^  Lansing  McVickar,  an  employee  of  Burr  &  Co.,  Inc., 
a  New  York  investment  banking  firm,  who  acted  as  the  "finder"  of 
Continental  Securities  Corporation  for  the  Fiscal  Management  group 
in  September  1937,  testified  that  he  began  to  specialize  in  "finding" 
investment  companies  in  1937,-  and  further  testified :  ^ 

Q.  But  it  seems  to  me  from  all  of  the  testimony  that  about  this  time  the  finan- 
cial district  evidently  was  swarming  with  people  who  were  finders  looking  for 
investment  trusts,  to  buy  and  sell;  is  not  that  so? 

A.  Yes ;  I  believe  that  is  true. 

The  majority  of  companies  acquired  by  Atlas  Corporation  were 
"found"  by  "self-constituted"  finders  "who  made  it  their  job"  for  a 
commission  to  bring  together  Atlas  Corporation  and  sponsors  desirous 
of  transferring  control  of  their  investment  companies.  Mr.  Odium 
testified :  * 

Q.  *  *  *  Did  you  have  finders  to  go  out  to  find  the  investment  trusts  that  you 
ultimately  acquired? 

A.  We  didn't  have  finders.  They  were  self-constituted  finders  in  the  majority 
of  cases.  In  a  few  of  the  cases  the  investment  trusts  came  to  us  by  way  of  their 
sponsors.  In  a  few  of  the  cases  we,  through  our  own  organization,  went  out  to 
establish  the  contact.  In  the  majority  of  cases  some  third  party  who  was  making 
it  his  job  to  try  to  earn  a  commission  brought  the  thing  in  to  us  after  having 
established  such  contact  with  the  other  side  as  led  him  to  believe  that  he  controlled 
the  business." 

Atlas  Corporation  paid  a  total  in  "finder's"  fees  of  approximately 
$1,407,900.6    The  largest  single  fee  was  $100,000  paid  to  E.  F.  Hutton 


1  Public  Examination,  First  Income  Trading  Corporation  et  al.,  at  439. 

2  Id.,  at  937-8. 

3  Id.,  at  939. 

*  Public  Examination,  Atlas  Corporation,  at  17786-8. 
=  Mr.  Odium  also  testified  (ibid.)  : 

In  tile  following  companies  they  [the  sponsors  or  managersl  came  to  us  :  All  America 
General :  Allied  Atlas  ;  National  Securities  Investment ;  Widlor ;  Power  &  Light  Securi- 
ties ;  Selected  Stocks ;  and  Walhardt.  In  the  following  companies  the  matter  was 
handled  by  an  intermediary :  American,  British  &  Continental ;  Atlantic  Securities ; 
Aviation  Securities  ;  Chain  Store  Stocks  ;  Federated  Capital ;  General  Empire ;  Iroquois 
Share ;  Jackson  &  Curtis  ;  Sterling  Securities  and  Ungerleider. 

>K  *  N:  «  »:  *  * 

The  following  companies  have  no  classification  :  American  Investors ;  Blue  Ridge ; 
Pacific  Eastern ;  Shenandoah     *     *      *. 

« Public  Examination,  Atlas  Corporation,  at  17793  and  Commission's  Exhibit  No.  1909. 
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&  Co.  for  its  services  in  bringing  together  the  officers  of  Atlas  Cor- 
poration and  the  management  of  Chatham  Phenix  Allied  Corporation/ 
of  which  E.  F.  Hutton  was  a  director.^  David  G.  Baird,  a  partner  of 
Marsh  &  McLennan,  insurance  brokers,  received  approximately  $70,000 
in  fees  for  his  aid  in  "finding"  Chain  Store  Stocks,  Inc.,  and  Chatham 
Phenix  Allied  Corporation.^  D.  M.  S.  Hegarty,  of  Hegarty  &  Conroy, 
New  York  brokers,  received  total  "finder's"  fees  of  $59,878  for  his 
services  in  connection  with  the  acquisition  by  Atlas  Corporation  of  con- 
trol of  Atlantic  Securities  Corporation,  Chain  Store  Stocks,  Inc.,  Gen- 
eral Empire  Corporation,  Iroquois  Share  Corporation,  and  Jackson  & 
Curtis  Investment  Associates.^" 

Similarly  The  Equity  Corporation  paid  to  Distributors  Group,  Inc., 
of  which  Chase  Donaldson  was  president,  a  fee  of  $62,500  for  its  serv- 
ices in  inducing  Atlas  Corporation  to  transfer  its  interest  in  Reliance 
International  Corporation  to  The  Equity  Corporation;^^  a  fee  of 
$25,000  to  Distributors  Group,  Inc.,  for  its  services  in  connection  with 
the  transfer  of  control  of  American,  British  &  Continental  Corpora- 
tion by  Atlas  Corporation  to  The  Equity  Corporation ;  ^-  and  a  finder's 
fee  of  $25,000  to  Allied-Distributors,  Inc.,  a  company  controlled  by 
Chase  Donaldson  (who  was  then  a  director  of  The  Equity  Corpora- 
tion), for  its  services  in  connection  with  the  acquisition  of  control  by 
The  Equity  Corporation  of  Eastern  Shares  Corporation.^^ 

The  sum  of  $102,703  was  paid  as  finder's  fees  in  connection  with  the 
acquisition  of  control  by  Fiscal  Management  Company,  Ltd.  of  First 
Income  Trading  Corporation,  Continental  Securities  Corporation, 
Corporate    Administration,    Inc.     (which    controlled    Administered 


^  Id.,  Commission's  Exhibit  No.  1969. 

^  Public  Examination,  Chatham  Phenix  Allied  Corporation,  Commission's  Exhibit  No.  1589. 

9  Mr.  Baird  received  $59,046.25  as  a  "finder's"  fee  for  bringing  Chatham  Phenix  Allied 
Corporation  to  Atlas  Corporation,  and  $10,000  for  Chain  Store  Stocks,  Inc.  (Public  Exam- 
ination, Atlas  Corporation,  Commission's  Exhibit  No.  1969). 

^0  Mr.  Hegarty  received  $15,000  on  the  Atlantic  Securities  Corporation  transaction,  $4,500 
on  Chain  Store  Stocks,  Inc.,  $8,378  on  General  Empire  Corporation,  $27,000  on  Iroquois 
Share  Corporation,  and  $5,000  on  Jackson  &  Curtis  Investment  Associates  (Public  Examina- 
tion, Atlas  Corporation,  at  17788-90). 

11  Public  Examination,  The  Equity  Corporation,  Commission's  Exhibit  No.  793  (annual 
report  to  stockholders  of  Distributors  Group,  Inc.,  December  31,  1934).  Chase  Donaldson 
testified  that  this  figure  was  based  on  the  price  at  which  Reliance  International  Corporation 
was  selling  on  the  market,  that  is  $2.50  per  share  (id.,  at  8489).  Chase  Donaldson  received 
initially,  as  commission  for  the  Reliance  International  Corporation  transaction,  25,000 
shares  of  the  Class  A  stock  of  Reliance  International  Corporation  for  which  he  paid  only 
$1,000,  which  covered  the  amount  of  the  transfer  tax  (id.,  at  8481).  In  January  1935  these 
shares  were  sold  to  Group  Assets,  Inc.,  a  company  which  owned  stock  beneficially  for  The 
Equity  Corporation  (id.,  at  8484),  for  $55,000,  and  in  consideration  for  which  they  pur- 
chased 40,000  shares  of  the  common  stock  of  The  Equity  Corporation.  On  June  10,  1935, 
Distributors  Group,  Inc.,  repurchased  from  Group  Assets,  Inc.,  the  25,000  shares  of  Reliance 
International  Corporation  Class  A  stock  and  sold  Group  Assets,  Inc.,  40,000  shares  of  the  com- 
mon stock  of  The  Equity  Corporation  for  $55,000.  On  the  same  day  Distributors  Group, 
Inc.,  exchanged  the  25,000  shares  of  the  Reliance  International  Corporation  Class  A  stock 
for  25,000  shares  of  the  common  stock  of  The  Equity  Corporation  and  received,  in  addition, 
a  cominiss'oii  of  $22,500  fr  m  The  Equity  Corp. .ration  for  the  American,  British  &  Con- 
tinental Corporation  transaction  (id.,  at  8490),  for  which  Distributors  Group,  Inc.,  was 
given  an  option  and  did  finally  purchase  15,000  shares  of  the  common  stock  of  The  Equity 
Corporation.  As  a  result,  Chase  Donaldson  testified  that  he  derived  as  his  commission  on 
the  Reliance  International  Corporation  and  American,  British  &  Continental  Corporation 
deal  a  commission  of  a  total  of  40,000  shares  of  common  stock  of  The  Equity  Corporation 
(id.,  at  8495). 

'^  Public  Examination,  The  Equity  Corporation,  at  8494  ;  see  also  note  11,  supra. 

^  Public  Examination,  The  Equity  Corporation,  Commission's  Exhibit  No.  790,  p.  23. 


1080  SECURITIES   AND   EXCHANGE    COMMISSION 

Fund,  Second,  Inc.) ,  and  Reynolds  Investing  Company,  Inc.  Lansing 
McVickar  and  Burr  &  Co.,  Inc.,  jointly  received  $37,703  "  for  their 
services  in  connection  with  the  group's  acquisition  of  control  of  Con- 
tinental Securities  Corporation.  Franklyn  E.  Mayer  and  Thomas  D. 
Conroy  jointly  received  $20,000  ^^  for  their  services  in  connection  with 
the  acquisition  of  control  of  Corporate  Administration,  Inc.,  which 
controlled  Administered  Fund,  Second,  Inc.  Mr.  Conroy,  Mr.  Mayer, 
and  others  received  $40,000  ^*^  as  "finder's"  fees  in  connection  with  the 
acquisition  of  Reynolds  Investing  Company,  Inc.,  by  the  group. 

Similarly,  the  Northern  Fiscal  group,  headed  by  Messrs.  Robb, 
Morris,  and  Solomont,  who,  as  has  been  already  indicated,  acquired 
control,  through  Northern  Fiscal  Corporation,  Ltd.,  of  Insuranshares 
Corporation  of  Delaware,  Bond  and  Share  Trading  Corporation,  and 
Burco,  Inc.,  paid  as  "finder's"  fees  a  total  of  $20,000  "to  Francis  X. 
Mancuso  and  Lorimer  Davidson,  jointly,  for  their  services  in  connec- 
tion with  the  acquisition  of  control  of  Insuranshares  Corporation  of 
Delaware  and  Bond  and  Share  Trading  Corporation.  For  their  serv- 
ices in  "finding"  Burco,  Inc.,  Lansing  McVickar  was  paid  $11,000  ^^ 
and  Lorimer  Davidson  $6,800.^^ 

Ultimately,  these  "finder's  fees"  paid  by  acquiring  corporations  or 
individuals  were  recouped  out  of  the  profits  derived  in  the  acquisi- 
tion by  purchase  or  exchange  offers  of  the  securities  of  acquired  com- 
panies for  a  consideration  less  than  the  actual  asset  value  of  such 
securities,  as  was  the  case  in  Atlas  Corporation  and  The  Equity  Cor- 
poration, or  from  profits  derived  by  self-dealing  with  the  assets  of 
the  acquired  companies,  as  in  the  case  of  the  group  of  investment 
companies  acquired  by  the  Fiscal  Management  group.  In  other 
words,  the  "finder's  fees"  and  other  costs  of  acquisition  were  ulti- 
mately in  effect  paid  by  stockholders  of  acquired  companies. 

B.  Necessity  for  Support  of  Management  and  Control  of 
Companies  To  Be  Acquired 

Control  of  the  investment  company  to  be  acquired  was  a  necessary 
prerequisite  to  the  successful  consummation  of  the  purpose  of  the 
acquiring  corporation  or  individual,  whether  such  purpose  was  to 
deal  with  the  corporate  assets  directly  for  the  acquirer's  own  benefit 
or  to  acquire  the  securities  of  the  company  at  discounts  from  their 
actual  asset  value,  either  by  purchase  or  by  an  exchange  offer.  In 
the  latter  case,  control  of  the  management  of  the  corporation  would 
give  the  purchaser,  or  prospective  purchaser,  supervision  of  the  ac- 
quired investment  company's  portfolio,  and  thereby  enable  it  to  pro- 
tect its  gains  in  asset  values  on  subsequent  purchases  or  exchange 
offers  for  the  securities  of  the  controlled  company.  A  drop  in  port- 
folio values  might  erase  the  asset  gains  on  exchange  offers  for,  or 
market  purchase  of,  the  securities  of  controlled  companies.^"    Fur- 

"  Public  Examination,  First  Income  Trading  Corporation,  et  al.,  at  936. 

^^  Id.,  at  1291-2. 

1"  Id.,  at  1380-1. 

"Id.,  at  799-800. 

^8  Id.,  at  948. 

»Id.,  at  810. 

=^0  As  Mr.  Odium,  the  president  of  Atlas  Corporation,  testified  (op.  cit.  supra,  note  4,  at 
11722-3)  :  "*  *  *  it  was  indispensable  that  Atlas  acquire  the  control  of  the  portfolio 
so  that  it  could  be  liquidated  and  saved  from  a  further  fall  in  the  market." 
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ther,  control  of  the  portfolio  would  enable  the  acquirer  to  pyramid 
the  process  of  acquisition  by  usin^  the  funds  of  one  acquired  invest- 
ment company  to  acquire  the  securities  of  other  investment  companies 
eventually  to  be  absorbed.  Control  of  the  corporation  also  meant 
access  to  the  lists  of  its  stockholders,  a  necessary  preliminary  to  the 
successful  prosecution  of  cash  purchases  or  exchanges  of  the  securities 
of  the  controlled  company. 

Of  greater  importance  was  the  possibility,  unless  the  good  will  of 
the  existing  controlling  interest  was  acquired,  of  resistance  by  such 
interests  to  cash  purchases  and  exchange  offers  made  by  the  acquir- 
ing investment  companies.  The  existing  management  might  com- 
pete with  the  acquiring  corporation  in  the  purchases  of  shares  or 
cause  the  corporation  to  purchase  its  own  outstanding  shares  with  a 
consequent  increase  in  the  market  value  of  the  shares.  Circulariza- 
tion  of  stockholders  with  letters  condemning  or  opposing  the  ex- 
change offers  might  be  undertaken  by  the  existing  management.^^ 

1.  ATTEMPTED  ACQUISITION  OF  CONTROL  OF  NATIONAL 
INVESTORS  CORPORATION  BY  ATLAS  CORPORATION 

The  failure  of  the  attempt  of  Atlas  Corporation  to  acquire  National 
Investors  Corporation,  Second  National  Investors  Corporation,  Third 
National  Investors  Corporation,  and  Fourth  National  Investors  Cor- 
poration, is  illustrative  of  the  necessity  for  management  support  for 
the  successful  consummation  of  the  acquisition  of  control  of  an 
investment  company. 

National  Investors  Corporation  was  organized  under  the  laws  of 
New  York  -^  in  June  1927  and  was  sponsored  by  the  Guardian  De- 
troit Company,  the  National  Shawmut  Bank  of  Boston,  and  Fred 
Y.  Presley.^^^  In  1928,  National  Investors  Corporation  sponsored 
Second  National  Investors  Corporation,  incorporated  under  the  laws 
of  Delaware,  which  it  managed  under  the  terms  of  a  management 
contract.^*  In  1929,  National  Investors  Corporation  caused  the  in- 
corporation of  Third  National  Investors  Corporation  and  Fourth 
National  Investors  Corporation,  both  of  which  it  also  managed  pur- 
suant to  management  contracts.-^  National  Investors  Corporation  in 
.1931  controlled  about  one-third  of  the  outstanding  stock  of  Second 
National  Investors  Corporation  ^^  and  10%  of  the  outstanding  capi- 

^  In  fact,  as  described  hereafter,  in  the  first  attempt  of  Atlas  Corporation  to  acquire  con- 
trol of  an  investment  company  (All  America  General  Corporation),  its  direct  exchange  offer 
was  met  with  active  resistance  from  a  majority  of  the  directors  of  the  company  sought  to  be 
acquired.  Only  by  payment  of  commissions  to  influential  directors  of  the  company  for  their 
advocation  of  the  exchange  offer  was  that  particular  acquisition  made  successfully.  Mr. 
Odium  testified  (Public  Examination,  Atlas  Corporation,  at  17769-70)  : 

Q.  But  you  did  learn  from  your  first  experience,  however,  that  the  dominant  per- 
sonalities could  be  of  material  assistance  in  an  exchange  program  ? 

A.  That,  in  fact,  yes,  if  you  had  the  dominant  personalities  fighting  you,  it  made  a 
very  difficult  job  and  one  that  you  had  better  never  touch. 

See  infra,  pp.  1324—37,  for  a  discussion  of  the  acquisition  of  control  of  All  America  Gen- 
eral Corporation  by  Atlas  Corporation. 

^2  Public  Examination,  National  Investors  Corporation,  at  4256. 

=°  Id.,  at  4271. 

="  Id.,  at  4274. 

2=  Id.,  at  4295. 

""Id.,  at  4279.  National  Investors  Corporation  purchased  100,000  shares  of  the  300,000 
shares  of  authorized  common  stock  of  Second  National  Investors  Corporation  and  aU  of  the 
option  warrants  for  $1,000,000  (id.,  at  4284,  4310). 
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tal  stock  of  Third  National  Investors  Corporation."  National  Inves- 
tors Corporation  also  acquired  warrants  to  purchase  750,000  shares 
of  the  capital  stock  of  Fourth  National  Investors  Corporation.^^ 
These  warrants  if  exercised  would  have  placed  National  Investors 
Corporation  in  majority  control  of  Fourth  National  Investors  Cor- 
poration. 

Obviously,  control  of  National  Investors  Corporation  would  also 
assure  control  of  Second  National  Investors  Corporation,  Third  Na- 
tional Investors  Corporation,  and  Fourth  National  Investors  Cor- 
poration. Total  assets  owned  by  the  National  Investors  group  of  in- 
vestment companies  as  at  December  31,  1931,  valued  at  market  prices, 
aggregated  approximately  $2'5,000,000.2^ 

In  1931,  National  Investors  Corporation  had  outstanding  14,858 
shares  of  $100  par  value  preferred  stock  and  860,999  shares  of  com- 
mon stock  including  75,000  shares  held  in  the  treasury  of  the  cor- 
poration.^'"  The  common  stock  had  no  asset  value,_  the  total  assets 
of  the  company  being  insufficient  to  cover  the  liquidating  value  of 
the  preferred  stock  outstanding.^^ 

On  July  10,  1931,  Atlas  Corporation  approached  the  executive  com- 
mittee of  National  Investors  Corporation  with  a  proposal  to  pur- 
chase, at  the  market  price,  75,000  shares  of  the  common  stock  of 
National  Investors  Corporation  then  in  the  treasury  of  the  company ,^2 
and  which  then  had  no  asset  value.=^=^  Similar  proposals  were  made 
for  the  purchase  of  shares  of  the  common  stock  of  National  Investors 
Corporation's  affiliated  investment  companies.^* 

The  executive  committee  of  National  Investors  Corporation,  being 
of  the  opinion  that  these  proposed  purchases  to  be  made  by  Atlas 
Corporation  were  not  intended  as  investments  but  as  a  "stepping 
stone"  to  obtain  control  of  National  Investors  Corporation  and  its 
affiliated  investment  companies,  rejected  Atlas  Corporation's  pro- 
posals.^^ 

Thereafter,  Atlas  Corporation  began  to  accumulate  in  the  market 
the  preferred  and  common  stocks  of  National  Investors  Corporation 
and  its  affiliated  companies.^'*'  By  the  fall  of  1931,  Atlas  Corporation 
had  accumulated  75,000  shares  of  National  Investors  Corporation  com- 
mon stock.^^  By  1933,  Atlas  Corporation  had  accumulated  about  160,000 
shares  of  National  Investors  Corporation  common  stock;  25,000  war- 


="Id.,  at  4301.  National  Investors  Corporation  purchased  20,000  shares  of  the  authorized 
200,000  shares  of  common  stock  and  200,000  of  the  option  warrants  of  Third  National 
Investors  Corporation  for  $1,000,000  (ibid.). 

28  Id.,  at  4317. 

29  Moody's  Manual  of  Investments,  Banks,  etc.,  1932,  pp.  412-15. 
so  Id.,  at  412. 

s^The  14,858  shares  of  preferred  stock  were  entitled  on  liquidation  to  $110  per  share,  or 
a  total  of  $1,634,380,  and  were  in  arrears  in  dividends  $8.25  per  share,  or  a  total  of  $122,- 
578.50.  The  net  assets  of  National  Investors  Corporation  at  the  time  were  $1,520,213. 
Thus,  the  assets  of  the  company  would  have  had  to  increase  by  $236,745.50  before  there 
would  be  sufficient  assets  to  cover  the  liquidating  value  of,  and  the  dividend  averages  on, 
the  preferred  stock. 

^'  Op.  cit.  supra,  note  22,  at  4518. 

■•»  Id.,  at  4518-9. 

34  Id.,  at  4518.  In  addition,  Mr.  Odium  was  desirous  of  becoming  a  member  of  the  board 
of  directors  of  First,  Second,  Third,  and  Fourth  National  Investors  Corporation  (ibid.). 

=5  Id.,  at  4519. 

3«Id.,  at  4521-24. 

"  Id.,  at  4522. 
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rants  for  the  purchase  of  the  common  stock  of  National  Investors 
Corporation;  17,000  shares  of  the  preferred  stock  of  Second  National 
Investors  Corporation,  out  of  a  total  of  83,000  shares  outstanding; 
52,000  shares  of  the  common  stock  of  Third  National  Investors  Cor- 
poration, out  of  a  total  of  220,000  shares  outstanding;  and  a  "small 
amount''  of  the  common  stock  of  Fourth  National  Investors  Corpora- 
tion.^^ 

Efforts  were  made  by  Mr.  Odium  to  obtain  the  cooperation  of  Fred 
Y.  Presley,  the  president  of  National  Investors  Corporation  and  its 
affiliated  companies,  in  the  further  acquisition  by  the  Atlas  Corpora- 
tion of  the  stock  of  the  National  Investors  companies.  Mr,  Presley 
testified  that  he  refused  to  support  Atlas  Corporation  in  any  ex- 
change offer  for  the  shares  of  his  companies  which  would  result  in 
a  loss  in  asset  value  to  his  stockholders :  ^^ 

A.  I  mean  by  the  basis  of  exchange  in  the  acquisition  of  investment  trnsts 
in  the  past,  exchange  of  Atlas  stock  on  an  approximate  market  price  basis 
with  the  shares  of  other  investment  trusts  on  an  approximate  market  basis 
with  at  times  giving  some  slight  edge  on  the  market  price  basis  to  the  stock- 
holder exchanging  his  security  for  Atlas  common  stock.  In  the  numerous 
instances  of  acquisitions  of  that  type  Atlas  had  gained  substantially  in  asset 
value,  because  the  market  price  of  Atlas  was  at  or  above  asset  value,  usually, 
although  I  think  it  did  sell  at  a  discoimt  at  times,  whereas  the  shares  acquired 
in  exchange  for  Atlas  stock  were  very  substantially  below  the  asset  value. 

Q.  Was  that  the  situation  regarding  Atlas  stock  and  National  at  that  time? 

A.  It  was  particularly  accentuated  at  that  time.  The  market  price  of  our 
shares  in  relation  to  asset  value  were  very  much  depressed ;  whereas  the  shares 
of  Atlas  were  selling  at  or  above  asset  value. 

We  met  a  few  days  later  and  he  thought  I  should  cooperate  with  him  in  the 
acquisition  of  the  company. 

A.  I  told  him  [Mr.  Odium]  that  if  he  was  prepared  to  offer  Second,  Third, 
and  Fourth  shareholders  dollar  for  dollar  in  asset  value  on  an  exchange  basis 
I  would  not  oppose  him,  but  I  was  not  at  all  sure  that  I  would  support  him. 
On  the  other  hand,  I  told  him  if  he  made  an  offer  on  a  market  value  basis  I  would 
fight  it  out  with  him  with  the  public. 

As  a  result  of  this  opposition  by  Mr.  Presley  to  its  program.  Atlas 
Corporation  agreed  to  withdraw  from  the  situation  by  selling  its 
holdings  of  stock  of  the  National  Investors  Corporation  group  back 
to  the  respective  companies,*"  with  the  exception  of  the  165,000 
shares  of  National  Investors  Corporation  common  stock  which  Atlas 
Corporation,  however,  according  to  Mr,  Presley,  agreed  to  sell  grad- 
ually in  the  market.*^  Atlas  Corporation's  holdings  of  Second  Na- 
tional Investors  Corporation  and  Third  National  Investors  Corpora- 
tion stocks  were  repurchased  by  their  respective  issuers  at  90%  of 
asset  value,  with  the  consent  of  the  stockholders  of  the  companies.*^ 


38  Id.,  at  4529.  In  addition,  Mr.  Presley  testified  that  Atlas  Corporation  could  have 
acquired  enough  additional  shares  of  common  stock  of  National  Investors  Corporation  to  give 
it  working  control  of  that  company,  which  in  turn  owned  100,000  shares  of  the  common 
stock  of  Second  National  Investors  Corporation,  out  of  a  total  of  300,000  shares  outstanding, 
and  20,000  shares  of  Third  National  Investors  Corporation    (ibid.). 

39  Id.,  at  4527-30. 
« Id.,  at  4540. 

« Ibid. 

« Id.,  at  4532-7. 

153373— 41— pt.  3 20 
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In  1936,  Atlas  Corporation  sold  its  holdings  of  the  stock  of  National 
Investors  Corporation  common  stock  to  Hayden,  Stone  &  Company, 
and  the  Adams  Express  Company,  an  investment  company  mider  the 
influence  of  Hayden,  Stone  &  Company.*^ 


2.  ATTEMPTED  ACQUISITION  OF   CONTROL   OF   OVER- 
SEAS SECURT 
MENT  GROUP 


SEAS  SECURITIES  CO.,  INC.,  BY  FISCAL  MANAGE- 


The  refusal  of  the  management  of  Overseas  Securities  Co.,  Inc.,  "to 
sell  their  stockholders  down  the  river"  **  is  also  illustrative  of  the 
necessity  for  the  support  of  the  controlling  interests  in  any  acquisition 
of  control  of  an  investment  company  and  the  subsequent  diversion 
of  its  assets  to  the  purposes  of  the  acquirers.  In  the  latter  part  of 
1937,  Cleveland  Storrs,  a  partner  in  the  New  York  brokerage  firm  of 
Graham  &  Co.,  acting  in  the  capacity  of  a  "finder"  of  investment  com- 
panies for  the  Fiscal  Management  group,  approached  Morton  H. 
Fry,  the  president  of  Overseas  Securities  Co.,  Inc.,  to  ascertain 
whether  or  not  a  controlling  block  of  the  company's  stock  could  be 
purchased  by  Mr.  Storrs'  principals.  The  names  of  such  principals 
were  not  disclosed  to  Mr.  Fry,  who,  after  consulting  with  directors 
and  large  stockholders  of  Overseas  Securities  Co.,  Inc.,  imposed  three 
conditions  precedent  to  further  negotiations.  Mr.  Fry,  in  his  testi- 
mony, described  these  conditions  as  follows :  *^ 

We  would  have  to  know  who  the  principal  was.  The  second  was  that  we 
would  have  to  have  assurance,  assuming  that  they  would  be  responsible,  that 
their  assurance  could  be  trusted  as  to  what  they  intended  to  do  with  the  company. 
This  [Overseas  Securities  Co.,  Inc.]  was  one  of  the  first  of  the  publicly  owned 
trusts  and  it  had  a  reasonably  good  record  considering  all  the  times  and  we 
felt  responsible  for  it  and  there  were  some  bonds  outstanding  there,  I  think 
somewhere  around  $1,110,000  of  bonds  at  the  time,  and  we  said  obviously  we 
did  not  want  to  sell  the  bondholders  down  the  river.  Therefore,  we  wanted 
definite  assurance  from  the  ultimate  buyer  that  if  a  transaction  were  con- 
summated, the  character  of  the  trust  would  not  be  changed,  that  is,  it  would 
have  a  general  portfolio  just  as  good,  and  they  would  not  put  a  block  of 
other  stocks  in,  or  something  of  that  kind ;  and  the  third  condition  was  that  the 
same  offer  would  be  made  to  all  of  the  shareholders  of  record  that  was  made  for 
the  purchase  of  the  control  stock,  and  that  that  offer  be  kept  open  for  a  sufficient 
length  of  time  to  be  able  to  take  advantage  of  it. 

******* 

Q.  You  say  the  three  conditions  you  imposed  were,  first  you  wanted  to  know 
who  the  principal  was ;  second,  you  wanted  some  definite  assurance  that  the  basic 
nature  of  the  trust  would  not  be  changed ;  and,  third,  they  had  to  make  the  same 
offer  to  the  minority  stockholders  that  they  were  making  to  the  majority  stock- 
holders. 

A.  That  is  correct. 

Q.  "What  impelled  you  to  impose  those  conditions,  I  mean  did  you  mean  that 
the  officers  and  directors  and  sponsors  of  this  trust  owed  it  to  the  minority 
stockholders? 


^  Id.,  at  4543. 

«  Op.  cit.  supra,  note  1,  at  447. 

«  Id.,  at  445-7. 
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A.  My  firm  [Scholle  Brothers,  members  of  the  New  York  Stock  Exchange] 
and  my  associates  and  the  directors  were  personal  friends  of  mine,  and  we  had 
been  connected  with  this  trust  since  the  beginning.  We  felt  a  certain  sense  of 
trusteeship,  and  that  it  was  an  utterly  unfair  thing  to  sell  the  stockholders  or 
bondholders  down  the  river. 

Because  of  these  conditions  imposed  by  Mr.  Fry,  precedent  to  the 
transfer  of  control  of  Overseas  Securities  Co.,  Inc.,  the  group,  repre- 
sented by  Mr.  Storrs,  terminated  its  negotiations  with  Mr.  Fry.*^ 

Other  managements,  however,  were  less  concerned  with  their  "trus- 
teeship" to  their  stockholders.  By  purchasing  the  existing  "control" 
of  these  managers,  the  acquiring  individual  or  corporation  could  either 
secure  their  active  cooperation  or  at  least  their  passive  acquiescence  to 
its  program.  Frequently,  existing  sponsors  and  managers  could  be 
induced  for  a  consideration  to  recommend  actively  the  acceptance  of 
exchange  offers.  Many  of  the  agreements,  consummated  with  the 
previous  controlling  interests  for  a  shift  in  control,  contained  an 
undertaking  upon  the  part  of  the  transferors  of  control  to  refrain  from 
making  market  purchases  of  the  controlled  company's  securities  ex- 
cept under  the  direction  and  for  the  account  of  the  prospective  pur- 
chaser of  control.  In  this  manner,  the  acquirer  gained  control  of  the 
market  for  the  acquired  company's  securities. 

C.  Sources  and  Emoluments  of  Existing  Management  Control 

An  understanding  of  the  methods  by  which  control  of  investment 
companies  was  acquired  requires  a  discussion  of  the  devices  by  which 
control  had  been  vested  in  the  previous  managements. 

In  the  case  of  leverage  investment  companies,  usually  those  in 
control  held  the  common  stock  which  originally  had  been  acquired 
for  a  consideration  far  smaller  than  that  contributed  by  the  senior 
security  holders.  This  common  stock  held  by  the  sponsors  had,  from 
the  point  of  view  of  asset  value,  become  worthless  due  to  the  decline 
in  value  of  the  corporate  assets  to  an  amount  insufficient  to  cover  the 
liquidating  value  of  outstanding  senior  securities.  The  decline  in 
value  of  the  corporate  assets,  in  a  number  of  cases,  had  been  due  to 
incompetent  management,  or  self -dealing  with  the  company's  assets, 
as  well  a.s  to  unwise  investment  or  speculation  in  common  stocks  in- 
dulged in  by  the  management  in  an  attempt  to  take  advantage  of  the 
leverage  imparted  to  their  common  stocks  by  the  funds  contributed 
by  the  senior  security  holders.  One  management  even  caused  the 
investment  company  to  operate  a  large  margin  account  in  some  of  its 
portfolio  securities.*^  By  this  method  of  trading,  the  "leverage"  in 
the  common  stock  (large  blocks  of  which  were  held  by  the  manage- 
ment) created  by  the  funds  contributed  to  the  enterprise  by  senior 
securities  was  supplemented  by  borrowed  funds. 

Following  the  collapse  in  1929  of  security  prices,  the  senior  securi- 
ties of  leverage  companies  were  selling  at  discounts  below  their  asset 

^Id.,  at  446.  For  the  failure  of  the  attempts  of  Atlas  Corporation  and  of  Tri-Conti- 
nental  Corporation,  because  of  management  opposition,  to  acquire  control  of  Vick  Financial 
Corporation,  see  Public  Examination,  Vick  Financial  Corporation,  at  3584-5  ;  and  for  the 
failure,  for  similar  reasons,  of  the  attempt  by  Phoenix  Securities  Corporation,  an  invest- 
ment company  controlled  by  Wallace  Groves,  to  acquire  control  of  Standard  Investing  Cor- 
poration, see  Ch.  II  of  this  part  of  the  report,  pp.  613-14. 

"  See  infra,  p.  1097. 
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value.  The  common  stocks,  which  represented  control  of  the  manage- 
ment of  the  company  and  usually  also  possessed  the  sole  power  to 
dissolve  the  company,  had  no  asset  value  or  negative  asset  values  and 
were  selling  in  the  market  at  nominal  prices  which,  of  course,  ex- 
ceeded their  asset  value.  In  this  situation,  the  acquiring  corporation 
or  individual  purchased  from  those  in  control  their  common  stocks 
with  negative  asset  value  at  prices  far  in  excess  of  their  nominal 
market  value. 

Normally,  the  payment  of  such  prices  in  excess  of  asset  and  market 
values  is  a  reflection  of  the  purchaser's  opinion  of  the  value  of  con- 
trol of  the  assets  of  the  company  (assets  which  belonged  entirely  to 
the  senior  security  holders  of  the  company),  or  the  value  of  the 
leverage  of  these  common  stocks.  The  willingness  to  pay  such  prices 
may  be  motivated  by,  and  may  be  at  least  some  indication  to  the 
sellers  of,  an  intention  upon  the  part  of  the  purchaser  to  recoup  the 
purchase  price  as  well  as  to  derive  a  profit  directly  or  indirectly  from 
the  control  of  the  funds.  This  recoupment  or  profit  might  conceiv- 
ably be  made  at  the  expense  of  the  senior  security  holders  of  the 
company.*® 

The  purchaser  of  control  may  intend  to  profit  by  self-dealing 
with  the  acquired  company*^  or  by  the  acquisition  of  the  remaining 
shares  of  the  company's  stock  for  a  consideration  less  than  the  asset 
value  of  such  stock,  or  the  purchaser  may  intend  to  speculate  excess- 
ively with  the  controlled  company's  assets  in  an  effort  to  profit  on  his 
investment  in  its  stock. 


■'s  The  same  objectives  on  the  part  of  the  purchaser  would  also  he  suggested  by  the  pay- 
ment of  prices  in  excess  of  actual  value  for  controlling  blocks  of  the  stock  of  nonleverage 
companies,  management  contracts,  warrants,  and  other  instruments  of  control  held  by  exist- 
ing managements.  In  Field  v.  Western  Life  Indemnity  Co.,  166  Fed.  607  (N.  D.  111.  1909) 
aff'd  sub.  nom.  Moulton  v.  Field,  179  Fed.  673  (C.  C.  A.  7th,  1910),  one  Mr.  Gray  had  a  con- 
tract, which  expired  in  four  years,  to  manage  a  mutual  life  insuiance  company  at  a  salary 
of  $12,000  per  year.  This  contract  he  sold  for  $125,000.  The  purchaser,  apparently 
without  the  knowledge  of  Mr.  Gray,  then  sold  to  the  insurance  company  worthless  assets 
to  derive  the  funds  necessary  to  pay  Mr.  Gray  for  his  management  contract.  In  its 
opinion  the  court  said  "An  offer  of  $125,000  for  what  Gray  had  to  sell  was  excessive  to 
a  degree  which  could  not  have  failed  to  put  Gray  upon  notice  that  some  raid  on  the  com- 
pany's reserves  was  contemplated."  The  court  accordingly  held  Mr.  Gray  liable  for  the 
damages  suffered  by  the  company  as  a  result  of  the  defalcation  of  the  new  manager. 

Many  of  the  sellers  of  controlling  blocks  of  negative  asset  value  common  stocks  of  lever- 
age investment  companies  testified  that  the  substantial  prices  paid  to  them  for  such  stock 
were  based  on  the  "leverage"  value  of  the  shares  and  therefore  would  arouse  no  suspicion 
as  to  the  motives  of  the  purchaser,  particularly  if  such  purchasers  were  of  good  reputation. 
See  testimony  of  C.  K.  Reynolds,  vice  president  of  Reynolds  Invnsting  Company,  Inc., 
control  of  which  was  sold  to  the  Fiscal  Management  group  by  the  Reynolds  family  (Public 
Examination,  First  Income  Trading  Corporation  et  al.,  at  1170-1)  ;  see  also  Ch.  II  of  this 
part  of  the  report,  pp.  414-37,  for  activities  of  Fiscal  Management  group  in  acquisition 
of  control  of  Reynolds  Investing  Company,  Inc.,  and  this  chapter,  supra,  pp.  1072-5.) 

Lansing  McVickar,  a  professional  "finder"  of  investment  companies  the  control  of  which 
were  for  sale,  testified  that  a  controlling  block  of  the  common  stock  of  a  leverage  investment 
company  had  not  only  a  "leverage"  value  but  also  a  "salary  and  management  fee  value" 
and  a  "brokerage  commission  value."  By  these  latter  "values"  he  meant  that  the  purchaser 
had  the  power  to  award  himself  a  salary  or  management  fee  for  operating  the  company 
as  well  as  the  brokerage  business  of  the  company  if  he  were  a  broker.  Mr.  McVickar  also 
suggested  that  if  he  were  not  the  broker  a  method  could  be  devised  whereby  the  purchaser 
of  the  controlling  interest  could  share  in  the  brokerage  commission  (op.  cit.  supra,  note  1, 
at  908-9). 

^3  See,  for  example,  the  tactics  used  by  Wallace  Groves  and  the  Fiscal  Management  group 
to  acquire  control  of  investment  companies,  described  briefly,  supra,  pp.  1031-9  ;  1072-5, 
and  in  more  detail  in  Ch.  IT  of  this  part  of  the  report,  pp.  181-226  and  pp.  350-496. 
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Thus,  Gerald  Beal,  the  president  of  J.  Henry  Schroder  Banking 
Corporation,  which  in  October  1937  sold  its  controlling  block  of  the 
negative  asset  value  common  stock  of  Continental  Securities  Corpora- 
tion to  the  Fiscal  Management  group,  with  consequences  to  the  senior 
security  holders  of  the  investment  company  which  have  already  been 
described,^^  testified :  ^^ 

Q.  Well,  isn't  this  a  fact,  Mr.  Beal,  and  I  won't  pursue  this  any  further,  any- 
body who  will  pay  yoi^  $20  a  share  for  stock  which  had,  when  you  started 
negotiations,  a  minus  $11  value,  and  which  had  a  greater  minus  value  at  the 
time  the  deal  was  actually  closed,  either  would  have  one  of  several  ideas  to  get 
his  money  back  *  *  *  when  he  gets  control  he  can  do  one  thing,  that  is  put 
his  hands  on  tlie  cash.  That  is  one  way  of  getting  his  money  back,  that  is  the 
outrageous  way,  isn't  it? 

A.  Tes. 

Q.  Or  he  may  really  be  a  high  class  man  who  thinks  he  can  handle  the  port- 
folio better  than  anyone  else — but  you  are  not  very  much  impressed  with  that 
type  of  individual,  because  I  know  that  you  know  too  much  about  the  stock 
market  to  put  any  credence  in  that  type  of  man 

A.  Yes. 

Floyd  B.  Odium,  the  president  of  Atlas  Corporation,  discussing  the 
necessity  for  acquiring  in  any  expansion  program  the  controlling 
common  stock  of  leverage  companies  even  though  their  acquisition 
would  result  in  a  loss  asset- wise  on  such  purchases,  testified :  ^^ 

A.  At  the  time  of  the  acquisition  program,  a  great  many  of  the  leverage  types 
of  companies  had  lost  assets  until  their  common  stocks  were  below  any  value, 
asset-wise,  but  they  all  had  a  market.  In  other  words,  the  so-called  low-price 
level  common  stocks  were  selling  at  a  premium.  The  preferreds  in  the  same 
company  were  selling  at  a  substantial  discount,  and  therefore  in  order  to 
swallow  that  company,  if  I  may  use  that  term,  in  order  to  absorb  it  and  get 
into  the  management,  it  would  do  no  good  to  go  out  and  buy  the  preferred  and 
stay  there  because  the  common  controlled  the  management  and  the  poi+folio 
and  you  could  never  do  anything.  We  had  to  as  an  incident  of  the  purc/iase, 
acquire  these  common  stocks,  and  in  many  of  them  any  money  we  paid  for 
them  we  were  losing  asset  value. 

Q.  That  is  precisely  the  point  that  I  am  making  is  that  the  money  was  to 
be  made  on  the  preferred  and  the  common  was  just  a  means  to  an  end  and 
you  were  willing  to  pay  above  asset  value  for  the  common  stocks  not  only  for 
its  leverage  value  but  for  its  control  value;  isn't  that  so? 

A.  We  were  not  only  wUling  but  we  had  to  doi  it  in  order  to  do  anything 
with  that  company. 

Q.  And  that  explains  why  you  didn't  make  as  much  on  the  common  as  you 
did  on  the  preferred ;  that  was  the  price  that  you  were  paying  to  get  control 
of  other  people's  money;  isn't  that  so? 

A.  Not  at  all.  We  weren't  paying  to  get  control  of  other  people's  money.  We 
didn't  want  other  people's  money.  We  wanted  to  acquire  these  companies  and 
make  a  profit  on  the  difference  between  asset  value 

Q.  Listen  to  me  carefully.     I  didn't  say  to  take  other  people's  money. 

A.  To  get  control. 


=»  See  supra,  pp.  1072-5. 

51  Op.  cit.  supra,  note  1,  at  507. 

52  Public  Examination,  Atlas  Corporation,  at  17831  and  17998. 
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Q.  Yes.  Except  in  those  extraordinary  cases  where  the  preferred  stock  had 
the  controlling  vote  on  the  passing  of  a  dividend,  the  control  of  these  various 
companies  was  lodged  in  the  common  stocks  even  though  they  had  no  asset 
value  and  were  under  water,  isn't  that  so? 

A.  In  the  typical  case;  yes. 

Q.  So  that  you  went  out  and  bought  those  common  stocks,  even  though  they 
had  no  asset  values  and  in  many  instances  had  a  negative  value,  because  the 
preferred  would  first  have  to  come  back  before  the  common  even  had  any 
asset  value,  as  you  expressed  it,  to  get  quickly  to  the  management  of  the 
funds,  isn't  that  so? 

A.  We  couldn't  move  on  the  company  at  all,  unless  we  acquired  that  common. 

^*  *  *  Your  common  stock  would  be  selling  at  a  premium  over  asset  line- 
up values  and  your  preferred  stock  would  be  selling  at  a  discount  (from  asset 
value)  and  we  had  to  combine  those  assets  in  proportion  from  the  standpoint 
of  our  cost  in  order  to  achieve  our  objective.  *  *  *  So  we  tried  all  the  way 
through  our  program  to  regulate  it  that  as  we  acquired  preferred  stock  we 
would  be  acquiring  these  non-asset  value  common  stocks  in  proportion. 

E.  F.  Henderson,  who,  with  his  brother,  G.  B.  Henderson,  and  A.  L. 
Moore,  acquired  between  1934  and  1937  control  of  several  investment 
companies  largely  by  the  use  of  the  funds  of  the  acquired  companies 
themselves,^'^  testified  that  it  was  a  "fair  assumption"  ^*  that  the  pur- 
chaser of  a  controlling  block  of  negative  asset  value  common  stock  of 
an  investment  company  might  be  tempted  to  risk  the  corporate  funds  in 
extremely  speculative  transactions  in  an  effort  to  enhance  the  value 
of  his  common  stock.  In  1934,  Mr.  Henderson  and  his  associates  pur- 
chased for  $10,000  the  common  stock  (stock  with  a  negative  asset 
value)  of  Beacon  Participations,  Inc.,  a  company  then  having  total 
assets  of  approximately  $250,000  as  compared  with  the  liquidating 
preference  of  approximately  $840,000  of  the  company's  outstanding 
senior  preferred  stock.^^  The  investment  company's  assets  would  thus 
have  had  to  increase  more  than  fourfold  before  the  common  stock 
would  acquire  any  asset  value.     E.  F,  Henderson  testified :  ^^ 

Q.  I  am  not  making  any  light  assumption  when  I  say  you  were  prepared  to 
pay  $10,000  for  stock  that  had  a  minus  value  to  the  extent  the  assets  wouM 


5'  Public  Examination,  General  Investment  Corporation,  at  15319  et  seq. 

«  Id.,  at  15368-9. 

^  The  capitalization  of  Beacon  Participations,  Inc.,  in  June  1934  consisted  of  approxi- 
mately 42,000  shares  Class  A  participating  preferred  stoclc  entitled  to  a  preference  in 
assets  on  liquidation  of  $20  per  share ;  25,000  shares  of  Class  B  participatins;  preferred 
stock  entitled  to  a  preference  after  the  Class  A  stock  of  .$20  per  share;  and  25.000  shares  of 
common  stock.  The  Class  A  preferred  stock  had  an  asset  value  of  $5.75,  and  the  Class  B 
preferred  stock  and  the  common  stock  had  no  asset  value.  (Reply  to  the  Commission's 
questionnaire  for  Beacon  Participations.  Inc.,  Pt.  IV ;  and  Public  Examination,  General 
Investment  Corporation,  at  15318.)  Mr.  Henderson  and  his  group  purchased  from  the 
First  National  Bank  of  Boston  all  of  the  Class  B  preferred  and  all  of  the  common  stock 
for  $10,000    (Public  Examination,   General  Investment  Corporation,   at  15318-9). 

58  Op.  cit.  supra,  note  53,  at  15368-9.  After  the  Henderson  group  acquired  control  of 
Beacon  Participations,  Inc.,  its  assets,  which  had  consisted  of  diversified  securities,  were 
utilized  to  purchase  substantial  blocks  of  the  negative  asset  value  common  stock  of  other 
leverage  investment  companies  having  a  speculative  value  because  of  their  "leverage"  (id., 
at  15323  et  seq.)  At  December  31,  1938,  more  than  one-half  of  the  value  of  the  assets 
of  Beacon  Participations,  Inc.,  valued  at  market,  consisted  of  holdings  of  the  securities 
of  other  investment  companies  afBliated  with  the  Henderson  group  (Moody's  Manual  of 
Investments,  Banks,   etc.,   1939,   pp.    1896-7).     Although   as   at   June   30,    1937,   the  asset 
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have  to  come  back  fourfold  before  your  interest  would  have  any  liquidating 
value. 

A.  That  is  right. 

Q.  Another  thing  I  am  curious  about.  It  seems  to  me  a  fund  of  $250,000  with 
preferred  three-quarters  under  water  and  where  assets  have  to  recover  fourfold 
you  would  have  to  engage  in  some  very  very  speculative  transactions,  or  engage 
in  some  activity  where  the  chances  for  profit  would  have  to  be  extremely  great. 
Isn't  that  so? 

A.  I  think  that  is  a  fair  assumption. 

Q.  So  there  is  no  doubt  about  the  fact  when  you  paid  $10,000  to  get  a  sub- 
stantial interest,  you  were  in  a  position  where  you  could  control  the  $250,000. 
The  nature  of  your  activities  if  you  were  to  make  money  on  the  stock  had  to 
be  such  that  you  would  have  to  manage  the  $250,000  in  such  manner  as  to  make 
big  profits  if  you  ever  hoped  to  see  any  assets  behind  the  common  stock.  That 
is  true,  isn't  it? 

A.  Yes,  sir. 

Nevertheless,  although  the  substantial  prices  paid  to  retiring  man- 
agements for  their  control  should  have  served  to  warn  them  of  pos- 
sible future  activities  of  the  purchasers  which  might  be  detrimental 
to  the  interest  of  the  stockholders,  few  of  the  selling  management 
exacted  any  conditions  to  their  sales  which  would  operate  to  protect 
stockholders.^^  Rarely  did  they  require  the  purchasers  to  adhere  to 
the  previous  investment  policies  of  the  company ,^^  or  if  such  require- 
ment was  exacted  no  steps  were  taken  to  see  that  it  was  observed. 
Usually  none  of  the  previous  oiScers  and  directors  retained  their  posi- 
tions in  order  to  observe,  for  the  benefit  of  stockliolders,  the  operations 
and  transactions  of  the  new  management.^^ 

In  the  nonleverage  investment  companies,  those  in  control  may  have 
maintained  their  domination  either  by  the  ownership  of  working  or 
actual  majority  control  of  the  stock.  In  this  situation,  the  acquiring 
individual  or  corporation  was  required  to  purchase  the  stockholdings 
of  those  in  control  at  prices  at  least  equivalent  to  their  asset  value  and 
substantially  in  excess  of  their  market  value.^° 

In  the  absence  of  a  substantial  stock  interest  in  the  company,  man- 
agers of  investment  companies  held  control  either  because  of  the  inertia 
of  stockholders  combined  with  a  control  of  the  proxy  machinery  or 
by  means  of  long-term  management  contracts.  To  acquire  control  in 
these  situations,  the  acquiring  company  purchased  the  management 
contracts  at  attractive  prices.^^  These  management  contracts  usually 
had  been  taken  by  the  sponsors  of  investment  companies  prior  to  the 
public  sale  of  the  company's  securities.  They  were  solely  the  result 
of  self-dealing  upon  the  part  of  the  sponsors.     Usually  the  compensa- 


value  of  the  Class  A  preferred  stock,  which  was  held  primarily  by  the  public,  had  increased 
from  $5.75  in  June  1934  to  $29.22  as  a  result  of  the  advantage  of  the  "leverage"  in  its 
holdings  of  the  stock  of  affiliated  investment  companies  in  a  period  of  rising  markets,  on 
December  31.  1938,  the  asset  value  of  the  Class  A  preferred  stock  had  declined  to  $13.53 
per  share  (ibid.).  The  common  stock  of  Beacon  Participations,  Inc.,  thus  acquired  no  asset 
value  during  the  period  of  the  control  of  the  company  by  Henderson  Brothers. 

"  See,  e.  g.  Ch.  II  of  this  part  of  the  report,  pp.  350-496,  for  a  detailed  account  of  the 
activities  of  the  Fiscal  Management  group  and  the  Northern  Fiscal  group. 

S8  Ibid. 

«  Ibid. 

«»  See  infra.  Sec.  Ill, 

^  Ibid. 
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tion  provided  for  in  these  contracts  was  an  annual  fixed  percentage 
of  the  corporate  assets,  so  that  the  managers  were  assured  of  revenue 
whether  or  not  the  company's  operations  were  successful. 

Investors  purchasing  the  investment  company's  securities  were  in- 
duced to  do  so  by  representations  of  continued  management  of  the  in- 
vestment company  by  the  sponsor.  In  other  words,  the  management 
contract  was  intended  as  personal  and  not  capable  of  assignment  with- 
out the  consent  of  the  stocldiolders.^'^  Nevertheless,  when  these  con- 
tracts became  unprofitable  or  when  the  revenues  accruing  to  the  man- 
agers from  them  had  substantially  declined,  these  contracts  were 
assigned  to  new  interests  without  the  prior  knowledge  or  consent  of 
the  stockholders.^^ 

Where  those  in  control  held  neither  stock  nor  management  con- 
tracts, they  usually  held  warrants  ordinarily  issued  as  permanent 
management  compensation  to  the  sponsors  and  managers  of  the  com- 
pany to  purchase  stock  at  prices  far  in  excess  of  the  market  and  asset 
value  of  the  security  purchasable  under  the  warrants.  In  other 
words,  the  warrants  were  of  no  actual  immediate  value.  The  pur- 
chase of  these  warrants  by  the  acquiring  corporation  served  as  an 
inducement  to  the  managers  of  companies  to  recommend  exchange 
offers  of  the  acquirer's  stock  for  the  stock  of  their  companies,  thereby 
giving  the  acquirer  an  opportunity  to  accumulate  a  sufficient  amount 
of  stock  to  give  it  control  of  the  company.  In  addition  to  purchas- 
ing the  sponsor's  warrants,  commissions  were  sometimes  paid  to 
sponsors  for  their  aid  in  consummating  exchange  offers.*'* 


«2  Ordinarily  the  performance  of  expert  services  to  be  rendered  pursuant  to  the  terms  of 
a  contract  cannot  be  assigned  to  others  without  the  consent  of  the  person  for  whom  the 
services  are  to  be  performed  (2  Williston,  contracts  (1936),  §§  411  and  411A;  Moulton 
V.  Field,  179  Fed.  673  (C.  C.  A.  7th,  1910).  However,  in  the  case  of  management  con- 
tracts, the  investment  company,  as  an  independent  legal  entity,  is  the  contracting  party  and 
not  the  stockholders.  And  the  technique  has  been  to  receive  the  consent  of  the  corpora- 
tion, through  its  directors,  to  the  assignment  of  the  contract,  a  consent  which  normally 
is  not  difficult  to  obtain,  since  the  holder  of  the  management  contract  usually  controls  or 
has  influence  with  the  board  of  directors  of  the  investment  company.  Compare  the  cases 
discussed  infra,  pp.  1178-1302.  Nevertheless,  the  courts  have  held  that  the  holder  of 
a  management  contract  with  a  corporation  occupifs  a  position  of  trust,  and  any  funds 
he  obtains  from  the  sale  of  his  contract  must  be  paid  into  the  corporate  treasury.  In 
Moulton  V.  Field,  discussed  in  note  48,  supra,  one  Mr.  Gray  held  a  contract  for  four  years 
CO  manage  a  mutual  life  insurance  company  at  a  salary  of  $12,000  per  annum.  This  con- 
tract Mr.  Gray  sold  for  $125,000,  and  thereby  put  the  purchaser  in  control  of  the  com- 
pany. The  directors  of  the  company  approved  the  sale  of  Mr.  Gray's  contract  and 
entered  into  a  new  management  contract  with  the  purchaser.  The  purchaser  thereafter 
sold  to  the  company  for  $200,000  certain  worthless  assets  and  used  the  funds  so  obtained 
in  part  to  pay  Gray  for  his  management  contract.  In  holding  Mr.  Gray  and  others  liable 
for  the  losses  suffered  by  the  insurance  company,  the  court  said  : 

"If  the  succession  was  worth  $125,000  in  the  market,  the  sale   (if  it  were  lawful) 
should   have  been   made  by  the   directors  for   the  benefit  of  the  owners   of  the  busi- 
ness, not  of  Gray,   for  Gray  had  nothing  legally  assignable.     His  contract  being  for 
personal  service  was  not  assignable  ;  and  the  resolutions  of  the  directors  really  cre- 
ated a  new  contract  with  Rosenfeld  (the  purchaser).     So  the  assignment     *     *     *     jjy 
which  the  offices  of  general  manager     *     *     *     ^gj.g  gj,]^  ^^  Rosenfeld  and  the  con- 
sideration turned  over  to  Gray,  instead  of  into  the  treasury,  was  a  betrayal  of  trust." 
^  On  May  4,  1939,  E.  A.  Pierce  &  Company,  a  large  New  York  brokerage  firm,  announced 
its   intention  to  sell  to  a  company  controlled  by  Roosevelt  &  Son  its  control  of  Funda- 
mental Group  Corporation,  a  company  holding  contracts  both  to  manage  and  to  distribute 
publicly  the  securities  of  Fundamental  Investors,  Inc.,  an  open-end  management  investment 
company  incorporated   in   1932.     However,   it  was  also  announced  that  the  proposed  sale 
was   to  be  submitted   to   the  stockholders   of  Fundamental  Investors,   Inc.,   for   their  con- 
sideration and  approval  prior  to  the  consummation  of  the  sale. 
8*  See  infra,  dd.  1247-78. 
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Another  means  of  acquiring  control  in  addition  to  that  provided  by 
the  purchase  of  stockholdings,  warrants,  and  management  contracts, 
was  by  the  purchase  of  contracts  for  the  distribution  of  securities. 
Managers  holding  the  warrants,  management  contracts,  or  distribution 
contracts  with  the  investment  company,  could  be  induced  by  their 
purchase  to  cause  the  investment  company  to  sell  substantial  or  con- 
trolling blocks  of  treasury  or  original  issue  stock  of  the  company 
to  the  acquiring  corporation  for  cash  or  other  assets  equivalent  to 
or  less  than  the  asset  value  of  the  stocks  issued.*'^ 

Finally,  if  none  of  the  above  avenues  to  control  existed,  control 
could  be  acquired  by  an  exchange  offer  which  was  recommended  by 
influential  directors  to  whom  secret  commissions  had  been  paid  for 
their  services.*'*' 

In  addition  to'  the  attractive  prices  paid  to  sponsors  and  managers 
for  their  securities,  warrants,  or  management  contracts,  former  banker 
and  broker  sponsors  and  managers  were  sometimes  assured  of  a  con- 
tinuance of  the  principal  emolument  of  their  former  controlling  posi- 
tion— brokerage  commissions.*'' 

It  is  obvious  that  the  purchase  at  attractive  prices  of  the  stock 
interest  of  those  in  control,  their  warrants,  their  management  con- 
tracts, and  the  continuance  of  their  brokerage  commissions,  would  be 
a  strong  inducement  to  these  sponsors  either  to  cooperate  with  or 
not  to  oppose  the  acquirer  in  its  further  stock  purchases  and  in  its 
exchange  offers — programs  of  acquisition  which  might  be  profitable 
to  the  purchaser  at  the  expense  of  stockholders  to  whom  the  former 
sponsors  owed  a  duty  of  trust  and  protection.  Further,  the  acquisi- 
tion of  all  or  nearly  all  of  the  stock  of  their  investment  companies 
by  another  company  would  substantially  lessen  the  possibility  of 
stockholders'  suits  against  former  sponsors  and  managers  to  account 
for  losses  caused  by  their  mismanagement.  Presumably,  the  acquir- 
ing corporation  which  was  interested  only  in  acquiring  assets  at  less 
than  their  asset  values  would  not  be  greatly  tempted  to  investigate 
and  compel  restitution  of  losses  incurred  by  the  company  because  of 
mismanagement  by   those   formerly   in   control.^^     Exchange  offers 


•55  See  infra,  pp.  1258-78  and  1302-3. 

«6  See  infra,  pp.  1324^5. 

«^  See  infra,  pp.  1304-16. 

"'  In  Olickenhaus  v.  Anderson  (Supreme  Court  of  the  State  of  New  York,  New  York  County, 
Special  Term,  Part  I  (Noonan,  J.) — New  York  Law  Journal,  November  10,  1938,  at  1562), 
an  action  by  minority  stockholders  of  The  Equity  Corporation  against  its  present  directors 
and  officers  (referred  to  in  the  complaint  as  the  "Milton  group")  and  the  directors  and 
officers  of  the  predecessor  companies  of  The  Equity  Corporation,  the  complaint  alleged  : 
That  on  December  7,  1932,  The  Equity  Corporation  acquired  control  of  Interstate  Equities 
Corporation,  Chain  &  General  Equities,  Inc.,  and  Yosemite  Holding  Corporation,  and  that 
these  companies  were  subsequently  merged  with  The  Equity  Corporation  ;  that  in  May  of 
1933  the  "Milton  group"  had  purchased  control  of  The  Equity  Corporation  from  Wallace 
Groves  (see  supra)  ;  that  in  November  of  1936  the  plaintiff  had  requested  the  Milton 
group  to  sue  the  former  officers  and  directors  of  Interstate  Equities  Corporation,  Chain  & 
General  Equities.  Inc..  and  Yosemite  Holding  Corporation  for  alleged  mismanagement  of 
the  affairs  of  these  companies  ;  that  the  Milton  group  had  undertaken  to  investigate  the  acts 
and  transactions  of  the  prior  management  of  these  companies  ;  that  The  Equity  Corporation 
has  commenced  an  action  against  Wallace  Groves  only  to  recover  the  profits  made  by  Mr. 
Groves  on  the  sale  by  him  of  642,517  shares  of  the  stock  of  Interstate  Equities  Corporation 
to  Chain  &  General  Equities,  Inc. ;  that  this  was  the  "weakest  possible  action"  that  could 
have  been  brought  despite  the  fact  that  all  of  the  causes  of  action  alleged  in  the  instant 
complaint  could  and  should  have  been  included  in  The  Equity  Corporation  action  against 
Mr.  Gloves  and  despite  the  fact  that  the  Milton  group  knew  that  each  and  every  director 
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usually  met  with  no  opposition  from  the  former  managements  after 
they  had  sold  their  controlling  interest,  whatever  its  nature,  to  the 
acquiring  corporation.  Many  of  the  former  sponsors,  for  a  com- 
mission, solicited  exchange  offers  of  the  stock  of  their  companies  for 
the  stock  of  the  acquirer  and  acted  as  brokers  for  the  acquirer  in  the 
purchase  of  the  shares  of  their  companies.  And  as  will  be  seen,  in 
some  cases  the  purchase  of  warrants  held  by  sponsors  was  conditioned 
upon  their  recommendation  of  exchange  offers.  Infrequently  were 
these  transactions  with  their  sponsors  and  managers  disclosed  to 
stockholders  of  acquired  companies.''^ 

In  the  following  subsection  these  varied  methods  of  acquisition  will 
be  illustrated  by  specific  case  histories.  In  each  case  a  brief  history 
of  the  acquired  company  prior  to  its  acquisition  will  be  given.  The 
methods  by  which  the  prior  management  had  acquired  control,  the 
passage  of  such  control  to  new  interests,  the  assistance  given  by  the 
prior  sponsors  to  the  accomplishment  of  the  acquirer's  olDJectives  and 
the  use  of  the  acquired  company's  funds  to  aid  the  objectives  of  the 
acquirer  will  also  be  described. 

D.  Inducing  Management  Support  or  Acquiescence 

1.  PURCHASE  AT  ATTRACTIVE  PRICES  OF  "INSIDERS' " 

STOCK 

The  common  method  of  acquiring  control  of  a  company  is  the  pur- 
chase of  the  controlling  blocks  of  stock  held  by  the  company's  man- 
agers and  other  "insiders"  at  a  price  representing  a  substantial  pre- 
mium over  the  market  value,  in  some  cases  over  the  asset  value,  and  in 
some  cases  substantially  in  excess  of  the  original  cost  of  such  securities. 
This  technique,  as  has  been  described,  was  used  by  Wallace  Groves 
and  the  Fiscal  Management  group.'^"  It  was  also  used  by  The  Equity 
Corporation  and  by  Atlas  Corporation.^^  In  nearly  all  these  cases 
the  price  was  substantially  in  excess  of  the  consideration  in  cash  or 


of  The  Equity  Corporation  and  its  predecessor  corporations  were  necessarily  as  guilty  of  the 
acts  complained  of  and  as  liable  to  The  Equity  Corporation  for  damages  sustained  by  it  as 
a  result  thereof  as  defendant  Groves,  and  that  the  failure  of  the  Milton  group  to  sue  the 
officers  and  directors  of  the  predecessor  corporations  other  than  Mr.  Groves  was  not  based 
on  the  exercise  of  honest  judgment  but  was  made  in  bad  faith  because  of  the  business  and 
social  relationships  of  the  Milton  group  with  these  former  officers  and  directors  and  a  desire 
on  the  part  of  the  Milton  group  to  withhold  action  against  such  directors  in  order  to  permit 
the  statute  of  limitations  to  run  against  possible  suit  against  such  former  officers  and  direc- 
tors. In  denying  a  motion  by  The  Equity  Corporation  for  an  order  dismissing  the  complaint 
Justice  Noonan  stated  : 

It  seems  to  me  that  the  plaintiffs  have  stated  sufficient  facts  to  establish  a  state  of 
mind  on  the  part  of  the  present  board  of  directors  which  was  lacking  in  good  faith  and 
honest  judgment.  It  must  be  remembered  that  the  present  attack  on  the  amended 
complaint  concerns  a  question  of  pleading  only. 

°8  Undisclosed  agreements  by  those  seeking  control  of  a  corporation,  to  compensate  officers 
and  directors  and  others  in  a  fiduciary  relationship  to  the  stockholders  for  their  aid  in 
acquiring  shares  of  the  corporation  by  purchase  or  exchange  offers,  are  illegal,  even  though 
the  purchase  price  or  exchange  offer  may  be  a  fair  one  in  the  circumstances.  A  fiduciary 
may  not  place  himself  in  a  position  where  he  may  be  tempted  to  favor  his  own  undisclosed 
interest  at  the  expense  of  those  who  have  placed  their  trust  in  him.  Carlisle  r.  Smith,  234 
Fed.  759  (D.  C.  D.  Ga.  1916)  ;  Horhach  v.  Coyle,  2  F.  (2d)  702  (C.  C.  A.  8th  1924)  ;  Eratmer 
V.  Day,  12  F.  (2d)  724  (C.  C.  A.  9th  1926). 

™See  supra,  Sec.  III. 

w  Ibid. 
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stock  subsequently  paid  by  the  acquiring  individual  or  corporation 
to  minority  holders  of  the  same  class  of  securities  in  the  course  of  a 
program  to  absorb  eventually  the  assets  of  the  acquired  company. 
Thus  "insiders"  received  preferential  treatment  in  a  program  of  ac- 
quisition which  essentially  constituted  a  reorganization  of  the  rights 
and  financial  interests  of  the  stockholders  of  the  acquired  company J^ 
And  where  the  "insiders"  control  stock  was  leverage  common 
stock  without  asset  values,  the  loss  to  the  acquiring  corporation 
represented  by  the  purchase  of  the  insiders'  shares  may  have  been 
a  factor  in  the  determination  of  the  extent  to  which  preferred  stock- 
holders who  received  exchange  offers  were  to  be  deprived  of  their 
asset  values.  In  other  words,  as  has  been  pointed  out,  the  loss  on  the 
purchase  of  the  "insiders'  "  stock  was,  in  the  intention  of  the  acquirers, 
to  be  recouped  at  the  expense  of  senior  security  holders. 

Mr.  Odium,  the  president  of  Atlas  Corporation,  testified  that,  in 
the  case  of  his  corporation,  the  premiums  paid  for  "insiders' "  securi- 
ties were  paid  to  acquire  control. ^^  In  few  cases,  however,  was  the 
program  of  the  acquirers  in  any  manner  opposed  by  "insiders"  who 
had  received  premium  values  for  their  securities.    In  fact,  in  several 


«  The  courts  have  held  that  a  management  which  sells  its  holdings  to  another  corporation 
at  a  favorable  price  with  knowledge  that  the  acquiring  corporation  intends  to  obtain  the 
remainder  of  the  outstanding  shares  by  purchase  or  exchange  offers  on  less  favorable  terms, 
particularly  where  it  aids  the  acquiring  corporation  in  soliciting  acceptance  of  such  exchange 
offers  without  disclosing  the  preferential  treatment  which  it  has  been  accorded,  is  guilty  of 
a  breach  of  trust  and  must  account  to  minority  stockholders  to  the  extent  of  the  dollar 
amount  of  the  preference  it  has  received.  Dunnett  v.  Am,  71  F.  (2d)  912  (C.  C.  A.  10th, 
1934)  ;  Sautter  v.  Fulmer,  258  N.  Y.  107,  179  N.  E.  310  (1932)  ;  McMamis  v.  Durant,  168 
App.  Dev.  643,  15,  N.  Y.  Supp.,  p.  580  (1st  Dept.,  1915)  ;  Cf.  Westvmrd  v.  Continental  Can 
Co.,  80  F.  (2d)  495  (C.  C.  A.  5th,  1935).  In  the  Dunnett  case,  supra,  the  defendants  held 
a  majority  of  stock  of  the  Operators  Oil  Company.  These  shares  they  sold  at  an  attractive 
price  to  Sunray  Oil  Company  with  knowledge  that  the  latter  intended  to  acquire  all  of  the 
assets  of  Operators  Oil  Company  by  means  of  an  exchange  offer  of  its  shares  for  the  shares 
of  Operators  Oil  Company  held  by  minority  stockholders.  The  defendants  recommended 
Sunray  Oil  Company's  exchange  offer  without  disclosing  the  price  they  had  received  for  their 
Operators  Oil  Company  shares.  The  terms  of  the  exchange  offer  were  less  favorable  than 
those  which  had  been  received  by  the  defendants.  The  court  held  the  defendants  liable  to 
account  to  the  minority  stockholders.     The  Court  said  : 

Cloud  and  Dunnett  (the  defendants)  arranged  for  a  sale  of  the  corporate  stock  of  the 
Operators  Company  to  the  Sunray  Company  as  a  means  whereby  the  Sunray  Company 
would  absorb  the  Operators  Company  and  acquire  its  assets.  The  transaction,  as  we 
have  stated,  while  in  form  a  sale  of  stock,  in  substance  and  effect  was  a  sale  of  the 
assets  of  Operators  Company  to  the  Sunray  Company,  and  a  corporate  act ;  and  it  was 
the  duty  of  Cloud  and  Dunnett,  as  oflScers  of  the  Operators  Company  to  arrange  such 
sale  so  that  all  of  the  stockholders  would  be  afforded  the  opportunity  to  share  in  the 
proceeds  of  such  sale  proportionately  according  to  their  stock  holdings.  *  *  *  This 
they  did  not  do. 

Although  the  courts  do  grant  a  remedy  in  a  proper  case,  the  practicality  to  the  average 
stockholder  of  judicial  relief  may  be  doubted. 

The  average  investor  usually  does  not  have  the  financial  resources  to  institute  and  carry 
to  judgment  a  law  suit,  and  he  may  not  become  aware  of  the  preferential  treatment  accorded 
to  directors.  Certainly  such  preferential  treatment  will  not  usually  be  disclosed  to  the 
stockholders.     Compare  the  cases  described  in  the  text  infra. 

By  Section  16  (a)  of  the  Securities  Exchange  Act  of  1984,  the  beneficial  owners  of  more 
than  10%  of  any  class  of  the  equity  securities  only  of  corporations  registered  on  national 
securities  exchanges,  as  well  as  the  officers  and  directors  of  such  companies,  are  required  to 
report  any  change  in  the  ownership  of  their  holdings  of  such  equity  securities  to  this  com- 
mission which  publishes  such  facts.  However,  that  section  does  not  require  the  reporting 
of  the  price  received  for  the  transfer  of  such  securities.     See  supra.  Sec.  I,  note  27. 

"Mr.  Odium  testified  (op.  cit.  supra,  note  52,  at  17777  and  17795)  : 

A.  •  *  *  I  unequivocally  deny  that  the  payment  of  cash  was  made  to  anybody 
except  in  a  case  like  I  brought  out  in  All  America  General,  or  that  stock  was  bought 
above  its  asset  value  or  that  option  warrants  were  bought,  or  that  management  con- 
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cases  "insiders"  at  least  passively  aided  the  acquiring  individual  by 
agreeing  not  to  compete  with  and  by  acting  as  its  broker  in  the  pur- 
chase of  further  securities  of  the  acquired  company.  In  other  cases 
''insiders"  actively  solicited,  for  a  commission,  the  acceptance  of 
exchange  offers. 

a.  Acquisition  of  Control  of  N"ational  Securities  Investment  Company 
by  Atlas  Corporation 

(1)  CAPITALIZATION  AND  SPONSOR  CONTROL 

National  Securities  Investment  Company  was  incorporated  in  Dela- 
ware on  June  18,  1926,  with  general  power  to  invest  in  securities  and 
to  participate  in  the  underwriting  and  syndication  of  securities.^* 
The  company  was  sponsored  jointly  by  A.  G.  Becker  &  Co.,  Inc.,  and 
George  Pick  &  Co.,  Inc.,  Chicago  investment  banking  institutions. 
The  directorate  of  the  company  throughout  the  period  of  the  manage- 
ment of  the  company  by  its  sponsors  was  composed  predominantly  of 
officers  and  employees  of  these  firms.^^ 

The  original  authorized  capitalization  of  the  company  consisted  of 
a  7%  cumulative  first  preferred  stock  having  a  par  and  liquidating 
value  of  $100  per  share,  entitled  to  one  vote  per  share,  and  redeem- 
able by  the  corporation  at  $102  per  share;  a  second  preferred  stock 
without  voting  rights,  having  a  par  value  of  $50  per  share,  a  liqui- 


tracts  were  bought,  or  that  brokerage  business  was  given  to  induce  anybody  to — the 
langiiase  you  used  in  your  question — be  actively  helpful  to  us 

Q.  Or  passively  acquiescent. 

A.  Or  passively  acquiescent.  We  did  buy  stock ;  we  did  buy  option  warrants ;  we  did 
buy  management  contracts 

Q.  You  did  promise  brokerage. 

A.  Yes,  but  that  is  on  a  little  different  basis. 

Q.  That  is  Shields? 

A.  Others,  too.  We  did  buy  stock;  we  did  buy  option  warrants;  and  wp  did  buy 
management  contracts,  not  for  the  purpose  of  inducing  anybody  to  get  out  and  help  us, 
but  from  the  standpoint  that  we  wanted  to  set  the  big  blocks  out  of  the  way  to  enable 
us  to  go  forward  and  get  into  control  of  the  portfolio  as  quickly  as  possible  and  for 
that  reason  and  for  no  other  reason  did  we  buy  stocks,  options,  or  management 
contracts. 

Q.  That  analysis  is  all  predicated  upon  one  factor  which  may  be  present  which.  I 
believe,  is  not  present,  Mr  Odium,  and  that  is  from  your  statement  one  would  .assume 
that  you  never  bought  option  warrants  from  anybody  unless  he  had  a  big  block  of 
stock  that  you  wanted  to  acquire  at  the  same  time  ;  that  is  not  the  fact,  is  it? 

A.  No,  we  bought  option  warrants  where  a  person  had  nothinc  but  option  warrants. 

Q.  That  is  right.  So  in  that  situation,  buying  the  oDtion  warrants,  of  course,  would 
not  rfve  you  a  controlling  block  so  that  you  could  get  quickly  to  the  management  of  the 
portfolio  and  manaa-e  the  portfolio? 

A.  If  we  hadn't  bought  the  option  warrants  those  would  have  been  out  against  us 
and  they  wore  one  of  f^e  most  difficult  si+uatiors  in  any  company  we  went  into. 

Q.  I  nm  not  unmindful  of  the  fact  of  their  nuisance  value,  but  in  the  first  instance, 
if  you  want  to  get  control  of  a  company  you  don't  buy  warrants  which  are  exercisable 
at  25  when  the  asset  value  is  5. 

A.  You  do  if  they  are  he^d  by  people  who  are  managing  the  portfolio  and  you  want 
to  get  in  and  manase  it  yourself. 

Q.  So  that  in  those  circumstances  you  are  getting  to  the  assets,  the  management  of 
the  assets,  not  by  virtue  of  your  ownership  of  a  block  of  stock,  but  by  virtue  of  the 
fact  that  you  bought  option  warrants  from  an  individual  at  a  time  when  the  asset 
value 

A.  Yes,  the  purpose  of  buying  the  options  on  the  stock  was  to  get  control  of  the 
portfolio,  and  not  to  influence  these  fellows  to  go  out  and  make  trades. 

******* 

Q.  And  you  say  that  the  option  warrants  were  never  purchased  with  the  intent  of 
persuading  the  influential  insiders  to  actively  assist  the  Atlas  Corporation  in  its 
exchange  program? 

A.  I  would  say  that  the  ma.ior  reason  and  objectives  in  buying  option  warrants  was 
to  get  the  control  and  dominating  influence  out  of  the  management  and  let  us  in.  If  it 
had  the  incidental  effect  of  making  them  mentally  hospitable  with  us,  all  well  and  good, 
and  I  certainly  would  not  throw  it  down  for  that  reason. 

''^  Public  Examination,   National   Securities   Investment   Company,    Commission's   Exhibit 
No.  1447. 

"  Id.,  at  14281. 


IlSrVESTMElSTT   TRUSTS   AND    INVESTMENT    COMPANIES         1095 

dnting  value  of  $100  per  share,  and  redeemable  by  the  corporation  at 
$102  per  share ;  and  a  common  stock  of  the  par  value  of  $5  per  share 
and  entitled  to  one  vote  per  share.'^'^ 

On  June  29,  1926,  the  company  sold  privately  25,000  shares  of  its 
first  preferred  stock  and  10,000  shares  of  its  common  stock.  The 
shares  were  sold  in  units  consisting  of  one  share  of  first  preferred 
stock  and  four-tenths  of  a  share  of  common  stock  at  a  price  of  $100 
per  unit.  No  commitments  in  amounts  less  than  $10,000  were 
accepted."  On  the  sale  of  these  securities.  National  Securities  In- 
vestment Company  raised  a  total  of  $2,500,000. 

On  July  2,  1926,  10,000  shares  of  second  preferred  stock  and  30,000 
shares  of  common  stock  were  purchased  jointly  by  George  Pick  c^ 
Co.,  Inc.,  and  A.  G.  Becker  &  Co.,  Inc.,  in  units  of  one  share  of  sec- 
ond preferred  stock  and  three  shares  of  common  stock  at  a  price  of 
$100  per  unit.     By  this  sale,  the  company  received  $1,000,000.^^ 

As  a  result  of  this  private  financing,  the  company  had  issued 
25,000  shares  of  first  preferred  stock,  10,000  shares  of  second  pre- 
ferred stock,  and  40,000  shares  of  common  stock,  and  had  received 
$3,500,000  in  cash  by  the  issuance  of  these  securities.  Of  the  65,000 
shares  of  voting  stock  outstanding  (the  first  preferred  stock  had  one 
vote  per  share),  the  sponsors,  with  an  investment  of  $1,000,000,  had 
obtained,  by  their  holdings  of  30,000  shares  of  common  stock,  ap- 
proximately 44%  of  the  voting  power,  while  the  stockholders  not 
affiliated  with  the  sponsors,  who  had  invested  $2,500,000  in  the  enter- 
prise, had  obtained  56%  of  the  voting  power.  However,  the  hold- 
ings of  the  sponsors  constituted  the  largest  single  block  of  voting 
securities  and  gave  them  effective  control  of  the  investment  com- 
pany.^^  In  addition,  the  sponsors  had  so  devised  the  capital  struc- 
ture of  the  company  that  three-quarters  of  all  profits  of  the  company 
would  accrue  to  them  after  payment  of  the  fixed  dividends  upon  the 
senior  securities.^*^  In  attempting  to  derive  this  large  potential 
profit,  the  sponsors  who  had  invested  in  the  enterprise  $1,000,000  had 
the  "leverage,"  that  is,  the  use  for  trading  purposes  of  the  $2,500,000 
of  public  money  invested  in  the  enterprise. 

From  1926  through  1928  the  operations  of  tlie  company  were 
highly  successful.  As  at  December  31,  1928,  the  company's  net  assets 
at  market  were  valued  at  approximately  $11,331,721.33.*^  In  Janu- 
ary 1929,  the  sponsors  determined  to  utilize  their  control  to  revise  the 
corporation's  capital  structure  in  a  manner  which  would  operate  to 
increase  the  possibilities  of  profits  to  themselves  personally,  insure  to 
them  control  of  the  management  of  the  corporation,  and  enable  them 
to  derive  underwriting  commissions  from  the  sale  of  additional  se- 
curities to  the  public.  Accordingly,  early  in  February  of  1929,  both 
the  first  preferred  and  second  preferred  stocks  of  the  company  were 
called  for  redemption  on  April  1,  1929,  at  a  price  of  $102  per  share 
for  a  total  of  $3,570,000.^2  q^^  ^i^^  redemption  of  their  10,000  shares 
of  second  preferred  stock,  A.  G.  Becker  &  Co.,  Inc.,  and  George  Pick 


'8  Id.,  Commission's  Exliibit  No,   144T. 
"  Id.,  at  14274. 
'8  Id.,  at  14276. 
T9  Ibid. 

80  Id.,  Commission's  Exhibit  No.  1447. 

81  Id.,  Commission's  Exhiibit  No.  1449. 

82  Moody's  Manual  of  Investments,  Banks,  etc.,  1930,  p. 
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&  Co.,  Inc.,  not  only  received  a  return  of  their  entire  investment  in 
the  company,  but  derived  a  profit  of  $2  per  share,  or  a  total  profit  of 
$20,000.^^ 

At  this  stage  in  the  recapitalization  plan,  the  company,  after 
redemption  of  its  senior  securities,  had  net  assets  as  of  January  1, 
1929,  of  $7,761,721.33  and  had  outstanding  40,000  shares  of  common 
stock,  10,000  of  which  were  held  by  the  public  and  30,000  of  which 
were  held  by  A.  G.  Becker  &  Co.,  Inc.,  and  George  Pick  &  Co.,  Inc. 
As  a  further  step  in  the  recapitalization  of  the  company,  the  40,000 
shares  of  common  stock  were  exchanged  for  600,000  shares  of  new 
common  stock,  of  which  the  public  held  150,000  shares  and  A.  G. 
Becker  &  Co.,  Inc.,  and  George  Pick  &  Co.,  Inc.,  held  450,000  shares.^* 
These  shares,  as  has  been  indicated,  had  cost  the  sponsors  nothing, 
since  their  investment  of  $1,000,000  had  been  returned  to  them  upon 
the  redemption  of  their  preferred  stock. 

On  January  31,  1929,  A.  G.  Becker  &  Co.,  Inc.  and  George  Pick 
&  Co.,  Inc.  agreed  to  purchase  250,000  shares  of  the  company's  com- 
mon stock  accompanied  by  "managers' "  warrants  to  purchase  an  ad- 
ditional 250,000  shares  of  the  company's  common  stock  on  or  before 
January  1,  1939,  at  prices  of  $15  to  $20  per  share.^^  The  total  price 
paid  by  A.  G.  Becker  &  Co.,  Inc.  and  George  Pick  &  Co.,  Inc.  for 
this  block  of  stock  and  warrants  was  $3,125,000,^"  the  equivalent  of 
$12.50  for  each  share  of  the  250,000  purchased.  However,  the  market 
price  of  the  common  stock  of  the  company  at  that  time  was  between 
$25  and  $28  per  share,^^  so  that  at  the  date  of  purchase  of  the  shares, 
the  sponsors  had  a  potential  profit,  based  on  the  market  price  of  the 
stock,  of  at  least  $3,125,000. 

As  a  final  step  in  the  recapitalization  of  the  corporation,  additional 
capital  was  raised  by  a  public  sale  of  additional  securities  of  the  cor- 
poration. On  January  31,  1929,  the  sponsors  of  the  corj)oration 
agreed  to  purchase:  (a)  200,000  shares  of  a  new  6%  cumulative  pre- 
ferred stock  of  the  par  value  of  $100  and  entitled  on  liquidation  of 
the  company  to  a  preference  in  the  distribution  of  the  assets  of  the 
corporation  to  the  extent  of  $100  per  share  and  accrued  dividends 
and  having  one  vote  per  share;  and  (b)  100,000  additional  shares  of 
the  company's  common  stock  and  option  warrants  to  purchase  100,000 
shares  of  the  company's  common  stock  on  or  before  January  1,  1934, 
at  a  price  of  $15  per  share.^^  The  total  price  to  be  paid  by  the  spon- 
sors for  these  securities  was  $20,100,000,^^  equivalent  to  a  price  of 
$100.50  for  a  unit  of  these  securities  consisting  of  one  share  of  pre- 
ferred stock,  one-half  share  of  common  stock,  and  a  warrant  to  pur- 
chase an  additional  half  share  of  common  stock. 

Early  in  February  1929,  A.  G.  Becker  &  Co.,  Inc.  and  George  Pick 
&  Co.,  Inc.  offered  to  the  public  the  above-mentioned  securities  in  the 
form  of  allotment  certificates  covering  a  unit  of  one  share  of  pre- 
ss In  addition,  the  record  indicates  that  on  these  shares  A.  G.  Becker  &  Co.,  Inc.,  had 
received  in  dividends  $78,512.50  (op.  cit.  supra,  note  74,  at  14285),  and  George  Pick  &  Co., 
Inc.,  had  received  in  dividends  $86,367.60  (ibid.). 
8*   Op  cit.  supra,  note  74,  at  14287. 

s"  Moody's  Manual  of  Investments,  Banks,  etc.,  1930,  p.  2305. 
^  Op.  cit.  supra,  note  74,  Commission's  Exhibit  No.  1452. 
^  Bank  and  Quotation  Record,  December  1929. 
^  Op.  cit.  supra,  note  74,  Commission's  Exhibit  No.  1450. 
8"  Moody's  Manual  of  Investments,  Banks,  etc.,  1930,  p.  2305. 
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ferred  stock,  one-half  share  of  common  stock,  and  a  non-detachable 
option  warrant  to  purchase  one-half  share  of  common  stock.  Each 
allotment  certificate  representing  this  unit  of  securities  was  sold  to 
the  public  at  a  price  of  $103.50  per  certificate.^"  After  payment  of 
expenses  and  the  commissions  of  security  dealers  comprising  the 
selling  group  formed  by  the  sponsors  to  dispose  of  the  securities, 
A.  G.  Becker  &  Co.,  Inc.  received  $276,366.09  and  George  Pick  &  Co., 
Inc.  received  $88,353.59  as  net  commissions."^ 

At  the  conclusion  of  the  rearrangement  of  its  capitalization  and 
after  giving  effect  to  its  additional  financing,  the  company  had  re- 
ceived a  total  capital  contribution  of  $23,225,000  which,  when  added 
to  assets  owned  by  the  corporation  after  the  redemption  of  its  pre- 
ferred stocks  but  prior  to  its  recapitalization,  gave  it  total  net  assets 
of  $30,986,721.33.^^  The  ownership  of  these  assets  was  represented 
by  200,000  shares  of  preferred  stock  and  950,000  shares  of  common 
stock.®^ 

The  sponsors,  as  a  result  of  the  recapitalization  and  the  additional 
financing,  had  acquired  700,000  shares  of  the  common  stock  out  of 
950,000  shares  outstanding,  or  75%  of  the  common  stock.  Their 
700,000  shares  of  common  stock  constituted  60%  of  the  outstanding 
1,150,000  voting  shares  of  the  corporation  (the  200,000  shares  of  pre- 
ferred stock  each  had  one  vote  per  share).  Thus,  the  readjustment 
of  the  corporation's  capitalization  had  given  the  sponsor  an  actual 
majority  voting  control  of  the  corporation.  Prior  to  the  recapitaliza- 
tion, as  has  been  pointed  out,  the  sponsors  held  only  44%  of  the 
voting  stock. 

The  recapitalization  had  other  advantages  for  A.  G.  Becker  &  Co., 
Inc.,  and  George  Pick  &  Co.,  Inc.  As  has  been  indicated,  the  total  net 
investment  which  they  had  made  in  the  company's  securities  was 
$3,125,000.  Yet  this  investment  gave  them  control  of  over  $30,000,- 
000  of  assets,  $20,100,000  of  which  had  been  contributed  by  the  public 
in  February  1929,  and  $7,000,000  of  which  represented  the  existing 
assets  of  the  company  after  redemption  of  its  old  first  and  second 
preferred  stocks  but  prior  to  the  refinancing  of  the  company.  The 
sponsors  had  thus  derived  the  "leverage"  of  $20,100,000  of  the  public's 
money  with  which  they  had  the  absolute  power  to  speculate  in  the 
hope  of  enhancing  their  investment  of  $3,125,000  in  the  common 
stock  of  the  corporation.  Mr.  Lester  Roth  of  A.  G.  Becker  &  Co., 
Inc.,  conceded  that  the  situation  was  not  dissimilar  to  a  margin 
account  being  operated  for  the  benefit  of  the  sponsor  common  stock- 
holders with  funds  supplied  by  the  senior  security  holders.^* 

The  sponsors  apparently  took  full  advantage  of  their  power  to 
speculate  with  the  funds  of  the  public.  The  corporation's  trading 
in  portfolio  securities  was  done  largely  through  margin  accounts.  In 
addition  to  the  funds  invested  by  the  public  in  the  enterprise,  addi- 
tional leverage  to  the  common  stock  was  supplied  by  money  borrowed 
by  the  company  from  banks  and  from  brokers."^ 


8°  Ibid. 

M  Op.  cit.  supra,  note  74,  at  14292. 
82  Id.,  Commission's  Exhibit  No.  1449. 

w  Moody's  Manual  of  Investments,  Banks,  etc.,  1930,  p.  2305. 
w  Op.  cit.  supra,  note  74,  at  14408,  14416. 

B5  Thus,  in  1929,  a  peak  amount  of  $6,000,000  was  borrowed  by  National  Securities  Invest- 
ment Company  to  be  used  in  speculative  trading  in  securities  (id.,  at  14334,  and  Commis- 
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(2)    JOINT    TRADING   ACCOUNTS   WITH    SIDNEY    Z.    MITCHELL    AND 
NATHAN  L.  AMSTER 

The  investment  company  also  participated  to  a  substantial  extent 
in  joint  trading  accounts  with  individuals  who,  according  to  the 
sponsors,  possessed  "inside  dope"  ^^  on  certain  securities.  These  indi- 
viduals, according  to  the  managers  of  National  Securities  Investment 
Company,  in  consideration  of  the  use  of  their  "inside  information," 
were  advanced  funds  by  the  investment  company  at  rates  of  interest 
substantially  less  than  the  prevailing  rates  on  call  loans  obtainable 
from  brokers.  The  interest  of  the  investment  company  in  at  least 
one  of  these  accounts  was  acquired  by  the  investment  company  directly 
from  its  sponsors. 

Prior  to  February  18,  1929,  A.  G.  Becker  &  Co.,  Inc.,  George  Pick 
&  Co.,  Inc.,  and  Sidney  Z.  Mitchell,  the  chairman  of  the  board  of 
directors  of  the  Electric  Bond  and  Share  Company,  had  been  operat- 
ing a  trading  account  primarily  in  the  securities  of  Electric  Bond 
and  Share  Company  and  its  subsidiaries.^^  Each  of  the  participants 
had  a  one-third  interest  in  the  account.''^  Mr.  Mitchell  had  advanced 
no  funds  to  be  used  by  the  account  in  its  operations,^**  his  share  of 
the  fund  having  been  advanced  entirely  by  A.  G.  Becker  &  Co.,  Inc., 
and  George  Pick  &  Co.,  Inc.  On  February  18,  1929,  A.  G.  Becker  & 
Co.,  Inc.,  and  George  Pick  &  Co.,  Inc.,  assigned  their  entire  interest 
in  the  account  to  National  Securities  Investment  Company.^°°  The 
company  reimbursed  its  sponsors  not  only  for  their  interest  in  tlie 
account  but  also  for  their  advances  to  the  account  on  behalf  of  ^Ir. 
Mitchell."^  The  entire  account,  then  composed  of  securities  having  a 
market  value  of  $5,794,405.21,  was  taken  over  by  the  company  at  its 
market  value.^°-  On  this  transaction,  A.  G.  Becker  &  Co.,  Inc.,  and 
George  Pick  &  Co.,  Inc.,  each  derived  a  profit  of  $1,110,536.20,^°;'  repre- 
senting the  difference  between  the  cost  of  their  proportionate  interest 
in  the  account  and  the  price  paid  by  National  Securities  Investment 
Company  for  their  interest  in  the  account.  The  investment  company 
had  acquired  a  two-thirds  interest  in  the  account,  and  Mr.  Mitchell 
retained  a  one-third  interest  in  the  account.  On  July  3,  1929,  Mr. 
Mitchell  agreed  to  take  a  one-half  interest  in  the  account  in  considera- 
tion of  the  receipt  of  one-half  of  the  profits  of  the  account.^°*  The 
entire  account  was  financed  by  the  investment  company.  According 
to  the  sponsors,  Mr.  Mitchell,  in  anticipation  of  his  "inside  informa- 
tion" about  the  securities  of  companies  in  the  Electric  Bond  and 
Share  system  of  which  he  was  chairman  of  the  board  of  directors,  was 


sion's  Exhibit  No.  1455).  In  addition  the  corporation's  trading  in  securities  was  done 
largely  through  margin  accounts,  principally  in  the  broljcrago  offices  of  Ladenhurgh-Thal- 
niann  &  Company  (id.,  at  14416-19).  As  at  December  31,  1928,  the  company  owed  to 
Ladenburgh-Thalmann  &  Company  a  total  of  $1,039,262  (id.,  at  14419).  As  at  February  28, 
1930,  the  company  owed  to  Ladenburgh-Thalmann  &  Company  alone  $3,394,697.72  as  a  debit 
balance  on  a  margin  account  maintained  with  that  brokerage  house   (id.,  at  14418). 

»8  Id.,  at  14308. 

»•  Id.,  at  14307. 

»•"  Id.,  at  14313. 

"■'Id.,  at  14319. 

i»»  Id.,  at  14313. 

i"i  Id.,  at  14319. 

"2  Id.,  at  14314. 

W3  Ibid. 

lo*  Id.,  at  14325  and  Commission's  Exhibit  No.  1459. 
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charged  a  rate  of  interest  on  his  debit  balances  substantially  less  than 
the  current  call  loan  rates.^°^ 

Approximately  $13,000,000,"*'  or  43%  of  the  total  of  $30,000,000  in 
assets  owned  by  National  Securities  Investment  Company  after  its 
recapitalization  in  February  of  1929,  were  invested  in  securities  pur- 
chased in  the  operation  of  this  account.  Of  this  amount,  the  com- 
pany itself  had  expended  $6,199,684.09  for  its  own  account  and  had 
advanced  a  like  amount  to  Mr.  Mitchell  secured  only  by  his  pro- 
portionate share  of  the  securities  in  the  account.^°'  On  the  termina- 
tion of  the  account,  Mr.  Mitchell  paid  the  balance  due  for  his 
proportion  of  the  account  and  received  the  securities  in  the  account 
to  which  he  was  entitled.^"®  National  Securities  Investment  Company 
took  down,  as  its  share  of  the  account,  securities  having  a  market 
value  of  $2,386,419.66^9  which  had  cost  the  company  $6,199,684.09. 
Thus  the  result  of  this  trading  account,  supposedly  operated  on  the 
basis  of  "inside  information,"  resulted  in  a  loss  to  National  Securi- 
ties Investment  Company  of  $3,813,264.43. 

A  similar  trading  account,  in  the  common  stock  of  the  Chicago, 
Milwaukee  &  St.  Paul  Kailway  Company,  was  operated  by  National 
Securities  Investment  Company  jointly  with  Nathan  L.  Amster  who, 
according  to  the  sponsors,  was  an  authority  on  railroad  securities.^^° 
As  a  result  of  this  trading  account  on  the  basis  of  "inside  informa- 
tion," the  company  eventually  suffered  a  loss  of  $423,578.62."^ 

(3)    SPONSORS'   TRADING   ACCOUNT    IN    SECURITY    ISSUES    OF   THE 
INVESTMENT  COMPANY 

From  February  9,  1929,  to  September  25,  1931,  when  Atlas  Cor- 
poration acquired  control  of  National  Securities  Investment  Com- 
pany, A.  G.  Becker  &  Co.,  Inc.  and  George  Pick  &  Co.  Inc.,  operated 
a  trading  account  in  the  security  issues  of  National  Securities  Invest- 
ment Company.^^^  Mr.  Schaffner,  the  chairman  of  the  board  of  di- 
rectors of  A.  G.  Becker  &  Co.,  Inc.,  characterized  the  purposes  of 
this  account  as  twofold:  (a)  to  stabilize  and  maintain  a  market  for 
the  securities,  and  (b)  to  make  money.^^^  Mr.  Schaifner  testified 
that  the  sponsors  as  managers  of  National  Securities  Investment 
Company  and  as  the  underwriters  of  its  securities  conceived  that  they 
owed  a  duty  to  its  security  holders  to  provide  them  with  a  market 
for  their  securities — "to  see  that  the  stockholders  could  get  an  ade- 
quate market  and  not  be  compelled  to  sell  the  securities  at  terrific 


W5 1(3.,  at  14327.  Mr.  Mitchell  paid  4%  interest,  whereas  interest  rates  on  brokers'  loans 
during  1929  averaged  10.44%  (ibid.).  In  order  to  finance  Mr.  Mitchell's  portion  of  the 
account,  National  Securities  Investment  Company  was  compelled  during  1929  to  borrow 
from  banks  $6,000,000  (id.,  at  14334)  at  6%  interest.  This  sum  was  in  effect  loaned  to 
Mr.  Mitchell  at  4%  interest  or  at  actual  loss  to  National  Securities  Investment  Company 
of  $120,000  a  year   (ibid.). 

W8  Id.,  at  14332. 

lo^Id.,  at  14328. 

108  Ibid. 

iM  Ibid. 

ii°  Id.,  at  14403. 

"1  Id.,  at  14404.  National  Securities  Investment  Company  invested  a  total  of  $461,396.87 
in  this  venture.     The  stock  which  it  purchased  was  ultimately  sold  for  $38,018.25   (ibid.). 

112  Id.,  at  14341-3  and  Commission's  Exhibit  No.  1460. 

^13  Id.,  at  14348. 
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discounts  (from  asset  value)  and  sustain  uncalled  for  losses.'^^*  As 
Mr.  Schaffner  expressed  it,  "unless  somebody  is  interested  in  the 
market,  especially  in  inactive  stock,  there  is  no  market  for  it."  "^ 

The  trading  account  in  the  securities  of  the  investment  company, 
operated  by  its  sponsors,  was  highly  profitable.  The  profit  to  George 
Pick  &  Co.,  Inc.,  on  its  interest  in  the  account  was  $523,811.16."^ 
A.  G.  Becker  &  Co.,  Inc.,  as  its  share  of  the  profits  of  the  account, 
received  $579,183.67."^  On  the  transfer  of  control  of  the  company 
to  Atlas  Corporation,  the  sponsors'  trading  account  in  the  securities 
of  the  company  was  terminated  for  reasons  which  will  be  discussed 
later. 

(4)  TRANSFER  OF  CONTROL  TO  ATLAS  CORPORATION 

On  March  31,  1931,  George  Pick  &  Co.,  Inc.,  sold  364,192  shares  of 
National  Securities  Investment  Company  common  stock  and  125,000 
option  warrants  to  A.  G.  Becker  &  Co.,  Inc.,  at  a  price  of  8T%  cents 
per  share  for  the  stock  or  a  total  price  of  $320,488.96."^  The  sale 
disposed  of  George  Pick  &  Co.,  Inc.'s  entire  security  interest  in  the  com- 
pany. After  the  sale,  the  representatives  of  George  Pick  &  Co.,  Inc.,  on 
the  directorate  of  National  Securities  Investment  Company  re- 
signed.^^^  Thereafter,  the  company  was  managed  by  A.  G.  Becker 
&  Co.,  Inc.,  exclusively.  All  of  the  directors  and  officers  of  the  in- 
vestment company  were  officers,  directors,  or  employees  of  A.  G. 
Becker  &  Co.,  Inc. 

Tlie  purchase  of  the  holdings  of  George  Pick  &  Co.,  Inc.,  increased 
the  shares  of  common  stock  of  National  Securities  Investment  Com- 
pany held  by  A.  G.  Becker  &  Co.,  Inc.,  to  641,6581/0,  which  had  cost 
A.  G.  Becker  &  Co.,  Inc.,  a  total  of  approximately  $1,900,000."° 

By  July  1931  National  Securities  Investment  Company  had  sus- 
tained substantial  losses,  and  A.  G.  Becker  &  Co.,  Inc.,  was  convinced 
that  it  was  desirable  to  sever  its  connection  with  the  management  of 
the  company.^^^  As  at  September  25,  1931,  when  Atlas  Corporation 
purchased  control  of  the  company  from  A.  G.  Becker  &  Co.,  Inc.,  the 
net  assets  of  National  Securities  Investment  Company  totaled  $11,243,- 
309.36,"^  as  compared  with  a  net  capital  contributed  to  the  enterprise 
by  its  stockholders  of  $17,600,738.75,"^  after  treating  as  returns  of 
capital  $1,281,379.50  paid  by  the  company  in  dividends  after  its  re- 
capitalization in  February  1929  and  $4,343,364.75  expended  by  the 
company  in  the  repurchase  of  shares  of  its  preferred  and  common 
stock."*  Under  the  management  of  its  sponsors,  $6,357,429.39,  or  36% 
of  the  net  capital  contributed  to  the  corporation,  had  been  lost  ^-^ 


1"  Id.,  at  14351. 

i«Id.,  at  14344. 

11°  Id.,  Commission's  Exhibit  No.  1470. 

1"  Ibid. 

iw  Id.,  at  14354,  14357. 

"0  Derived  from  supplementary  information  supplied  the  Commission  for  National  Securi- 
ties Investment  Company. 

wo  Op.  cit.  supra,  note  74,  at  14359. 

i"Id.,  at  14364. 

122  Id.,  Commission's  Exhibit  No.  1456  and  op.  cit.  supra,  note  52,  Commission's  Exhibit 
No.  2043. 

12'  Op.  cit.  supra,  note  74,  Commission's  Exhibit  No.  1456. 

1=1  Op.  cit.  supra,  note  52,  Commission's  Exhibit  No.  2003. 

12=  Op.  cit.  supra,  note  74,  Commission's  Exhibit  No.  1456. 
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largely  in  speculative  investment  activities  such  as  the  joint  trading 
accounts  with  Sidney  Z.  Mitchell  and  with  Nathan  L.  Amster. 

As  at  September  25, 1931,  the  date  that  control  of  National  Securities 
Investment  Company  passed  to  Atlas  Corporation,  the  company  had 
outstanding  138,957  shares  of  preferred  stock  and  939,1441/^  shares  of 
common  stock.^-*^  Of  the  common  stock,  641,658%  shares,  or  68%  of 
the  total  common  shares  outstanding,  were  owned  by  A.  G.  Becker  & 
Co.,  Inc.  A.  G.  Becker  &  Co.,  Inc.'s,  holdings  of  common  stock  repre- 
sented also  approximately  59%  of  the  total  outstanding  voting  shares 
(preferred  and  common)  of  the  company.  However,  A.  G.  Becker  & 
Co.,  Inc.,  held  little  or  no  preferred  stock  of  National  Securities  In- 
vestment Company.^-"^  The  138,957  shares  of  preferred  stock  of  the 
investment  company  held  by  the  public  had  a  first  claim  on  the  assets 
of  the  company  in  the  event  of  its  dissolution,  to  the  extent  of  $100 
per  share,  or  a  total  claim  of  $13,895,700.  Since  the  investment  com- 
pany had  net  assets  as  at  September  25, 1931,  of  $11,243,309.36,  had  the 
corporation  been  dissolved  at  that  time,  the  preferred  stockholders 
would  have  been  entitled  to  all  of  the  assets  and  would  have  received 
$73.72  per  share  on  their  stock.^-^  The  common  stock  would  have  been 
entitled  to  no  part  of  the  corporation's  assets. 

However,  the  preferred  stockholders,  although  having  voting  rights, 
would  have  been  unable  to  effect  a  dissolution  of  the  corporation  with- 
out the  consent  of  A.  G.  Becker  &  Co.,  Inc.,  since  the  Delaware  Cor- 
poration Law  requires  the  consent  of  the  holders  of  two-thirds  of  all 
classes  of  the  voting  stock  of  a  corporation  to  effect  a  dissolution  of  the 
corporation.^^^  A.  G.  Becker  &  Co.,  Inc.,  was,  therefore,  in  a  position 
to  block  a  dissolution  of  the  corporation  although  all  of  the  assets  of 
the  corporation  "belonged"  in  theory  to  the  public  holders  of  the  pre- 
ferred stock.  The  preferred  stockholders  also  were  powerless  to  pre- 
vent a  shift  in  the  control  of  their  funds  by  A.  G.  Becker  &  Co.,  Inc. 

Lester  Koth,  a  director  of  National  Securities  Investment  Company 
and  an  officer  of  A.  G.  Becker  &  Co.,  Inc.,  when  examined  on  the 
realization  of  the  preferences  to  which  preferred  stockholders  may  be 
entitled  on  liquidation,  testified :  ^^° 

Q.  What  protection  is  there  to  the  preferred  stockholder?  He  puts  in  the 
senior  money  on  the  assumption  that  he  is  willing  to  cut  down  his  prospective 
profit  and  limit  it  to  a  fixed  amount  because  he  is  assured  some  safety,  isn't 
that  so?  Take  your  own  case,  when  the  time  came  when  the  preferred  aspect 
should  have  been  his  protection  and  would  have  given  him  back  his  money,  it  was 
never  given  to  him,  isn't  that  so?  And  hasn't  that  been  the  history  of  investment 
trusts,  that  the  aspect  of  protection  which  is  supposed  to  be  inherent  in  preferred 
stock,  somehow  or  other  never  goes  to  the  benefit  of  the  preferred  stockholder 
because  the  common  stockholder  is  there  and  says  you  cannot  liquidate  the  trust, 
isn't  that  true? 

A.  Well,  perhaps     *     *     *. 
******* 

Q.  Of  course,  applying  to  your  own  particular  case,  when  the  ultimate  set-up 
was  established  the  management  put  in  $3,000,000  besides  their  $5,000,000  profit. 


i2«Id.,  Commission's  Exhibit  No.  1462. 
^  Id.,  at  14366. 

«« Id.,  Commission's  Exhibit  No.  1466. 
^Del.  Rev.  Code  (1915),  Ch.  65,  Sec.  39. 
130  Op.  cit.  supra,  note  74,  at  14410,  14412. 
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But  as  I  visualize  it,  the  motivating  force  for  a  person  investing  in  preferred 
stock  is  the  element  of  safety;  isn't  that  so?  He  says,  "If  this  trust  goes  wrong 
and  there  is  any  money  left,  I  am  going  to  get  mine  and,  therefore,  I  am  will- 
ing to  take  less  profits  than  the  person  who  has  the  common  stock  and  is  willing 
to  gamble"  ;  isn't  that  so? 

A.  Yes. 

Q.  And  yet  what  situation  arises?  First,  when  the  trust  reaches  a  point 
where  everybody  is  convinced  that  there  either  ought  to  be  a  substantial  shake-up 
in  the  management  or  it  is  time  to  liquidate  the  trust,  the  preferred  stockholder 
is  not  in  a  position  to  insist  upon  the  dissolution  because  the  common  stock- 
holder whose  stock  is  worth  nothing  in  asset  value  says,  "I  will  not  let  you 
liquidate  this  trust."  That  is  what  A.  G.  Becker  &  Co.,  Inc.  could  have  said 
with  its  common  stock;  isn't  that  so? 

Mr.  SoHAFFNER.  That  is  the  contract  the  preferred  stockholder  makes. 

Q.  That  is  all  right.  I  am  just  discussing  whether  we  should  permit  such 
contract  wherein  individuals  can  say,  "My  stock  is  worth  minus  $20  and  your 
stock  is  $72.72,  but  you  cannot  get  your  money.  I  am  going  to  turn  you  over 
to  Atlas  Corporation."  You  certainly  would  say  that  there  ought  to  be  some 
moderate  relationship  between  the  amount  of  senior  money  and  the  amount  of 
the  equity? 

A.  Yes. 

A  dissolution  of  the  investment  company  would  have  given  all  the 
assets  to  the  preferred  stockholders  and  involved  a  loss  of  the  ap- 
proximately $1,900,000  which  A.  G.  Becker  &  Co.,  Inc.,  had  invested 
in  its  holdings  of  641,6581^  shares  of  the  common  stock  of  National 
Securities  Investment  Company. 

Early  in  September  1931  Kobert  C.  Schaffner,  of  A.  G.  Becker  & 
Co.,  Inc.,  approached  Floyd  B.  Odium  (with  whom  Mr.  Schaffner 
was  personally  acquainted),  the  president  of  Atlas  Corporation,  with 
a  proposal  to  sell  A.  G.  Becker  &  Co.,  Inc.'s  holdings  of  the  common 
stock  of  National  Securities  Investment  Company  to  Atlas  Corpo- 
ration.^^^  As  has  been  pointed  out,  this  common  stock  had  no  asset 
value,  although  it  had  a  quoted  market  value  of  $3  a  share  at  the 
time  of  the  original  negotiation  between  Atlas  Corporation  and  A.  G. 
Becker  &  Co.,  Inc.^^-  The  market  price,  however,  was  apparently 
the  result  solely  of  the  trading  account  (which  has  already  been  de- 
scribed) then  being  operated  by  A.  G.  Becker  &  Co.,  Inc.  in  the 
stock  of  National  Securities  Investment  Company.  Soine  appraisal 
of  the  actual  value  of  the  common  stock  of  the  company  may  be 
gleaned  from  the  fact  that  A.  G.  Becker  &  Co.,  Inc.  paid  George 
Pick  &  Co.,  Inc.,  871/0  cents  per  share  for  the  latter 's  holdings  of 
National  Securities  Investment  Company's  common  stock  at  a  time 
when  its  artificially  created  market  value  was  approximately  $6  per 
share.^^^ 

Since  the  common  stockholdings  of  A.  G.  Becker  &  Co.,  Inc.,  in 
National  Securities  Investment  Company  had  no  asset  value,  its 
purchase  would,  to  the  extent  of  the  purchase  price,  constitute  a 
loss  in  assets  to  Atlas  Corporation.    However,  if  the  preferred  stock 


"1  Id.,  at  14364. 

^^^  Banh  and  Quotation  Record,  September  1931. 

i^''0p.  cit.  supra,  note  74,  at  14363.  Mr.  Schaffner  conceded  in  his  testimony  that  a 
sale  of  A.  G.  Becker  &  Co.,  Inc.'s  holding  of  the  common  stock  of  the  company  on  the  open 
market  would  bring  substantially  less  than  $3  per  share  (ibid.). 
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of  National  Securities  Investment  Company  could  be  acquired  by 
Atlas  Corporation  for  a  consideration  less  than  its  total  asset  value, 
the  gains  so  derived  might  b6  sufficient  to  offset  the  loss  suffered  by 
Atlas  Corporation  in  the  purchase  of  the  common  stock.  Further, 
the  common  stock  would  put  Atlas  Corporation  in  control  of  the 
portfolio  of  National  Securities  Investment  Company  and  would 
also  enable  Atlas  Corporation  to  dissolve  the  corporation  and  thus 
realize  its  gains  on  its  purchase  of  the  company's  preferred  stock  at 
prices  less  than  its  asset  value.  In  sum,  to  Atlas  Corporation  the 
common  stock  of  National  Securities  Investment  Company  was  val- 
uable only  if  it  could  acquire  the  preferred  stock  of  National  Se- 
curities Investment  Company  at  less  than  its  asset  value. 

On  September  28,  1931,  A.  G.  Becker  &  Co.,  Inc.  and  Atlas  Cor- 
poration entered  into  an  agreement  ^^*  which  provided  that  Atlas 
Corporation  would  "loan"  to  A.  G.  Becker  &  Co.,  Inc.  $1,000,000 
which  was  to  be  secured  by  the  deposit  with  Atlas  Corporation  of 
400,000  shares  of  the  common  stock  of  National  Securities  Invest- 
ment Company  owned  by  A.  G.  Becker  &  Co.,  Inc.  A.  G.  Becker 
&  Co.,  Inc.  was  not  to  be  personally  liable  upon  the  "loan,"  but 
Atlas  Corporation's  sole  recourse  for  payment  of  the  "loan"  was  to 
be  333,3331/3  shares  of  the  400,000  shares  of  National  Securities  In- 
vestment Company  stock  deposited  as  collateral.  In  effect,  the  "loan" 
was  a  purchase  by  Atlas  Corporation  of  333,333%  shares  of  common 
stock  at  a  price. of  $3  per  share.  Atlas  Corporation  also  acquired 
an  option  to  purchase  at  the  price  of  $3  per  share  within  20  years 
the  66,666%  shares  (the  remainder  of  the  400,000  shares  which  con- 
stituted the  collateral  for  the  loan)  and  the  241,658%  shares  of 
National  Securities  Investment  Company  common  stock  which  con- 
stituted the  remainder  of  the  total  holdings  of  common  stock 
(641,658%  shares)  owned  by  A.  G.  Becker  &  Co.  Inc. 

Atlas  Corporation,  however,  was  required  to  apply  to  the  exercise 
of  its  option  on  the  common  stock  the  difference  between  the  cost 
of  each  share  of  National  Securities  Investment  Company  preferred 
stock  to  be  purchased  by  Atlas  Corporation  from  the  public,  and 
85%  of  the  liquidating  value  of  each  share  of  such  preferred  stock 
at  the  date  of  its  purchase.  As  preferred  stock  was  purchased  by 
Atlas  Corporation  from  the  public,  the  Atlas  Corporation  was  to 
apply  this  differential  between  asset  value  and  cost  of  the  preferred 
stock,  first,  to  the  purchase  of  the  241,658%  shares  of  common  stock 
of  National  Securities  Investment  Company  not  included  in  the 
collateral  for  the  million  dollar  "loan,"  then  to  the  purchase  of  the 
66,666%  shares  which  constituted  the  excess  of  the  collateral,  and 
finally  to  the  payment  of  the  million  dollar  "loan,"  that  is,  to  the 
purchase  of  the  333,333%  shares  of  common  stock  held  as  "col- 
lateral." 

The  agreement  also  provided  that  on  making  the  "loan"  Atlas 
Corporation  was  to  have  the  immediate  right  to  vote  333,400  shares 


12*  Id.,  Commission's  Exhibit  No.  1462.  On  October  2,  1931,  tha  obligations  of  Atlas 
Corporation  under  this  agreement  were  transferred  to  Chatham  Phenix  Allied  Corpora- 
tion, an  investment  company  the  control  of  which  had  been  acquired  by  Atlas  Corporation 
in  August  1931.  Chatham  Phenix  Allied  Corporation  actually  advanced  the  $1,000,000 
"loan"  to  A.  G.  Becker  &  Co.,  Inc.,  and  received  the  common  stock  of  National  Securities 
Investment  Company  as  collateral  for  the  loan.     See  infra,  pp.  1115-6. 
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of  the  400,000  held  as  collateral  for  the  one  million  dollar  "loan." 
A.  G.  Becker  &  Co.,  Inc.  also  agreed  to  vote  the  common  shares  upon 
which  it  had  given  Atlas  Corporation  an  option  to  purchase,  in 
favor  of  Atlas  Corporation's  nominees  for  the  directorate  of  Na- 
tional Securities  Investment  Company.  A.  G.  Becker  &  Co.,  Inc. 
was  to  cause  the  officers  and  the  board  of  directors  of  National  Se- 
curities Investment  Company  to  resign  and  was  to  turn  over  the 
management  of  the  company  to  Atlas  Corporation.  The  250,000 
option  warrants  of  National  Securities  Investment  Company  owned 
by  A.  G.  Becker  &  Co.,  Inc.  were  to  be  delivered  to  Atlas  Corpora- 
tion gratis. 

In  essence,  the  agreement  provided  that  A.  G.  Becker  &  Co.,  Inc.'s 
holdings  of  common  stock  would  be  purchased  by  Atlas  Corporation 
concurrently  with  purchases  of  preferred  stock  by  Atlas  Corporation 
from  the  public;  and  that  payment  for  the  common  stock  acquired 
from  A.  G.  Becker  &  Co.,  Inc.,  would  be  made  out  of  the  asset  gains 
to  Atlas  Corporation  on  purchases  of  preferred  stock  from  the  public, 
after  reserving  to  Atlas  Corporation  an  assured  profit  of  15%  of  the 
difference  between  the  asset  and  market  value  of  the  preferred  stock 
purchased.  Stated  otherwise,  A.  G.  Becker  &  Co.,  Inc.,  would  be 
paid  for  its  common  stock  out  of  the  asset  losses  suffered  by  the 
public  preferred  stockholders  to  whom  A.  G.  Becker  &  Co.,  Inc.,  as 
the  original  underwriter  and  distributor,  had  originally  sold  the 
shares,  and  to  whom  A.  G.  Becker  &  Co.,  Inc.,  owed,  a  fiduciary  duty 
as  the  manager  of  their  investment  company.  Mr.  Odium,  in  his 
testimony  before  this  Commission,  conceded  that  the  substance  of  the 
agreement  was  that  the  asset  loss  suffered  by  Atlas  Corporation  on 
its  purchase  of  the  common  stock  of  National  Securities  Investment 
Company  was  to  be  offset  by  the  asset  value  gains  to  Atlas  Corpora- 
tion on  its  purchases  of  preferred  stock  of  National  Securities  In- 
vestment Company :  ^^^ 

A.  It  was  a  loan  that  was  kept  in  the  form  of  a  loan  rather  than  a  purchase. 

Q.  Why  was  that? 

A.  It  was  done  for  the  reason,  as  I  pointed  out  yesterday,  when  you  talked 
about  a  leverage  type  company  if  it  was  "under  water."  It  was  a  low  price 
leverage  non-asset  value  stock,  and  your  common  stock  would  be  selling  at 
a  premium  over  asset  values  and  your  preferred  stock  would  be  selling  at  a 
discount  (from  asset  value)  and  we  had  to  combine  those  units  in  proportion 
from  the  standpoint  of  our  cost  in  arriving  at  the  objective.  If  we  had  bought 
the  600,000  shares  of  stock  at  $3  the  net  result  eventually  would  have  been 
the  same.  But  in  the  meantime  we  would  have  paid  out  $1,900,000  which 
would  have  been  completely  thrown  out  of  the  window  from  our  standpoint. 
So  we  tried  all  the  way  through  our  program  to  regulate  it  that  as  we  acquired 
preferred  stock  we  would  be  acquiring  these  non-asset  value  common  stocks  in 
proportion.     *     *     * 

Q.  At  any  rate,  that  is  the  form  it  took? 

A.  Yes. 

Q.  It  was  really  a  purchase  of  333,333%  shares  at  $3  a  share? 

A.  That  is  correct. 


•  Op.  cit.  supra,  note  .52,  at  17998-18000. 
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Q.  So  that  ultimately  and  essentially,  Mr.  Odium,  the  Atlas  Corporation 
was  buying  A.  G.  Becker's  common  stock  with  the  money  that  it  was  making 
by  buying  the  preferred  stocks  at  this  discount?     Isn't  that  so? 

A.  Yes.    That  is  essentially  what  we  did  in  every  case. 

Q.  And  ultimately  the  entire  block  of  stock  which  cost  an  aggregate  of 
$1,900,000  was  paid  for  by  Atlas  Corporation,  in  just  that  way? 

A.  That  is  correct. 

Q.  So  that  we  have  the  situation  here  where  Atlas  Corporation  purchased 
those  641,000  shares  of  common  stock,  which  gave  you  control  of  National 
Securities  Investment  Company  and  did  it  over  a  period  of  time,  using  the 
money  that  was  made  on  preferred  stock;  isn't  that  so? 

A.  Yes.  And  essentially  you  can  say  that  irrespective  of  the  mechanics,  Mr. 
Schenker,  that  is  typical  of  all  companies  where  they  had  out  preferred  stock 
selling  below  asset  value  and  the  common  selling  above. 

The  investment  company's  preferred  stockholders  (to  whom  in  prin- 
ciple all  of  its  assets  "belonged")  and  the  minority  common  stock- 
holders were  not  informed  of  or  consulted  with  reference  to  the  shift 
in  control  of  their  assets  to  Atlas  Corporation  prior  to  the  transfer  of 
control,  although  after  the  event  these  security  holders  were  informed 
of  the  fact  that  their  assets  had  come  under  the  administration  of  a 
new  management."*'  The  details  of  the  agreement  of  A.  G.  Becker  & 
Co.,  Inc.,  with  Atlas  Corporation  were,  however,  never  revealed  to  the 
stockholders.  The  preferred  stockholders  were  thus  not  given  any 
choice  in  the  selection  of  the  new  manager  of  their  own  funds,  nor  were 
they  informed  of  the  investment  policy  which  their  new  manager  in- 
tended to  pursue.  In  fact,  Mr.  Schaffner  testified  that  he  did  not  know 
what  the  nature  of  the  Atlas  Corporation's  policy  in  the  investment  of 
the  funds  of  National  Securities  Investment  Company  would  be  :  "^ 

Q.  So  that  A.  G.  Becker  made  up  its  mind  that  it  was  going  to  transfer  control 
of  this  investment  trust  to  the  Atlas  group  ;  isn't  that  so? 

A.  Yes ;  that  is  true. 

Q.  And  that  wasn't  submitted  first  to  the  stockholders  to  see  if  they  wanted  to 
go  over  to  Atlas? 

A.  No. 

Q.  The  stockholders,  when  they  purchased  this  stock,  paid  their  money  in  re- 
liance on  the  integrity,  ability,  background,  training,  and  all  other  virtues  of 
A.  G.  Becker  and  George  Pick  ;  isn't  that  so? 

A.  That  is  true. 

Q.  And  these  stockholders  had  stayed  with  this  trust  through  its  ups  and 
downs  at  the  time  when  there  was  this  $7,000,000  deficit ;  isn't  that  so? 

A.  A  good  many  of  them     *     *     *. 

Q.  And  at  the  time  that  A.  G.  Becker  made  the  arrangement  to  sell  control  of 
this  investment  trust  to  Atlas  Corporation,  A.  G.  Becker  &  Co.  had  no  substantia] 
preferred  position,  did  it? 

A.  No,  sir. 

Q.  Had  no  preferred  position? 

A.  I  wouldn't  say  that  without  referring  to  the  records. 

Q.  A  negligible  position? 

A.  That  is  right. 


"«  Op.  cit.  supra,  note  74,  Commission's  Exhibit  No.  1466. 
"T  Id.,  at  14365-8. 
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Q.  Its  position  was  in  the  common  stocli,  wbieli  had  no  asset  value? 

A.  That  is  right. 

Q.  And  the  fact  is  that  every  dollar  in  that  investment  trust  at  that  time — and 
there  was  approximately  $11,000,000 — belonged  to  the  public  and  not  to  A.  G. 
Becker  &  Co. ;  isn't  that  so? 

A.  That  is  true. 

Q.  And  yet  the  control  of  the  fund  and  the  entire  management  and  the  entire 
direction  and  future  investment  policy  and  futvire  conduct  of  this  investment 
trust  was  turned  over  in  quick  order  to  Mr.  Odium  and  the  Atlas  Corporation, 
without  even  apprising  the  stockholders  before  it  was  done;  isn't  that  so? 

A.  That  is  correct. 

Q.  That  is  a  step  of  quite  some  consequence,  was  it  not,  Mr.  Schaffner,  looking 
back  in  retrospect,  the  turning  over  of  other  people's  money  for  management  to 
somebody,  isn't  it? 

A.  Yes ;  we  didn't  do  it  without  a  great  deal  of  deliberation,  as  far  as  that  is 
concerned. 

******* 

Q.  And  you  were  saying  to  Mr.  Floyd  Odium  that  "I  think  you  ought  to  take 
these  funds  and  manage  it" ;  isn't  that  so? 

A.  Yes. 

Q.  Although  literally  it  wasn't  A.  G.  Becker's  money,  because  if  the  trust  was 
to  be  liquidated  on  that  date  A.  G.  Becker  wouldn't  get  a  nickel ;  isn't  that  so  ? 

A.  That  is  true. 

With  respect  to  the  steps  taken  by  the  sponsors  to  ascertain  the 
investment  policy  of  the  new  management,  Mr.  Schaffner  testified :  ^^* 

Q.  Of  course,  you  had  no  assurance,  Mr.  Schaffner,  as  to  what  the  future 
policy  of  the  Atlas  Corporation  was  going  to  be  with  respect  to  the  investment 
of  the  funds,  which  were  being  turned  over  to  them,  isn't  that  so? 

A.  Why  we  had  no  definite,  concrete  assurance  as  to  just  what  they  were 
going  to  invest  in  ;  no,  sir. 

Q.  So  that  under  the  broad  power  of  the  charter,  Mr.  Odium,  and  the  Atlas 
Corporation  could  invest  it  in  any  situation  they  saw  fit,  isn't  that  so? 

A.  Yes,  sir. 

******* 

Q.  Now,  I  think  you  can  also  visualize  a  situation  that  a  person  might  be  willing 
to  entrust  his  money  to  A.  G.  Becker  &  Company  for  management  relying  on 
their  background  and  history  and  yet  not  be  willing  to  have  the  Atlas  Corporation 
manage  its  funds,  isn't  that  so? 

A.  Well,  that  is  all  point  of  view,  that  wasn't  our  point  of  view  at  the  time. 

Q.  That  is  not  an  unreasonable  situation,  you  can  visualize  that? 

A.  Yes. 

Furthermore,  the  agreement  patently  offered  an  inducement  to  A.  G. 
Becker  &  Co.,  Inc.,  to  acquire  as  cheaply  and  quickly  as  possible 
for  the  account  of  Atlas  Corporation  the  preferred  stock  of  National 
Securities  Investment  Company  which  that  investment  banking  firm 
had  sponsored.  Essentially,  A.  G.  Becker  &  Co.,  Inc.,  was  to  be  paid 
for  its  holdings  of  common  shares  out  of  the  asset  losses  suffered  by 
preferred  stockholders.  Under  the  agreement,  A.  G.  Becker  &  Co., 
Inc.,  was  to  be  paid  first  on  the  308,325%  shares  of  the  common  stock 
which  were  not  "collateral"  to  the  $1,000,000  "loan"  but  which  were 
optioned  to  Atlas  Corporation.     As  a  consequence,  it  was  to  the  pecu- 


138  Id.,  at  14370. 
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niary  interest  of  A.  G.  Becker  &  Co.,  Inc.,  if  it  wished  to  sell  the 
common  stock  upon  which  it  had  granted  Atlas  Corporation  an  op- 
tion, to  acquire  as  rapidly  as  possible  the  preferred  stock  of 
National  Securities  Investment  Company  for  the  account  of  Atlas 
Corporation. 

When  examined  on  the  question  as  to  whether  the  effect  of  the  agree- 
ment was  to  induce  A.  G.  Becker  &  Co.,  Inc.,  to  acquire  the  preferred 
stock  of  National  Securities  Investment  Company  for  Atlas  Corpo- 
ration's account  as  rapidly  as  possible,  Mr.  Odium  testified :  ^^^ 

Q.  The  agreement  of  September  28th  was  so  drawn,  was  it  not,  that  these 
discounts  were  first  made  applicable  to  the  241,658%   shares,  which  was  the 
remaining  block? 
A.  That  is  right. 

Q.  And  then  was  made  applicable  to  the  66,666%   shares  of  the  remaining 
block;  and  then  that  same  arrangement  could  be  made  applicable  to  that  stock 
which  was  collateral  for  the  note?     Isn't  that  so? 
A.  That  is  correct. 

Q.  So  there  was  an  inducement,  was  there  not,  for  A.  G.  Becker  to  pick  up 
as  much  preferred  stock  as  possible,  because  then  not  only  would  they  be  sure 
they  would  sell  you  the  333,333  shares  that  you  would  have  to  take  down  if 
they  did  not  pay  the  note,  but  they  would  be  sure  that  they  sold  you  the  66,666% 
shares  [the  remainder  of  the  block  collateralizing  the  "loan"]  and  also  the 
additional  241.6581/4  shares  of  the  common  stock  covered  by  the  option ;  isn't 
that   so? 

A.  From  the  cash  standpoint  of  A.  G.  Becker  &  Company,  there  was  certainly 
an  inducement  for  them  initially  to  acquire  stock  because  they  had  already  gotten 
the  cash  in  the  original  block  that  was  treated  as  a  loan,  and  if  they  wanted 
more  cash  they  could  only  get  it  by  getting  the  stock  in  for  us. 

Q.  And  not  only  was  it  to  their  interest  to  get  as  much  stock  as  possible,  and 
not  only  was  it  to  their  interest  to  get  it  as  quickly  as  possible,  but  it  was  also 
to  their  interest  to  get  it  as  cheaply  as  possible. 
A.  From  the  cash  standpoint ;  yes. 

******* 
A.  I  said  from  a  cash  standpoint.     He  [A.  G.  Becker  &  Co.,  Inc.]  sold  more 
and  more  .shares  [of  the  common  stock  of  National  Securities  Investment  Com- 
pany owned  by  A.  G.  Becker  &  Co.,  Inc.]  faster  than  he  otherwise  would  have 
sold  them. 

Q.  Oh,  no,  Mr.  Odium,  for  this  reason :  so  far  as  the  balance  of  the  stock 
was  concerned  and  the  balance,  308,325%  shares,  you  people  [Atlas  Corporation] 
only  had  an  option  and  you  were  under  no  obligation  to  buy  a  single  share. 
A.  But  we  had  to  apply  the  difference  between  the  cost  and  85  percent  [of 
the  asset  value  of  the  preferred  stock  of  National  Securities  Investment  Com- 
pany purchased  by  Atlas  Corporation].  The  urge  there  was  not  the  price  but 
the  urge  would  be  to  get  as  much  preferred  stock  as  we  could  get  as  quickly  as 
possible,  which  would  tend  to  put  up  the  price,  if  anything. 

Kobert  C.  Schaffner,  the  chairman  of  the  board  of  directors  of 
A.  G.  Becker  &  Co.,  Inc.,  and  the  president  of  National  Securities 
Investment  Company,  conceded  that  the  agreement  created  in  A.  G. 
Becker  &  Co.,  Inc.,  a  pecuniary  interest  to  purchase  the  preferred 
stock  of  National  Securities  Investment  Company  from  the  public 

"» Op.  cit.  supra,  note  52.  at  18002-3,  18006-7. 
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as  quickly  as  possible,  and  admitted  that  A.  G.  Becker  &  Co.,  Inc., 
could  effect  the  sale  of  308,325  shares  of  its  common  stockholdings  in 
the  investment  company  only  at  the  expense  of  preferred  stockholders 
who  sold  their  stock  to  A.  G.  Becker  &  Co.,  Inc.,  for  the  account  of 
Atlas  Corporation  at  prices  substantially  less  than  the  asset  value  of 
their  shares.    Mr.  Schaffner  testified :  ^^° 

Q.  Now  this  balance  of  stock  upon  which  the  Atlas  Corporation  had  the  option 
at  $3  per  share,  Atlas  Corporation  *  *  *  provided  *  *  *  ^jj^^  -^ji-]!  j.g. 
spect  to  these  shares  of  stock,  they  could  pay  for  that  stock  in  this  manner,  that 
A.  G.  Becker  &  Co.  would  *  *  *  get  the  difference  between  85%  of  the  asset 
value  of  the  stock  and  the  market  value  at  which  they  bought  it  for  Atlas  account 
in  the  open  market,  isn't  that  so? 

A.  Atlas  was  to  apply  that  much  money  on  the  exercise  of  the  options. 

Q.  So  that  Atlas  Corporation  was  under  no  obligation  to  purchase  the  balance 
of  the  common  stock  from  A.  G.  Becker  &  Co.,  Inc.     It  only  had  an  option? 

A.  It  was  under  obligation  to  buy  it  as  they  bought  the  preferred. 

Q.  Aside  from  this  preferred,  the  only  obligation  that  Atlas  Corporation  had 
was  to  keep  333,333  shares  for  $1,000,000,  isn't  that  so? 

A.  That  and  the  obligation,  you  have  just  read. 

Q.  And  then  you  said  that  you  gave  Atlas  Corporation  an  option  to  buy  the 
balance  of  the  stock  that  you  had  at  $3  a  share. 

A.  Yes. 

Q.  Now,  if  Atlas  Corporation  didn't  want  to  buy  the  balance  of  the  stock  at 
$3  a  share  or  said  "Stop  buying  the  preferred"  they  were  under  no  obligation  to 
buy  that  block,  isn't  that  so? 

A.  That  is  correct. 

Q.  So  that  the  only  way  that  A.  G.  Becker  &  Co.,  Inc.,  could  be  sure  that  they 
sold  the  balance  of  the  stock  at  $3  a  share  was  to  go  out  and  buy  the  preferred 
for  the  Atlas  Corporation,  isn't  that  so? 

A.  Yes. 

Q.  And  the  only  way  that  A.  G.  Becker  &  Co.,  Inc.,  would  be  paid  would  be  by 
buying  the  stock  in  the  open  market,  as  cheaply  as  possible,  so  that  there  would 
be  a  substantial  difference  between  the  asset  value  and  the  market  value,  isn't 
that  so? 

A.  The  only  way  A.  G.  Becker  could  buy  it  would  be  whatever  the  market  price 
was. 

Q.  But  I  mean  it  would  be  to  their  pecuniary  interest  to  buy  the  stock  in  the 
market  as  cheaply  as  possible  because  A.  G.  Becker  &  Co.,  Inc.,  was  going  to  be 
paid  *  *  *  on  ^jig  difference  between  the  asset  value  and  the  market  price, 
isn't  that  so? 

A.  That  is  so. 

Further,  the  agreement  between  A.  G.  Becker  &  Co.,  Inc.,  and  Atlas 
Corporation  was  predicated  upon  the  assumption  that  the  dividends 
upon  the  preferred  stock  of  National  Securities  Investment  Company 
due  in  October  1931  were  to  be  passed.^*^  On  October  2,  1931,  the 
preferred  stockholders  were  informed  both  of  the  transfer  of  control 
of  their  corporation  to  Atlas  Corporation  and  of  the  determination  of 


"0  Op.  cit.  supra,  note  74,  at  14378. 

i«  Id.,  Commission's  Exhibit  No.  1462.     Tlie  agreement  provided  : 

We  [A.  G.  Becker  &  Co.,  Inc.]  liave  advised  you  tliat  tlie  Company  [National  Securi- 
ties Investment  Company]  is  in  sucli  condition  tliat  the  dividend  next  ordinarily  due 
on  its  6%  Preferred  Stock  cannot  he  declared  or  paid,  and  this  agreement  has  heen 
entered  in  between  us  on  the  assumption  that  such  dividend  cannot  be  declared  or 
paid   (ibid.). 
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the  directors  of  National  Securities  Investment  Company  to  pass  the 
dividend  on  its  preferred  stock.^*-  The  effect  of  this  notice  on  the 
market  price  of  the  preferred  stock  will  be  discussed  later.  Although 
National  Securities  Investment  Company  was,  under  the  Delaware 
law/"  legally  unable  to  pay  the  dividend  on  its  preferred  stock  be- 
cause of  the  impairment  of  the  capital  of  the  corporation  allocable 
to  its  preferred  stock,  nevertheless,  it  was  legally  possible  to  reduce 
the  capital  of  the  corporation  allocable  to  the  preferred  stock  in  order 
to  create  a  surplus  from  which  dividends  could  be  paid.^**  However, 
this  method  of  payment  of  dividends  would  be  tantamount  to  a  par- 
tial return  of  their  capital  to  the  stockholders.  Irrespective  of  the 
merits  of  this  method  of  paying  "dividends,"  the  preferred  stock- 
holders were  given  no  opportmiity  to  determine  whether  they  desired 
such  a  procedure  in  preference  to  the  passing  of  the  dividend  on  their 
preferred  stock.  Instead,  the  dividend  was  passed.  As  a  consequence 
of  this  and  other  reasons,  the  market  price  of  the  preferred  stock  de- 
clined. Mr.  Schaifner,  of  A.  G.  Becker  &  Co.,  Inc.,  when  examined 
upon  the  effect  of  the  passing  of  the  dividend  on  the  market  price  of 
the  preferred  stock,  testified :  "^ 

Q.  Now,  it  was  considered  of  sufficient  consequence  and  importance  to  state 
that  this  whole  agreement  was  being  predicated  upon  the  assumption  that  the 
dividend  cannot  be  declared  or  paid. 

A.  Yes. 

Q.  And  you  concurred  in  that  that  there  would  be  no  declaration  of  a  divi- 
dend? 

A.  Yes. 

Q.  Now,  the  mere  announcement  of  that  fact,  that  a  dividend  cannot  be  de- 
clared or  paid,  would  cause  a  decline  in  the  price  of  the  preferred,  isn't  that  so? 

A.  Yes.  But  that  announcement  would  have  had  to  be  made  whether  we  sold 
or  didn't  sell. 

Q.  Now,  you  say  that  that  dividend  could  not  be  legally  declared  or  paid,  and 
J  assume  you  predicated  it  upon  the  fact  that  the  preferred  was  "under  water?" 

A.  That  is  right. 

Q.  But  under  the  laws  of  Delaware  you  could  have  restated  the  capital  of  the 
preferred  and  created  a  surplus  and  continued  to  pay  the  dividends. 

A.  Would  that  have  been  the  sound  thing  to  do? 

Q.  I  don't  know  if  it  is  any  less  sound  than  passing  the  dividends,  causing  the 
price  of  the  preferred  to  flop  from  70  to  31  and  then  pick  the  stock  up  for  perfect 
strangers.     You  owed  Atlas  Corporation  no  duty,  did  you? 

A.  No ;  but  I  would  say  that  it  would  have  been  a  very  unsound  thing  for  us 
to  have  paid  dividends  out  of  the  principal. 

Q.  Well,  you  have  heard  of  investment  trusts  restating  their  capital  to  create 
surplus,  isn't  that  so? 

A.  Yes. 

Q.  And  it  has  been  done  in  cases  where  there  were  deficits  to  create  a  surplus 
to  take  care  of  the  deficit,  isn't  that  so? 

A.  However,  I  am  very  definite  in  my  statement  that  had  we  sold  to  the 
Atlas  or  not  sold  to  the  Atlas,  we  would  have  passed  that  dividend. 

Q.  You  would  have  passed  that  dividend? 

A.  Yes. 


!■"  Id.,  Commission's  Exhibit  No.  1466. 
i«Del.  Rev.  Code  (1915),  Ch.  65,  Sec. 
i«Id.,  See.  28. 
i«  Op.  cit.  supra,  note  74,  at  14385. 
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Q.  But  under  this  agreement,  you  promised  that  you  would  not  even  attempt 
to  restate  the  capital  and  make  it  possible  for  a  dividend  to  be  declared,  isn't 
that  so? 

A.  That  is  true. 

Q.  So  that  there  was  no  request  made  of  the  stockholders  of  the  National 
Securities  Investment  Company  whether  they  would  not  rather  see  a  restate- 
ment of  the  preferred  capital  and  the  creation  of  a  surplus  for  the  declaration 
of  a  dividend,  was  there? 

A.  No,  I  was  very  definite  in  that,  that  I  wouldn't  under  any  circumstances 
have  paid  that  dividend,  as  long  as  the  capital  was  impaired. 

Q.  Instead  of  not  paying  the  dividend  at  a  time  when  you  were  conducting 
your  negotiations  with  Atlas  Corporation  you  said  that  you  wouldn't  pay  it  and 
you  promised  under  no  circumstances  would  you  pay  it.  You  knew  that  as  a 
necessary  consequence  of  that  action  that  there  would  be  a  decline  in  the 
market  price  of  the  preferred  stock,  and  it  was  in  the  interest  of  Atlas  Corpora- 
tion to  buy  the  preferred  stock  as  cheaply  as  possible. 

A.  Yes,  but  that  consequence  would  have  come  anyway. 

As  has  been  pointed  out,  A.  G.  Becker  &  Co.,  Inc.,  and  George 
Pick  &  Co.,  Inc.,  had  been  operating  a  trading  account  in  the  pre- 
ferred and  common  stock  of  National  Securities  Investment  Com- 
pany for  the  purpose  of  providing  an  "orderly"  market  for  the 
company's  share.  After  the  sale  by  George  Pick  &  Co.,  Inc.,  of  its 
holdings  of  the  common  stock  of  National  Securities  Investment 
Company  to  A.  G.  Becker  &  Co.,  Inc.,  the  latter  continued  to  operate 
this  "stabilization  account"  the  operation  of  which  had  been  justi- 
fied as  a  "duty"  owed  to  the  stockholders  by  those  who  had  sponsored 
the  investment  company,  managed  it,  and  distributed  its  securities 
to  the  public."*^  The  agreement,  nevertheless,  between  Atlas  Cor- 
poration and  A.  G.  Becker  &  Co.,  Inc.,  in  effect  provided  for  the  ces- 
sation by  A.  G.  Becker  &  Co.,  Inc.,  of  any  attempt  to  stabilize  the 
market  for,  or  otherwise  deal  in,  the  preferred  stock  of  National 
Securities  Investment  Company  except  as  brokers  for  the  account  of 
Atlas  Corporation  and  at  prices  to  be  fixed  by  Atlas  Corporation.^*^ 
Wlien  examined  as  to  the  results  of  this  agreement  with  respect  to 
the  control  of  the  market  price  of  the  preferred  stock  of  National 
Securities  Investment  Company  by  Atlas  Corporation,  Mr.  Odium 
testified : "« 

Q.  The  agreement  itself,  Mr.  Odium,  states  that  Becker  &  Company  "have 
agreed  to  refrain  forthwith  from  competing  with  you  [Atlas]  in  any  fashion 
whatsoever  in  the  purchase  of  shares  of  the  common  stock  or  warrants  to 
purchase  shares  of  the  common  stock  of  the  company  or  shares  of  6%  pre- 
ferred stock  or  from  taking  any  position  in  the  market  for  said  shares  or 
option  warrants  except  as  instructed  by  you."  Here  they  undertake  a  solemn 
obligation  that  they  would  not  buy  a  single  share  of  stock  except  on  your 
instructions,  so  Atlas  Corporation  was  in  complete  control  of  that  market  so 
far  as  A.  G.  Becker  &  Co.,  Inc.  were  concerned,  isn't  that  so? 

A.  That  is  true. 

Robert  C.  Schaffner  testified  that  on  the  consummation  of  the  shift 
in    control    of    National    Securities    Investment    Company,    A.    G. 


'■""Id.,  at  14373. 

"'  Id.,  Commission's  Exhibit  No.  1462. 

^*^  Op.  cit.  supra,  note  52,  at 
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nil 


Becker  &  Co.,  Inc.,  became  the  agent  of  Atlas  Corporation  to  pur- 
chase preferred  stock  for  its  account  in  the  market,  only  at  prices 
fixed  by  Atlas  Corporation :  ^^^ 

A.  We  had  no  option  to  buy  it  cheap  or  high,  but  we  simply  bought  it  as 
brokers  and  bought  it  at  prices  that  they  indicated. 

Q.  That  was  at  the  market? 

A.  Sometimes  they  would  give  us  orders  under  the  market  and  sometimes 
they  gave  it  at  the  market,  but  we  simply  acted  as  their  brokers  and  bought 
it  at  prices  that  they  told  us. 

The  passing  of  the  dividends  on  the  preferred  stock,  the  cessation 
of  trading  in  that  stock  by  A.  G.  Becker  &  Co.,  Inc.,  and  a  general 
market  decline  in  the  value  of  securities  in  September  1931  caused 
a  sharp  drop  in  the  market  price  of  the  preferred  stock  of  National 
Securities  Investment  Company.  On  September  28,  1931,  the  date 
of  the  agreement  with  Atlas  Corporation,  the  preferred  stock  of  Na- 
tional Securities  Investment  Company  was  selling  at  $50  a  share. 
At  September  30,  1931  (the  agreement  was  dated  September  28,  1931), 
the  market  price  of  the  stock  was  $37  a  share,  although  its  asset  value 
was  $73.72  per  share.  From  October  1931  to  December  1934,  the 
preferred  stock  of  National  Securities  Investment  Company  con- 
sistently sold  in  the  market  at  prices  less  than  its  asset  value.  The 
following  schedule  illustrates  the  differential  between  the  market 
price  and  the  asset  value  of  the  stock :  ^^° 


Date 

Market  value 

Asset 
value  per 
share  (end 
of  month) 

High 

Low 

Last 

September  1931 

64 
40 

36 
31 

37 
40 
26 
28 
40 
51 H 

$73.  72 

Nov.  30, 1931 .. 

70  90 

June4,1932 .. 

53  80 

30 

27H 

June  1934  _ 

80  39 

December  1934 

79  66 

Mr.  Odium  attributed  the  immediate  decline  in  the  market  price  of 
the  preferred  stock  to  the  fact  that  in  September  1931  "England 
went  off  the  Gold  Standard,"  with  a  resulting  drop  in  security 
values.^^^  Mr.  Schaffner,  on  the  other  hand,  admitted  that  the  cessa- 
tion of  the  trading  activities  of  preferred  stock  of  National  Securities 
Investment  Company  would  cause  a  sharp  drop  in  its  market  value.^^^ 

With  the  market  price  of  National  Securities  Investment  Company 
preferred  stock  in  the  control  of  Atlas  Corporation,  and  with  A.  G. 
Becker  &  Co.,  Inc.,  engaged  in  acquiring  such  stock  for  Atlas  Corpo- 


qnestionnaire    for 


""  Op  cit.  supra,  note  74.  at  14390. 

'^^  Bank   and   Quotation   Record   and    the    reply   to    the   Commission's 
National  Securities  Investment  Company,  Pt.  I. 
«iOp.  cit.  supra,  note  52.  at  18029. 
^^Mr.  Schaffner  testified  (op.  cit.  supra,  note  74,  at  14376)  : 

Q.  So  it  was  to  the  interest  of  Atlas  Corporation,  if  they  were  acquiring  the  stock  in 
the  open  market,  that  the  preferred  stock  sell  as  low  as  possible ;  isn't  that  so  ? 

A.  Yes. 

Q.  And  one  means  to  accomplish  that  end  was  that  A.  G.  Becker  &  Company  should 
immediately  stop  an  orderly  market  in  the  preferred;  isn't  that  so? 

A.  I  think  probably  so. 
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ration,  the  latter  was  clearly  in  a  position  to  derive  substantial  profits 
on  its  purchase  of  preferred  stock.  Atlas  Corporation  and  its  affili- 
ated companies,  from  1931  to  1935  (the  year  in  which  National 
Securities  Investment  Company  was  dissolved),  purchased  92,974 
shares  of  the  preferred  stock  of  National  Securities  Investment  Com- 
pany at  an  aggregate  cost  of  $3,728,651.26.  The  asset  value  of  this 
stock  aggregated  $6,184,817.85.i'^3  Of  the  92,974  shares  of  National 
Securities  Investment  Company  preferred  stock  purchased  by  Atlas 
Corporation,  74,072  shares  were  purchased  through  A.  G.  Becker  & 
Co.,  Inc.,  as  brokers.^'^*  On  these  purchases  A.  G.  Becker  &  Co.,  Inc., 
received  brokerage  commissions  totaling  $44,670.27.^^^ 

By  September  2,  1932,  A.  G.  Becker  &  Co.,  Inc.,  had  been  paid 
$1,924,975.50  for  its  641,6581/2  shares  of  the  common  stock  of  National 
Securities  Investment  Company,  pursuant  to  and  under  the  terms  of 
the  agreement  of  September  28,  1931.^^^  This  total  payment  repre- 
sented the  difference  between  85%  of  the  liquidating  value  and  the 
cost  of  the  preferred  stock  of  National  Securities  Investment  Com- 
pany acquired  by  A.  G.  Becker  &  Co.,  Inc.,  as  agent  for  Atlas  Corpo- 
ration. Atlas  Corporation  thus  turned  over  to  A.  G.  Becker  &  Co., 
Inc.,  for  that  firm's  holdings  of  the  common  stock  of  National  Securi- 
ties Investment  Company  a  portion  of  its  ultimately  realized  profits 
on  the  acquisition  of  the  preferred  stocks  of  National  Securities 
Investment  Company  from  the  public.  The  $1,924,975.50  was  paid 
to  A.  G.  Becker  &  Co.,  Inc.,  for  stock  which  had  no  asset  value  and 
which  had  an  average  market  value  of  $1.25  per  share  over  the  period 
in  which  it  was  purchased.^"  A=  G.  Becker  &  Co.,  Inc.,  were  thus 
paid  $1,122,902.38  above  the  average  market  price  of  their  common 
stockholdings  during  the  period  of  time  in  which  Atlas  Corporation 
was  purchasing  such  stock.  Furthermore,  A.  G.  Becker  &  Co.,  Inc., 
emerged  from  its  connection  with  National  Securities  Investment 
Company  without  sustaining  any  loss ;  rather,  its  connection  with  the 
investment  company  had  been  highly  profitable.  A.  G.  Becker  & 
Co.,  Inc.,  had  recovered  the  actual  cost  of  its  investment  in  the  com- 
mon stock  of  National  Securities  Investment  Company  ^^^  through 


153  Op.  cit.  supra,  note  52,  at  18027.  To  derive  the  net  gain  in  asset  values  to  Atlas  Cor- 
poration as  a  result  of  its  purchases  of  the  preferred  stock  of  National  Securities  Investment 
Company,  there  must  be  added  to  the  cost  of  such  preferred  stock  the  approximately 
$2,000,000  spent  by  Atlas  Corporation  in  the  purchase  of  the  negative  asset  value  common 
stock  of  National  Securities  Investment  Company  (Public  Examination,  Atlas  Corporation, 
Commission's  Exhibit  No.  2001,  at  190).  On  this  basis  the  net  asset  value  gain  derived  by 
Atlas  Corporation  on  its  purchases  of  the  preferred  stock  of  National  Securities  Investment 
Company  was  $456,000. 

154  Op.  cit.  supra,  note  74,  Commission's  Exhibit  No.  1462. 
"^id.,  at  14392  and  Commission's  Exhibit  No.  1465. 

i5«0p.  cit.  supra,  note  52,  Commission's  Exhibit  No.  2001   (p.  175). 
«'  Ibid. 

i°8  Mr.  Schaffner  testified  (Public  Examination,  National  Securities  Investment  Company, 
at  14359)  : 

Q.  That  block  of  stock  (641,658%  shares  sold  to  Atlas  Corporation)  cost  A.  G.  Becker 
&  Company  approximately  $1,800,000? 

A.   One  million   nine. 

Q.  So  that,  as  far  as  A.  G.  Becker  &  Company  was  concerned,  *  *  *  they  lost  no 
money  ;  isn't  that  so? 

A.  Yes. 

Q.  So  we  had  the  situation,  as  far  as  A.  G.  Becker  is  concerned,  that  they  took  no 
loss  on  their  common  stock? 

A.  That  is  right. 
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its  sale  to  Atlas  Corporation.  In  addition,  A.  G.  Becker  &  Co.,  Inc., 
had  derived  a  profit  of  $276,366.09  as  underwriting  conunissions  on 
the  original  sale  of  the  securities  of  the  company  and  a  profit  of 
$579,183.67  as  the  result  of  trading  in  the  investment  company 
securities.^"^ 

When  examined  as  to  the  nature  of  the  entire  transaction  between 
A.  G.  Becker  &  Co.,  Inc.,  and  Atlas  Corporation;  as  to  whether  the 
agreement  by  its  terms  created  a  pecuniary  interest  in  A.  G.  Becker 
&  Co.,  Inc.,  antagonistic  to  the  interests  of  the  preferred  stockholders 
of  IS'ational  Securities  Investment  Company ;  and  as  to  whether  the 
contract  induced  a  breach  of  the  fiduciary  duty  of  A.  G.  Becker  & 
Co.,  Inc.,  to  protect  the  interest  of  the  preferred  stockholders  of 
National  Securities  Investment  Company,  Mr.  Schaffner  testified :  ^'*° 

Q.  *  *  *  I  am  trying  to  visualize  what  your  concept  of  your  duty  w*as 
with  respect  to  the  public  by  virtue  of  the  fact  that  you  underwrote  or  dis- 
tributed the  securities,  sponsored  the  company,  were  oflBcers  and  directors  and 
owned  the  controlling  block  of  stock.  You  won't  deny  that  those  factors  im- 
posed upon  A.  G.  Becker  &  Co.,  Inc.,  and  George  Pick  &  Co.,  Inc.,  an  obligation 
not  to  do  anything  to  hurt  the  stockholders. 

A.  Oh,  no  question. 

Q.  In  fact,  would  you  say  that  these  factors  imposed  upon  A.  G.  Becker  & 
Company  a  sort  of  affirmative,  at  least  moral  obligation  to  do  everything  they 
could  to  help  the  stockholders? 

A.  That  is  right. 

Q.  And  this  agreement  [with  Atlas]  was  made  by  A.  G.  Becker  &  Co.,  Inc., 
who  had  originally  underwritten  the  [preferred]  stock  and  originally  sold  it  for 
$100;  isn't  that  so? 

A.  Yes. 

Q.  At  a  time  when,  if  the  trust  were  liquidated,  the  stockholder  would  have 
gotten  $72. 

A.  Yes,  sir. 

Q.  And  at  a  time  when  A.  G.  Becker  pursuant  to  the  written  agreement 
promised  not  to  effect  any  transactions  in  preferred  stock  except  at  the  in- 
structions of  Atlas  Corporation;  isn't  that  so? 

A.  Yes. 

Q.  And  done  under  circumstances  by  which  A.  G.  Becker  would  stand  to  gain 
pecuniary  benefit  depending  upon  the  cheapness  at  which  they  could  pick  up 
the  preferred  stock;  isn't  that  so? 

A.  Yes. 

Q.  And  necessarily,  A.  G.  Becker  &  Co.,  and  for  that  matter.  Atlas  Corpora- 
tion, would  only  gain  under  those  circumstances  at  the  expense  of  the  stock- 
holder; isn't  that  so? 

A.  At  the  expense  of  the  stockholder  who  sold 

Q.  That  is  right. 

A.  Yes. 

Q .  And  a  stockholder  who  sold  his  stock  was  an  Individual  "entitled"  to 
$73.72.  The  peg  is  pulled,  the  stock  declined,  the  stock  is  picked  up,  and  the 
sponsor  gets  a  cut  on  the  difference  between  the  asset  value  and  the  market 
value;  isn't  that  so? 

A.  Yes. 


"»  See  supra,  pp.  1097  and  1100. 

i™  Op.  cit.  supra,  note  74,  at  14350,  14381,  14395. 
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Q.  *  *  *  Let  me  ask  you  frankly,  Mr.  SchafCner,  'and  I  am  going  to  dis- 
cuss it  a  little  more — looking  back  in  retrospect,  do  you  think  that  that  agree- 
ment and  the  conduct  of  A.  G.  Becker  &  Co.,  Inc.,  under  those  circumstances 
was  consonant  with  its  duty  that  it  owed  to  stockholders? 

A.  Well,  I  think  there  might  be  some  question  about  it. 

******* 

Q_  *  *  *  There  was  an  asset  value  of  $73.72  which  the  stockholder  could 
have  gotten  'and  the  other  incontrovertible  fact  was  that  the  sponsor  agreed  to 
pull  the  peg  on  their  trading  in  that  stock,  and  also  promised  under  no  cir- 
cumstances would  they  declare  a  dividend  and  also  promised  inferentially  at 
least  that  they  would  pick  up  stock  as  cheaply  as  possible  because  they  had  a 
pecuniary  interest  in  picking  up  stock  as  cheaply  as  possible;  isn't  that  true? 

A.  That  is  true. 

Mr.  Schaffner  further  testified :  ^^^^ 

Q    *     *     *     yQ^j  aj.g  not  defending  that  transaction,  are  you? 

A.  There  are  'a  lot  of  extenuating  circumstances  in  connection  with  that  that 
I  would  be  glad  to  give  you,  if  you  would  care  to  have  them. 

Q.  Well,  there  may  have  been  extenuating  circumstances ;  and  I  am  not  inter- 
ested in  embarrassing  you  with  respect  to  any  financial  condition  or  so  forth, 
but  looking  at  this  transaction  today,  Mr.  Schaffner,  you  don't  undertake  to 
defend  it,  do  you? 

A.  I  don't  attempt  to  defend  it.  I  am  only  wanting  to  say  that  in  extenua- 
tion of  it,  that  we  did  believe  that  even  with  this  transaction,  there  was  a  better 
market  for  National  Securities  preferred,  than  there  would  have  been  had  we 
continued  in  ownership. 

In  addition  to  effecting  the  cash  purchases  from  the  public  of  the 
preferred  stock  of  National  Securities  Investment  Company  for  the 
Atlas  Corporation,  A.  G.  Becker  &  Co.,  Inc.,  as  will  be  described 
below,  aided  the  Atlas  Corporation  in  its  exchange  program  to  ac- 
quire National  Securities  Investment  Company's  securities. 

On  October  2,  1931,  A.  G.  Becker  &  Co.,  Inc.  caused  the  members 
of  the  Board  of  Directors  of  National  Securities  Investment  Com- 
pany, all  of  whom  were  its  nominees,  to  resign,  and  simultaneously 
caused  the  election,  as  directors  of  the  company,  of  nominees  of  Atlas 
Corporation.  Atlas  Corporation  thereby  became  in  effect  a  "trustee" 
for  the  preferred  stockholders  of  National  Securities  Investment 
Company.  Nevertheless  Atlas  Corporation  was  seeking  to  purchase 
or  acquire  by  exchange  offer  the  public  holding  of  the  preferred 
shares  of  National  Securities  Investment  Company  at  prices  less  than 
the  asset  value  of  such  shares.  And  by  the  agreement  with  A.  G. 
Becker  &  Co.,  Inc.,  Atlas  Corporation  had  set  up  the  machinery 


"1  Id.,  at  14393.    When  examined  on  this  entii'e  transaction,  Mr.  Odium  testified  (op.  cit. 
supra,  note  52,  at  17994)  : 

Q.  Let  me  ask  you  a  broad  elementary  question,  Mr.  Orllum.  Of  course,  it  is  wrong 
for  a  person  to  violate  his  fiduciary  obligation  to  the  stockholders? 

A.  Yes. 

Q.  Do  you  consider  it  equally  wrong  for  a  person  to  induce  that  breach  of  fiduciary 
obligation  ? 

A.  That  is  rather  a  difficult  question  to  say  "yes"  or  "no"  to.  And  I  think  I  would 
have  to  have  particular  facts  to  answer  that  question.  I  think  it  is  wrong  for  anybody 
to  do  anything  that  is  wrong,  whicli  is  the  elementary  answer  to  that. 

Q.  Don't  you  consider  it  equally  wrong  for  an  individual  to  induce  somebody  else  to 
do  a  wrong? 

A.  Well,  if  somebody  induces  somebody  to  do  a  wrong,  I  should  say  that  somebody 
had  some  degree  of  participation  in  the  wrong-doing. 

Q.  And  have  some  element  or  degree  of  culpability? 

A.  Yi's. 
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for  the  accomplisliment  of  its  purpose  to  acquire  these  shares.  Mr. 
Odkim  testified  that  the  sum  of  his  duty  to  the  preferred  stockholders 
of  National  Securities  Investment  Company  was  an  obligation  to 
offer  them  a  fair  price  for  their  shares  and  to  manage  the  company 
fairly.^^" 

Atlas  Corporation  purchased  92,974  shares  of  preferred  stock  of 
National  Securities  Investment  Company  at  the  average  equivalent 
of  68.1%  of  the  liquidating  value  of  the  stock  when  purchased.^*'^ 
Mr.  Odium  testified  that  the  price  was  "fair"  because  during  the 
period  of  these  purchases  similar  preferred  stocks  of  other  investment 
companies  were  selling  at  a  market  price  equivalent  to  only  56.9% 
of  their  asset  values."^  The  net  profit  made  by  Atlas  Corporation  on 
its  purchases  of  the  preferred  stock  of  National  Securities  Investment 
Company  was  $456,000.1^^ 

Under  the  management  of  Atlas  Corporation  the  asset  value  of  the 
preferred  stock  of  National  Securities  Investment  Company  increased 
from  $73.72  to  approximately  $95  a  share  at  the  date  of  its  dissolution 
in  1935.^*^*^  However,  substantially  all  the  increase  in  the  asset  value 
of  this  preferred  stock  accrued  to  Atlas  Corporation  as  the  holder 
of  substantially  all  of  the  preferred  stock  of  National  Securities  In- 
vestment Company  and  pro  rata  to  those  preferred  stockholders  of 
National  Securities  Investment  Company  who  exchanged  their  stock 
for  Atlas  Corporation's  securities.  At  the  date  of  the  dissolution  of 
the  National  Securities  Investment  Company  in  1935,  Atlas  Corpora- 
tion had  acquired  by  purchase  and  exchange  offers  133,308  shares, 
or  95%  of  the  outstanding  preferred  stock  of  National  Securities 
Investment  Company .^*^^ 

Although  Atlas  Corporation  had  entered  into  the  agreement  of 
September  28,  1931  with  A.  G.  Becker  &  Co.,  Inc.,  the  obligations 
of  Atlas  Corporation  under  the  agreement  were  carried  out  not  by 
Atlas  Corporation  but  by  Chatham  Phenix  Allied  Corporation,^'^* 
another  investment  company,  control  of  which  had  been  acquired  by 
Atlas  Corporation  one  month  prior  to  its  acquisition  of  control  of 
National  Securities  Investment  Company."^  On  October  2,  1931, 
Chatham  Phenix  Allied  Corporation  advanced  the  "loan"  of 
$1,000,000  to  A.  G.  Becker  &  Co.,  Inc.,  and  received  as  "collateral" 
therefor  the  400,000  shares  of  National  Securities  Investment  Com- 
pany common  stock,^'°  which  had  no  asset  value  and  a  nominal  mar- 
ket value.  The  "loan,"  as  has  been  indicated,  could  be  satisfied  only 
by  realizing  on  333,3331/^  shares  of  the  collateral  at  $3  per  share  and 
in  effect  constituted  a  purchase  of  the  shares.  The  loss  to  Chatham 
Phenix  Allied  Corporation  of  $1,000,000  in  asset  values  could  only  be 
retrieved  if  A.  G.  Becker  &  Co.,  Inc.,  succeeded  in  purchasing  for  the 
account  of  Chatham  Phenix  Allied  Corporation  the  preferred  stock 
of  National  Securities  Investment  Company  at  a  sufficient  discount 


i<=Icl.,  at  18026  and  18064. 

i<53Id.,  at  18027. 

K54  Ibid. 

'n=  See  note  153,  supra. 

i«sid.,  Commission's  Exhibit  No.  2001   (p.  191). 

i'"Id.,  Commission's  Exhibit  No.  2001   (p.  192). 

i^sid.,  Commission's  Exhibit  No.  2001   (p.  170). 

^o"  See  infra,  pp.  1142-57. 

"oQp.  cit.  supra,  note  52,  Commission's  Exhibit  No.  2001  (p.  170). 
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from  asset  value  to  enable  Chatham  Phenix  Allied  Corporation  to 
profit  on  these  preferred  stock  purchases.  On  October  2,  1931,  Atlas 
Corporation  held  only  approximately  40%  of  the  outstanding  capital 
stock  of  Chatham  Phenix  Allied  Corporation/^^ 

From  September  1931  to  December  8,  1933,  when  it  was  dissolved, 
Chatham  Phenix  Allied  Corporation  purchased  82,672  shares  of  the 
preferred  stock  and  691,2191/^  shares  of  the  common  stock  of  National 
Securities  Investment  Company,^^^  The  common  shares  purchased 
included  the  641,658%  purchased  from  A.  G.  Becker  &  Co.,  Inc.,  for 
$1,924,975.50.  The  total  cost  of  both  the  preferred  stock  and  com- 
mon stock  of  National  Securities  Investment  Company  to  Chatham 
Phenix  Allied  Corporation  was  $4,948,560.61.^"  The  combined  mar- 
ket value  of  these  shares  in  December  1933  was  $5,207,735.73."*  In 
other  words  the  Chatham  Phenix  Allied  Corporation  had  made  a 
profit  by  December  1933  (based  on  market  values  at  that  date)  of 
$259,175.12  on  its  purchases  of  the  securities  of  National  Securities 
Investment  Company. 

On  the  dissolution  of  Chatham  Phenix  Allied  Corporation  the 
calculation  of  the  distributive  share  of  the  corporate  assets  to  which 
each  stockholder  was  entitled  was  based  on  the  market  value  of  most 
of  its  portfolio  securities.^^^  However,  the  securities  of  National 
Securities  Investment  Company  held  by  Chatham  Phenix  Allied 
Corporation  had  an  actual  asset  value  of  $6,643,217.60  on  December 
31,  1933,  as  compared  to  their  cost  of  $4,948,560.61,  to  Chatham 
Phenix  Allied  Corporation."''  The  difference  of  $1,694,656.99  be- 
tween the  asset  value  of  these  securities  and  their  cost  accrued  largely 
to  Atlas  Corporation.  Although  on  dissolution  of  Chatham  Phenix 
Allied  Corporation  its  stockholders  were  permitted  to  take  their  dis- 
tributive share  of  the  corporate  assets  either  in  cash  or  in  portfolio 
securities,  only  2,466  shares  of  the  preferred  and  20,6101/2  shares  of 
the  common  stock  of  National  Securities  Investment  Company  were 
distributed  in  kind  as  liquidating  dividends  or  sold  to  provide  cash  to 
be  paid  as  liquidating  dividends  to  minority  stockholders  of  Chatham 
Phenix  Allied  Corporation.^^^  On  the  other  hand.  Atlas  Corporation, 
as  the  holder  of  96.71%  of  the  securities  of  Chatham  Phenix  Allied 
Corporation,^^^  received  as  liquidating  dividends  79,031  shares  of  the 
preferred  stock  and  660,783  shares  of  the  common  stock  of  National 
Securities  Investment  Company.^^^  Thus  only  Atlas  Corporation 
and,  to  some  extent,  those  Chatham  Phenix  Allied  Corporation  stock- 
holders who  had  exchanged  their  stock  for  Atlas  Corporation  securi- 
ties benefited  substantially  by  the  investment  of  Chatham  Phenix 
Allied    Corporation    in   National    Securities   Investment   Company. 


"lid.,  Commission's  Exhibit  No.  2001  (pp.  113,  121). 

i"Id.,  Commission's  Exhibit  No.  2001  (p.  175). 

"2  Id.,  Commission's  Exhibit  No.   2040. 

"*  The  market  value  of  the  preferred  stock  of  National  Securities  Investment  Company  in 
December  1933  was  $40 1^  per  share.  The  market  value  of  the  common  stock  of  National 
Securities  Investment  Company  in  -December  1933  vras  $1  per  share  (Bank  ajid  Quotation 
Record.     December  1933). 

"=0p.  cit.  supra,  note  52,  Commission's  Exhibit  No.  2001  (p.  122). 

i'8  Reply  to  the  Commission's  questionnaire  for  National  Securities  Investment  Company, 
Pt.  I.  The  market  value  of  the  preferred  stock  was  $40%  per  share  and  its  asset  value  at 
the  same  date  was  $78.50  per  share. 

!■"  Op.  cit.  supra,  note  52,  Commission's  Exhibit  No.  2001   (p.  183). 

"«Ibid.   (p.  121). 

™Ibid.   (p.  183). 
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Minority  stockholders  of  Chatham  Phenix  Allied  Corporation  who 
accepted  their  distributive  share  of  the  assets  of  Chatham  Phenix 
Allied  Corporation  in  cash  derived  comparatively  little  benefit  from 
the  purchase  by  their  corporation  of  the  securities  of  National 
Securities  Investment  Company. 

(5)    EXCHANGE    OFFERS   FOR    NATIONAL    SECURITIES    INVESTMENT 
COMPANY  SECURITIES 

In  addition  to  its  own  purchases  and  the  purchases  by  Chatham 
Phenix  Allied  Corporation  of  the  securities  of  National  Securities 
Investment  Company,  Atlas  Corporation  also  acquired  such  securities 
as  the  result  of  exchange  offers.  On  June  4,  1932,  Atlas  Corporation, 
in  a  circular  letter  to  the  stockholders  of  National  Securities  Invest- 
ment Company,  offered  to  exchange  for  each  share  of  National 
Securities  Investment  Company  preferred  stock  a  unit  of  Atlas  Cor- 
poration securities  consisting  of  two-thirds  of  a  share  of  its  prefer- 
ence stock,  one  share  of  its  common  stock,  and  one  of  its  perpetual 
option  warrants  to  purchase  one  share  of  its  common  stock  at  $25 
per  share.^®° 

For  each  share  of  the  common  stock  of  National  Securities  Invest- 
ment Company,  Atlas  Corporation  offered  to  exchange  an  option 
warrant  to  purchase  one-third  of  a  share  of  its  common  stock  at  any 
time  at  the  price  of  $25  per  share.  Neither  of  these  securities  had 
any  asset  value,^^^  but  the  market  value  of  the  Atlas  Corporation 
warrant  offered  was  approximately  equivalent  to  the  market  value  of 
a  share  of  common  stock  of  National  Securities  Investment  Company. 
The  market  value  of  the  unit  of  Atlas  Corporation  securities  offered 
for  the  preferred  stock  of  National  Securities  Investment  Company 
exceeded  the  market  value  of  the  preferred  stock  of  National  Securi- 
ties Investment  Company  by  $2.80,  but  the  asset  value  of  each  share 
of  the  preferred  stock  of  National  Securities  Investment  Company 
was  $17.50  in  excess  of  the  asset  value  of  the  Atlas  Corporation 
securities  offered  in  exchange.  In  other  words,  preferred  stock- 
holders of  National  Securities  Investment  Company  who  accepted  the 
offer  suffered  a  gross  loss  in  asset  value  of  $17.50  per  share  of  their 
stock  but  gained  $2.80  in  market  value.^®^ 

As  a  result  of  its  exchange  offer,  Atlas  Corporation  acquired  23,458 
shares  of  the  preferred  stock  and  56,230  shares  of  the  common  stock 
of  National  Securities  Investment  Company.  On  the  exchange  of 
securities  preferred  stockholders  of  National  Securities  Investment 
Company  who  accepted  the  offer  suffered  a  gross  loss  in  asset 
values  of  $420,569,  but  gained  on  the  basis  of  a  difference  of  $2.80  a 
share,  a  total  of  $65,682.40  in  market  value.^®^ 

On  November  23,  1932,  Atlas  Corporation  entered  into  an  agree- 
ment with  A.  G.  Becker  &  Co.,  Inc.,  wherein  the  latter  agreed  to 
solicit  preferred  and  common  stockholders  of  National  Securities 
Investment  Company  to  exchange  their  shares  for  the  securities  of 
Atlas  Corporation.  A.  G.  Becker  &  Co.,  Inc.,  was  to  receive  a  com- 
mission of  $2  for  each  share  of  National  Securities  Investment  Com- 


iMId.,  Commission's  Exhibits  Nos.  1970,  2001   (pp.  170-8). 

isi  Ibid. 

is^id.,  Commission's  Exhibit  No.  2001   (p.  178). 

"3  Ibid.   (p.  179). 
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pany  preferred,  stock  exchanged  for  Atlas  Corporation  securities.  It 
was  understood  that  "sufficient  time  will  be  allowed  us  [A.  G.  Becker 
&  Co.,  Inc.]  to  approach  substantially  all  of  the  present  holders"  of 
the  stock  of  National  Securities  Investment  Company .^^*  Thus,  the 
original  sponsors  of  the  investment  company,  the  underwriters  of  its 
preferred  stock,  its  former  managers,  former  officers  and  directors, 
and  former  owners  of  the  controlling  block  of  stock  had  a  pecuniary 
interest  in  inducing  preferred  stockholders  of  National  Securities 
Investment  Company  to  exchange  their  securities  for  Atlas  Corpora- 
tion securities.  On  December  15,  1932  Atlas  Corporation  offered  to 
exchange  a  unit  of  its  securities,  consisting  of  eight-tenths  of  a  share 
of  its  preference  stock  and  one  and  three-quarters  of  its  option  war- 
rants for  each  share  of  National  Securities  Investment  Company 
preferred  stock.  For  each  share  of  the  common  stock  of  National 
Securities  Investment  Company,  Atlas  Corporation  offered  to  ex- 
change one-third  of  one  of  its  option  warrants.  Although  the  offer 
.stated  that  "A.  G.  Becker  &  Co.,  Inc.,  of  Chicago  and  New  York, 
have  requested  us  [Atlas]  to  make  the  offer,"  the  offer  did  not  reveal 
that  A.  G.  Becker  &  Co.,  Inc.,  was  to  receive  commissions  for  its 
services.^^^ 

On  the  basis  of  market  values,  the  offers,  as  was  the  case  in  most  of 
the  Atlas  Corporation  exchange  offers,  were  favorable  to  National 
Securities  Investment  Company  stockholders.  The  Atlas  Corpora- 
tion securities  offered  for  the  National  Securities  Investment  Com- 
pany preferred  stock  had  a  market  value  which  exceeded  the  market 
value  of  the  preferred  stock  of  National  Securities  Investment  Com- 
pany by  $1.21  a  share.  The  Atlas  Corporation  warrants  offered  for 
the  common  stock  of  National  Securities  Investment  Company  had 
a  market  value  which  exceeded  the  market  value  of  the  common  stock 
of  National  Securities  Investment  Company  by  42  cents  a  share.^^*^ 
However,  as  has  been  pointed  out,  the  transactions  of  Atlas  Corpo- 
ration in  the  securities  of  National  Securities  Investment  Company 
were  virtually  the  "market"  in  those  securities. 

In  terms  of  asset  value,  however,  the  preferred  stockholders  of 
National  Securities  Investment  Company  who  accepted  the  exchange 
offer  suffered  a  gross  loss  in  asset  value  of  $17.27  a  share  of  their 
preferred  stock.^®^  Neither  the  common  stock  of  National  Securities 
Investment  Company  nor  the  Atlas  Corporation  warrants  offered  in 
exchange  had  any  asset  value.^^® 

As  a  result  of  this  offer,  Atlas  Corporation  acquired  19,775  shares 
of  the  preferred  stock  and  86,475  shares  of  the  common  stock  of 
National  Securities  Investment  Company.  The  total  gross  asset  loss 
to  National  Securities  Investment  Company  preferred  stockholders 
who  accepted  the  Atlas  Corporation  offer  was  approximately 
$395,771.^^^ 

On  June  13,  1933,  Atlas  Corporation  again  presented  an  offer  of 
exchange  to  the  stockholders  of  National  Securities  Investment  Com- 
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paiiy.^^°  In  this  offer,  Atlas  Corporation  agreed  to  exchange  2.6 
shares  of  its  common  stock  for  each  share  of  National  Securities 
Investment  Company  preferred  stock  and  one-third  of  an  Atlas  Cor- 
poration warrant  for  each  share  of  common  stock  of  National  Secu- 
rities Investment  Company .^^^  At  the  date  of  the  offer  the  asset  value 
of  the  National  Securities  Investment  Company  preferred  stock  was 
$71.72,  as  compared  with  an  asset  value  of  $27.82  for  the  2.6  shares 
of  Atlas  Corporation  common  stock  offered  in  exchange  for  the  i)re- 
f  erred  stock.^''-  In  other  words.  National  Securities  Investment  Com- 
pany preferred  stockholders  accepting  the  offer  suffered  a  gross  loss 
of  $43.90  a  share  of  their  preferrecl  stock.  However,  the  market 
value  of  the  Atlas  Corporation  securities  exceeded  the  market  value 
of  the  preferred  stock  of  National  Securities  Investment  Company 
by  $15.10.^^^  The  common  stock  of  National  Securities  Investment 
Company  and  the  warrants  of  Atlas  Corporation  offered  in  exchange 
had  no  asset  value  but  were  of  approximately  equal  market  value.^^* 

As  a  result  of  its  exchange  offer  of  June  13,  1933,  Atlas  Corpora- 
tion acquired  854  shares  of  the  preferred  stock  and  7,847  shares  of 
the  common  stock  of  National  Securities  Investment  Company.  On 
these  exchanges  Atlas  Corporation  derived  an  asset  gain  of 
$16,381.75.1^5 

Acceptance  of  both  the  Atlas  Corporation  offers  of  December  15, 
1932,  and  June  13,  1933,  was  actively  solicited"  by  A.  G.  Becker  & 
Co.,  Inc.,  and  that  firm  received  as  commissions  from  Atlas  Corpo- 
ration a  total  of  $50,676.1^'= 

By  July  24,  1935,  as  a  result  of  its  cash  purchases  and  exchange 
offers,  Atlas  Corporation  had  acquired  133,308  shares  of  the  preferred 
stock  and  855,985%  shares  of  the  common  stock  of  National  Securities 
Investment  Company  at  a  total  cost  of  $7,754,372,  as  per  Atlas  Cor- 
poration's books  after  eliminating  all  intercompany  transactions  be- 
tween Atlas  Corporation  and  its  subsidiaries  and  deducting  the  total 
asset  gains  of  $832,722  made  by  Atlas  Corporation  on  its  exchange 
offers  for  the  securities  of  National  Securities  Investment  Company. 
The  holdings  of  Atlas  Corporation  in  National  Securities  Investment 
Company  at  that  time  constituted  97%  of  that  company's  outstand- 
ing preferred  stock  and  92%  of  its  outstanding  common  stock.^^^ 

On  July  24,  1935,  Atlas  Corporation  caused  National  Securities 
Investment  Company  to  be  dissolved.  Net  assets  of  the  investment 
company  th^i  totaled  $13,145,780.62,  an  amount  sufficient  to  pay 
$95.41  a  share  on  each  of  the  company's  outstanding  preferred 
shares.i^^  Since  the  preferred  stock  was  entitled  in  liquidation  to  a 
prior  claim  against  the  corporate  assets  to  the  extent  of  $100  and 
accrued  dividends,  the  common  stockholders  of  the  company  were 
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entitled  to  no  share  of  the  corporate  assets.  However,  the  Atlas  Cor- 
poration, from  its  own  share  of  the  assets  of  National  Securities 
Investment  Company,  paid  $1.50'  a  share  to  the  minority  common 
stockholders  of  that  company. 

Atlas  Corporation  received,  as  a  liquidating  dividend  on  its  hold- 
ings of  the  securities  of  National  Securities  Investment  Company, 
cash  and  securities  valued  at  market  totaling  $12,606,044.^^^  Thus, 
the  net  profits  to  Atlas  Corporation  on  its  investment  in  National 
Securities  Investment  Corpany's  preferred  and  common  stocks  totaled 
$4,852,000.  Of  this  entire  profit  $1,289,000  represented  the  asset  gains 
at  the  time  of  acquisition  on  the  preferred  and  common  stocks  of 
National  Securities  Investment  Company  which  Atlas  Corporation 
had  acquired  by  purchase  or  exchange.  To  some  extent,  those  Na- 
tional Securities  Investment  Company  stockholders  who  exchanged 
their  shares  for  Atlas  Corporation  securities  by  becoming  stockhold- 
ers of  Atlas  Corporation  participated  in  this  g?im  since  they  shared 
in  the  ultimate  profits  made  by  Atlas  Corporation. 

b.  Atlantic  and  Pacific  International  Corporation — Morris  Plan  Cor- 
poration— David  M.  Milton 

On  April  26,  1928,  Atlantic  and  Pacific  International  Corporation 
was  incorporated  in  Maryland  ^°°  to  function  as  an  investment  com- 
pany, and  its  charter  sharply  restricted  the  investment  policies  which 
could  be  pursued  by  its  management.  Among  the  restrictions  was  a 
prohibition  against  the  investment  of  more  than  25%  of  the  corpora- 
tion's general  funds  in  the  securities  of  banking  institutions  or  invest- 
ment organizations.^"^ 

The  authorized  capitalization  of  the  corporation  consisted  of  a  pre- 
ferred stock,  a  Class  A  common  stock,  and  a  Class  B  common  stock. 
The  Class  A  common  stock  was  entitled  on  liquidation  to  receive  the 
net  amount  received  by  the  corporation  on  its  sale  before  any  portion 
of  the  assets  was  to  accrue  to  the  Class  B  common  stock."°"  The  pre- 
ferred stock  had  voting  rights  only  on  default  of  four  consecutive 
dividend  payments.^"^  The  Class  A  common  stock  and  Class  B  com- 
mon stock  each  had  one  vote  per  share.^°* 

The  preferred  stock  and  the  Class  A  common  stock  of  the  corpora- 
tion were  sold  to  the  public.^''^  In  excess  of  95%  of  the  146,250  shares 
of  the  Class  B  common  stock  which  were  outstanding  as  at  December 
31,  1931,20'5  had  been  acquired  in  1930  by  United  States  Shares  Cor- 
poration,2°^  all  of  whose  common  stock,  representing  50%  of  the  total 


"9  Ibid.  Of  this  amount,  $3,047,777.31  constituted  cash  and  $9,558,266.97  was  represented 
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voting  stock,  was  owned,  by  holding  companies  controlled  by  a  group 
of  individuals  headed  by  Gero  von  S.  Gaevernitz  and  Donald  J. 
Hardenbrook.2°^  Members  of  the  Gaevernitz  group  personally  owned 
all  of  the  Class  A  common  shares  of  United  States  Shares  Corpora- 
tion. These  Class  A  shares  constituted  the  remaining  50%  of  the  vot- 
ing securities  of  United  States  Shares  Corporation.-"'' 

Mr.  Hardenbrook  and  Mr.  Gaevernitz,  in  December  1931,  were 
president  and  vice  president,  respectively,  of  Atlantic  and  Pacific 
International  Corporation.  They  also  were  directors  and  members 
of  the  executive  committee  of  the  corporation.  Travis  H.  Whitney, 
another  member  of  the  Gaevernitz  group,  was  also  a  member  of 
Atlantic  and  Pacific  International  Corporation's  executive  com- 
mittee.2i° 

By  December  31,  1931,  Atlantic  and  Pacific  International  Corpora- 
tion's net  operating  losses  totaled  $2,290,254.08.  The  corporation's 
assets,  based  on  the  market  value  of  its  securities  and  on  the  cost  of 
nonmarketable  securities,  totaled  $2,470,143.^"  Against  these  assets 
there  existed  the  claims  of  the  holders  of  the  company's  outstanding 
43,168  shares  of  preferred  stock,  its  outstanding  101,59853/gQ  shares  of 
Class  A  common  stock,  and  its  outstanding  146,250  shares  of  Class  B 
common  stock.^^^  The  preferred  stock  of  the  corporation  was  en- 
titled, on  a  dissolution  of  the  corporation,  to  $50  a  share,  or  a  total  of 
$2,158,400.  In  addition,  accrued  unpaid  dividends  on  the  preferred 
stock  as  at  December  31, 1931,  totaled  $6.30  a  share,  or  a  total  of  $271,- 
95g_2i3  r^Y^Q  ^otal  claim  on  the  assets  of  the  corporation  represented 
by  its  outstanding  preferred  stock  was,  therefore,  $2,430,358.  After 
satisfaction  of  the  preferred  stock  claim,  the  corporation's  assets  as 
at  December  31,  1931,  would  have  been  sufficient  to  pay  only  approx- 
imately 40  cents  a  share  to  the  Class  A  stockholders  who  were  entitled 
on  liquidation  to  receive  in  preference  to  the  Class  B  stock  the  amount 
which  they  had  invested  in  the  enterprise.^^'*  The  amount  paid  into 
the  corporation  by  the  Class  A  stock  was  approximately  $20  a  share. 
As  a  consequence,  the  Class  B  stock,  which  was  substantially  all  owned 
by  the  Gaevernitz  group  and  controlled  United  States  Shares  Corpora- 
tion, had  no  asset  value. 

Most  of  Atlantic  and  Pacific  International  Corporation's  assets,  as 
of  December  31,  1931,  were  extremely  liquid.  Of  its  total  assets  at 
market  value,  $1,952,461,  or  80%,  consisted  of  cash  or  U.  S.  Govern- 
ment bonds ;  ^^^  the  market  value  of  domestic  corporate  securities 
held  by  the  corporation  totaled  $433,225.-^^  The  remaining  assets 
of  the  corporation  consisted  of  foreign  securities,  largely  those  of 
German  political  subdivisions  which  had  no  market.^^^  These  for- 
eign securities  were  carried  on  the  corporation's  books  at  a  value  of 
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$477,616/^^  representing  substantially  the  cost  of  such  securities  to  the 
corporation.^^** 

In  September  1931  the  liquid  character  of  the  assets  of  Atlantic  and 
Pacific  International  Corporation  became  of  interest  to  Morris  Plan 
Corporation  of  America,  which  then  was  in  immediate  need  of  cash. 
Morris  Plan  Corporation  was  then  directly  or  indirectly  liable  upon 
$4,898,000  principal  amounts  of  notes  and  debentures  which  it  had 
issued  or  which  had  been  issued  by  its  wholly-owned  subsidiaries.^^" 
Of  these  notes,  $1,082,500,  in  principal  amount,  were  to  mature  late 
in  1931  and  early  in  1932.  To  meet  this  obligation  the  Morris  Plan 
Corporation  had  only  $26,507  in  free  cash.-^  The  remainder  of  its 
assets  consisted  of  its  right  to  the  exclusive  use  of  the  so-called 
"Morris  Plan"  of  industrial  banking  which  the  corporation  valued  at 
$1,000,000  as  at  September  30,  1931,  and  of  other  assets  consisting 
largely  of  the  stock  of  the  various  Morris  Plan  Banks  having  a  book 
value  of  approximately  $11,000,000.  However,  substantially  all  of 
these  assets  taken  at  book  value  were  pledged  as  collateral  for  the 
outstanding  $4,898,000  of  notes  issued  directly  or  indirectly  by  the 
Morris  Plan  Corporation.^^^ 

Apparently,  a  public  offering  of  Morris  Plan  Corporation  securities 
was  not  then  feasible,  especially  in  view  of  the  market  behavior  of 
the  notes  of  Morris  Plan  Corporation  which  were  then  selling  at  a 
50%  discount  from  their  face  value.--^ 

Late  in  1931  John  Speed  Elliott  succeeded  in  interesting  Arthur 
Morris,  the  president  of  Morris  Plan  Corporation,  in  the  possibilities 
of  acquiring  the  $1,950,000  in  cash  and  U.  S.  Government  bonds 
owned  by  Atlantic  and  Pacific  International  Corporation  by  selling 
to  that  corporation  securities  of  Morris  Plan  Corporation.--* 

In  order  to  accomplish  the  sale  of  Morris  Plan  Corporation's 
securities  to  Atlantic  and  Pacific  International  Corporation  for 
$1,950,000,  a  sum  which  constituted  the  value  of  all  the  quick  assets 
of  the  corporation,  an  amendment  to  Atlantic  and  Pacific  Inter- 
national Corporation's  charter  was  necessary.  It  will  be  recalled  that 
Atlantic  and  Pacific  International  Corporation's  charter  forbade  the 
investment  of  more  than  25%  of  its  assets  in  the  securities  of  banking 
institutions.--^  The  contemplated  purchase  of  the  Morris  Plan  Cor- 
poration securities  would  violate  this  charter  provision. 

An  amendment  of  the  charter  of  Atlantic  and  Pacific  International 
Corporation  to  remove  these  investment  restrictions  would  require 
the  vote  by  classes  of  two-thirds  of  each  class  of  the  voting  securities 
of  the  corporation.--'^  All  of  the  outstanding  securities  of  Atlantic 
and  Pacific  International  Corporation,  the  preferred  stock,  Class  A 
stock,  and  Class  B  stock,  then  had  voting  rights,  the  right  of  the 
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preferred  stock  to  vote  having  accrued  because  of  a  default  in  the 
payment  of  four  consecutive  dividends.^^^ 

Mr.  Morris'  intention  was  to  acquire  two-thirds  of  the  preferred 
stock  and  two-thirds  of  the  Chiss  A  common  stock  of  Atlantic  and 
Pacific  International  Corporation  by  means  of  an  exchange  olfer  of  a 
newly  created  Morris  Plan  Corporation  preferred  stock  and  common 
stock.  The  two-thirds  of  the  securities  of  each  of  these  classes  of 
stock  so  acquired  were  to  be  voted  by  Morris  Plan  Corporation  in 
favor  of  an  amendment  to  Atlantic  and  Pacific  International  Cor- 
poration's charter  eliminating  the  investment  restrictions  which  in- 
terfered with  the  contemplated  sale  of  Morris  Plan  Corporation's 
securities  to  Atlantic  and  Pacific  International  Corporation. 

Mr.  Morris,  however,  was  informed  by  his  counsel,  Ellery  C.  Hun- 
tington, a  partner  in  the  law  firm  of  Satterlee  &  Canfielct,  that  the 
consent  of  two-thirds  of  the  holders  of  the  Class  B  stock  of  Atlantic 
and  Pacific  International  Corporation  would  be  necessary  to  the  con- 
templated amendment  of  Atlantic  and  Pacific  International  Corjpo- 
ration's  charter.^-®  Mr.  Morris  accordingly  began  negotiations  with 
the  group  of  individuals  headed  by  Mr.  Gaevernitz,  who  controlled, 
through  United  States  Shares  Corporation,  in  excess  of  90%  of  the 
Class  B  stock  of  Atlantic  and  Pacific  International  Corporation.^^^ 

As  a  result  of  these  negotiations,  Mr.  Gaevernitz  and  his  associates 
agreed  to  "go  along"  with  the  plan  of  Morris  Plan  Corporation."^" 
As  the  price  of  this  cooperation,  however,  Morris  Plan  Corporation 
apparently  agreed  to  purchase  at  a  price  of  approximately  $250,000  -^^ 
certain  nonmarketable  German  securities  owned  by  United  States 
Shares  Corporation  -^-  and  by  Atlantic  and  Pacific  International  Cor- 
poration— securities  which  Mr.  Morris  referred  to  in  his  testimony 
as  "Eskimos."  -^^  Morris  Plan  Corporation  also  agreed  to  exchange 
its  preferred  and  common  stock  for  the  common  stock  of  United 
States  Shares  Corporation  ^^  which,  it  will  be  recalled,  was  held  by 
two  holding  companies  controlled  by  Mr.  Gaevernitz  and  his  asso- 
ciates. The  purchase  by  Morris  Plan  Corporation  of  the  frozen 
German  securities  held  by  United  States  Shares  Corporation  appar- 
ently would  enhance  the  asset  value  of  its  Class  A  shares.-®^  As  has 
been  pointed  out,  Mr.  Gaevernitz  and  his  associates  owned  all  the 
Class  A  shares  of  United  States  Shares  Corporation.^^s  These  shares 
represented  50%  of  the  voting  stock  of  United  States  Shares  Cor- 
poration. United  States  Shares  Corporation  in  turn  owned  95%  of 
the  Class  B  shares  of  Atlantic  and  Pacific  International  Corporation 
which  represented  control  of  that  corporation.  Thus,  control  of 
Atlantic  and  Pacific  International  Corporation  would  still  remain 
in  the  Gaevernitz  group  by  virtue  of  their  control  of  the  Class  A 
shares  of  United  States  Shares  Corporation. 
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The  obligations  of  Morris  Plan  Corporation  were  conditioned,  how- 
ever, upon  the  acceptance  of  exchange  offers  by  the  holders  of  two- 
thirds  of  the  preferred  and  Class  A  stock  of  Atlantic  and  Pacific 
International  Corporation.^^^  Thus,  an  incentive  was  created  in  Mr. 
Gaevernitz  and  his  associates  to  foster  the  Morris  Plan  Corporation's 
exchange  offer. 

Mr.  Morris,  in  his  testimony,  admitted  that  the  cooperation  of  Mr. 
Gaevernitz  and  his  associates  had  been  obtained  by  the  promise  of 
Morris  Plan  Corporation  to  purchase  the  frozen  assets  of  United 
States  Shares  Corporation — purchases  which  would  increase  the  value 
of  the  Class  A  shares  of  United  States  Shares  Corporation  held  by 
Mr,  Gaevernitz  and  his  associates.    Mr.  Morris  testified :  -^^ 

A.  The  only  thing  Gaevernitz  insisted  on  was  that  we  would  agree  to  take  on 
these  frozen  assets  that  we  had  nicknamed  "Eskimos"  and  which  practically 
had  no  market  value,  at  a  price  that  had  been  set  by  him.  My  recollection  of 
the  price  is  that  it  was  between  two  and  three  hundred  thousand  dol- 
lars    *     *     * 

Q.  Now,  Mr.  Morris,  Mr.  von  Gaevernitz',  controlled  stock  had  no  asset  value 
at  all — it  was  just  that  it  was  in  the  key  position ;  isn't  that  so — it  controlled 
the  situation? 

A.  Well,  the  record  will  show  that.  You  mean  those  "B"  shares  of  Atlantic 
and  Pacific? 

Q.  Yes. 

A.  Oh,  they  were  under  water. 

Q.  They  were  under  water? 

A.  Yes. 

Q.  And  the  "A"  shares  that  controlled  the  situation,  they  were  under  water  and 
valueless,  too,  except  that  he  could  control  the  United  States  Shares  Corpora- 
tion with  them — isn't  that  so?  I  am  talking  about  the  "A"  stock  of  United  States 
Shares  Corporation,  the  block  that  he  held  that  controlled  the  situation. 

A.  I  don't  remember. 

Q.  Isn't  it  obvious,  Mr.  Morris,  that  the  reason  he  wanted  you  to  overpay 
two  or  three  hundred  thousand  dollars  was  to  give  some  value  to  the  stock  that 
he  held — isn't  that  so? 

A.  I  imagine  so. 

Having  thus  secured  the  cooperation  of  the  management  of  Atlantic 
and  Pacific  International  Corporation,  on  December  1,  1931,  Morris 
Plan  Corporation  offered  to  exchange  its  preferred  and  common 
stocks  for  the  preferred  and  Class  A  stock  of  Atlantic  and  Pacific 
International  Corporation.^^^ 

Accompanying  the  offer  of  Morris  Plan  Corporation  was  a  letter 
signed  by  Donald  J.  Hardenbrook,  the  president  of  Atlantic  and 
Pacific  International  Corporation,  which  stated :  ^^'^ 

Due  to  the  continued  unsettled  conditions  in  the  securities  markets  through- 
out the  world,  dividends  on  the  Preferred  Stock  of  your  Corporation  have  been 
passed  for  almost  two  years  and  the  asset  value  of  the  Class  "A"  Common 
Stock  has  been  almost  completely  eliminated. 

In  view  of  these  conditions  and  the  uncertain  future  outlook  for  small  invest- 
ment companies,  your  board  is  of  the  opinion  that  this  offer  which  provides  a 
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direct  aud  immediate  opportunity  whereby  stockholders  may  exchange  their 
shares  for  those  of  a  larger  corporation  capable  of  paying  dividends  and  whose 
activities  are  based  on  a  time  tested  stable  business  with  greater  possibilities  of 
future  development,  is  one  which  should  be  submitted  to  stockholders  for 
consideration. 

The  letter  of  Mr.  Hardenbrook,  who,  as  has  been  stated,  was  a 
member  of  the  Gaevernitz  group,  also  pointed  out  that  "United 
States  Shares  Corporation  owned  in  excess  of  90%  of  the  outstand- 
ing shares  of  Class  B  common  stock  of  this  corporation  [Atlantic 
and  Pacific  International  Corporation]  and  three  of  its  directors 
are  directors  of  this  corporation."  -*^  The  names  of  these  directors, 
of  whom  Mr.  Hardenbrook  was  one,  were  not  revealed.  The  letter 
then  went  on  to  state :  -*- 

United  States  Shares  Corporation  has  outstanding  common  stock,  Class  "A" 
stock  and  options  to  purchase  common  stock.  An  offer  has  been  made  by  the 
Morris  Plan  Corporation  of  America  to  said  United  States  Shares  Corporation 
which  contemplates  that  upon  the  happening  of  certain  contingencies,  includ- 
ing the  acceptance  of  the  enclosed  offer  of  the  Morris  Plan  Corporation  of 
America  by  the  stockholders  of  this  corporation  and  the  liquidation  of  certain 
assets  of  this  corporation  and  of  said  United  States  Shares  Corporation,  an 
offer  will  be  made  to  the  stockholders  of  United  Holding  Corporation  and/or 
United  States  Financial  Holding  Corporation  (which  together  own  all  of  the 
issued  and  outstanding  common  stock  of  United  States  Shares  Corporation)  to 
exchange  their  stock  for  preferred  stock  *  *  *  and/or  common  stock  of 
the  Morris  Plan  Corporation  of  America. 

It  will  be  noted  that  the  letter  failed  to  disclose  that  Mr.  Harden- 
brook, Mr.  Gaevernitz,  and  their  associates  owned  all  of  the  Class  A 
stock  of  United  States  Shares  Corporation  and  that  they  also  con- 
trolled United  Holding  Corporation  and  United  States  Financial 
Holding  Corporation^  which,  as  the  letter  states,  controlled  all  of  the 
common  stock  of  United  States  Shares  Corporation.^*^  Nor  did  the 
letter  reveal  their  pecuniary  interest  in  the  increase  in  the  asset  value 
of  their  Class  A  common  stock  of  United  States  Shares  Corporation 
which  would  accrue  to  Mr.  Hardenbrook  and  his  associates  as  a  re- 
sult of  the  purchase  by  Morris  Plan  Corporation  of  the  frozen  Ger- 
man securities  held  by  United  States  Shares  Corporation. 

Although  Mr.  Hardenbrook's  letter  to  the  stockholders  of  Atlantic 
and  Pacific  International  Corporation  did  not,  in  so  many  words, 
recommend  the  acceptance  of  the  offer  of  Morris  Plan  Corporation, 
the  laudatory  statements  made  with  respect  to  Morris  Plan  Cor- 
poration implied  a  recommendation  of  acceptance  of  the  exchange 
offer. 

Immediate  opposition  developed  to  the  offer  of  Morris  Plan  Cor- 
poration. A  group  of  Philadelphia  investment  bankers  who  had 
distributed  Atlantic  and  Pacific  International  Corporation  preferred 
and  Class  A  stock  in  Philadelphia  ^**  formed  a  protective  committee 
to  oppose  the  Morris  Plan  offer.-*^     This  committee  sent  circular 
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letters  to  Atlantic  and  Pacific  International  Corporation  stock- 
holders on  December  9,  1931,  and  December  19,  1931,  urging  non- 
acceptance  of  the  Morris  Plan  offer.-'"'  The  committee  asserted  that 
the  market  value  of  the  Morris  Plan  Corporation  securities  offered 
for  the  Atlantic  and  Pacific  International  Corporation  preference 
stock  would  not  exceed  $18,  whereas  the  quick  assets  of  Atlantic  and 
Pacific  International  Corporation,  if  the  company  were  dissolved, 
were  sufficient  to  pay  $40  on  each  share  of  preferred  stock.^^^  The 
committee  demanclecl  the  dissolution  of  Atlantic  and  Pacific  Inter- 
national Corporation. 2*® 

To  these  letters  of  the  protective  committee,  Mr.  Hardenbrook 
replied  on  December  18,  1931.2^9  Mr.  Hardenbrook  pointed  out  the 
impossibility  of  liquidating  Atlantic  and  Pacific  International  Cor- 
poration without  the  consent  of  its  Class  A  and  Class  B  stockholders. 
His  letter  failed  to  mention  that  he  and  his  associates  controlled  the 
Class  B  stock.    The  letter  further  stated :  ^^o 

The  board  of  directors  of  this  corporation  [Atlantic  and  Pacific  International 
Corporation]  was  of  the  opinion  that  the  offer  of  the  Morris  Plan  Corporation 
of  America  should  be  submitted  to  stockholders  for  their  consideration  as  it 
provided  an  opportunity  whereby  the  preferred  stockholders  could  exchange 
their  shares  for  a  dividend  paying  preferred  stock  backed  up  by  a  three 
year  dividend  guaranty  reserve.  At  the  same  time,  the  Class  A  common  stock- 
holders are  given  the  opportunity  of  exchanging  their  shares,  which  only  have 
a  nominal  value  for  a  common  stock  in  the  Morris  Plan  Corporation  of  America 
having  a  book  value  of  approximately  $2.00  per  share  and  thus  becoming  stock- 
holders in  a  much  larger  company  showing  substantial  earning  power  even 
under  present  conditions  and  whose  activities  are  based  on  a  business  which 
has  been  tried  and  found  profitable  for  a  period  of  years. 

Although  Mr.  Hardenbrook  in  his  testimony  denied  that  the 
quoted  paragraph  in  his  letter  constituted  a  recommendation  of  the 
Morris  Plan  Corporation  offer,^^^  it  is  obvious  that  the  statements 
made  were  highly  favorable  to  Morris  Plan  Corporation. 

In  addition  to  circularizing  the  Atlantic  and  Pacific  International 
Corporation  stockholders  in  opposition  to  the  Morris  Plan  Corpora- 
tion offer,  the  protective  committee  of  investment  bankers  took  legal 
steps  to  block  the  plans  of  the  Morris  Plan  Corporation  and  the 
Gaevernitz-Hardenbrook  group.  The  committee  applied  to  the 
Maryland  Circuit  Court  in  Baltimore  for  an  injunction  restraining 
any  amendment  to  the  charter  of  Atlantic  and  Pacific  International 
Corporation  which  would  permit  it  to  purchase  $1,950,000  of  the 
securities  of  Morris  Plan  Corporation.^^^  Judge  O'Dunne  of  the 
Baltimore  Circuit  Court  dismissed  the  proceedings  as  prematurely 
brought  in  view  of  the  fact  that  no  attempt  had  been  made  to  amend 
Atlantic  and  Pacific  International  Corporation's  charter.^^s  How- 
ever, he  expressly  granted  to  the  plaintiffs  the  right  to  renew  their 
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application  for  an  injunction  if  an  amendment  to  Atlantic  and  Pa- 
cific Internatinal  Corporation's  charter  became  imminent,  and  in 
his  oral  opinion  he  intimated  his  disapproval  of  the  scheme  of  the 
Morris  Plan  Corporation  and  of  the  management  of  Atlantic  and 
Pacific  International  Corporation.  With  reference  to  the  activities 
of  the  latter,  Judge  O'Dunne  pointedly  remarked  that:  ^^* 

It  is  a  very  artfully  put  clause  on  the  fourth  page  of  the  Morris  Plan  offer, 
in  which  they  [the  Hardenbroolc-Gaeveruitz  group]  do  disclose  the  fact  of  the 
existence  of  the  United  States  Shares  Corporation  owning  90%  of  the  stock 
of  the  B  Class.  We  know  in  corporate  management  wherever  bold  and  raw 
things  are  put  over  successfully  and  prove  beneficial,  even  though  parties  are 
most  apprehensive  of  the  result  at  the  time,  when  they  work  out  successfully, 
everybody  says,  "Captain  of  Finance" — if  they  fail,  there  are  nastier  terms 
used.  However,  when  they  get  into  an  equity  court,  the  trustees  of  a  cor- 
poration are  held  to  a  strict  accountability  for  the  discharge  of  their  trust, 
much  stricter  than  ofiicers  of  a  corporation  hold  them  in  the  actual  adminis- 
tration of  it  in  most  cases,  I  think. 

Judge  O'Dunne,  in  a  "homely  illustration"  of  the  facts  alleged  in 
the  bill  of  complaint  before  him,  also  stated :  ^^° 

It  impressed  me  very  similarly  to  a  girl,  free,  white,  and  twenty-one,  who 
had  got  four  millions  on  her  person  in  cash  and  liquid  assets  and  who  finds 
courting  her  a  dapper  young  man  named  Morris  Plan,  who  alleges  that  he  is 
a  good  deal  richer  than  she  is  and  gives  her  an  inventory  of  his  assets  as  worth 
about  twelve  million  dollars  and  against  the  real  cash  she  has  got  on  her  of 
four  million  and  when  she  asked  where  is  it,  well  he  says,  I  have  it  hocked 
right  now,  most  of  it ;  some  of  it  is  my  trade  name  *  *  *  ^nd  the  rest  of 
it  is  valuable  equity  that  you  will  have  to  take  on  faith.  Now  she  called  up  the 
chief  of  police  and  says :  "Chief,  there's  a  man  in  my  house,  in  my  parlor  who 
wants  to  marry  me.  I  distrust  his  motives;  I  am  afraid  of  his  appearance — I 
doubt  his  assets  and  I  think  he  is  after  my  fortune,  and  if  he  gets  that,  I 
think  he  is  fraudulent  enough  to  ruin  me  and  rob  me  of  my  assets  and  take  all 
I  have  got  and  I  am  not  going  to  marry  him  because  I  don't  trust  him.  I 
won't  accept  his  ofter,  I  don't  think  it  is  bona  fide  and  I  wish  you  to  arrest  him 
and  lock  him  up  and  hold  him  until  we  see  what  is  the  matter  with  him."  So 
the  chief  would  say:  "Has  he  threatened  to  steal  your  money  by  force?  Has 
he  done  you  any  violence  or  has  he  tried  to?"  The  answer  would  be,  "No, 
but  I  feel  he  is  going  to  seduce  me  and  that's  the  next  thing  that  is  going  to 
happen  and  my  temperature  is  already  up."  Now,  I  think  the  chief  would  have 
to  tell  her,  "I  am  powerless  to  give  you  relief  at  this  stage.  I  think  you  are 
in  danger  of  what  you  believe  is  the  true  portrayal  of  the  conditions,  but 
unless  he  either  robs  you  by  fraud,  deceit  or  force  or  seduces  you,  you  don't 
have  to  accept  his  offer  of  marriage,  which  you  distrust  and  you  are  not  with- 
out fair  justification.  But  I  can't  lock  him  up  on  suspicion  even  if  I  were 
inclined  to  agree  that  you  are  about  to  be  seduced  if  you  don't  watch  your  step." 

That's  about  what  I  think  this  case  is. 

Despite  the  activities  of  the  protective  committee,  Morris  Plan  Cor- 
poration succeeded  in  acquiring,  by  its  exchange  offer  and  to  a  minor 
degree  by  purchases,  a  total  of  29,128  shares  of  the  preferred  stock, 
71,251  shares  of  Class  A  common  stock,  and  1,000  shares  of  the  Class 

2M  Ibid. 
2"  Ibid. 


1128  SECURITIES    AND    EXCHANGE    COMMISSION 

B  stock  of  Atlantic  and  Pacific  International  Corporation.^^*'  These 
holdings  constituted  67%  of  the  outstanding  preferred  stock  and 
70%  of  the  outstanding  Class  A  stock  of  Atlantic  and  Pacific  Inter- 
national Corporation. 

Apparently,  the  truculent  attitude  of  the  protective  committee  of 
minority  stockholders  of  Atlantic  and  Pacific  International  Corpo- 
ration, coupled  with  the  unfavorable  attitude  indicated  in  the  opin- 
ion of  Judge  O'Dunne  of  the  Baltimore  Circuit  Court  to  the  scheme 
to  amend  the  charter  of  Atlantic  and  Pacific  International  Corpo- 
ration as  a  preliminary  to  the  sale  of  Morris  Plan  Corporation  se- 
curities to  Atlantic  and  Pacific  International  Corporation  caused  its 
abandonment.  Instead,  Mr.  Morris  decided  to  reach  Atlantic  and 
Pacific  International  Corporation's  cash  by  liquidating  the  com- 
pany .^^^  By  the  liquidation,  Mr.  Morris'  company  would  obtain  two- 
thirds  of  the  assets  of  Atlantic  and  Pacific  International  Corporation 
by  virtue  of  its  holdings  of  two-thirds  of  the  preferred  stock  of 
Atlantic  and  Pacific  International  Corporation. 

Under  Maryland  law,  to  liquidate  Atlantic  and  Pacific  Interna- 
tional Corporation  would  require  the  consent  by  two-thirds  of  each 
class  of  the  corporation's  voting  stock,  voting  by  classes.^^^  Mr. 
Morris  controlled  two-thirds  of  the  preferred  stock  and  two-thirds  of 
the  Class  A  common  stock  of  the  Atlantic  and  Pacific  International 
Corporation.  However,  the  Gaevernitz  group,  through  United  States 
Shares  Corporation,  owned  in  excess  of  two-thirds  of  the  Class  B 
stock  of  the  Atlantic  and  Pacific  International  Corporation.  The 
Class  B  common  stock  would  have  been  entitled  to  none  of  the  assets 
of  Atlantic  and  Pacific  International  Corporation  if  the  company 
were  liquidated.  Nevertheless,  the  company  could  not  be  liquidated 
without  the  consent  of  the  holders  of  the  Class  B  stock,  that  is,  the 
Gaevernitz  group. 

Mr.  Morris  broached  the  subject  of  liquidation  of  Atlantic  and 
Pacific  International  Corporation  to  Mr.  Gaevernitz.  However,  Mr. 
Gaevernitz  proved  no  longer  cooperative.-^^  As  the  price  of  his  con- 
sent to  a  liquidation,  Mr.  Gaevernitz  demanded  the  purchase  by 
Morris  Plan  Corporation  of  the  frozen  assets  of  both  United  States 
Shares  Corporation  and  the  Atlantic  and  Pacific  International  Cor- 
poration at  a  price  which  Mr.  Morris  considered  exorbitant.-*'"  Mr, 
Morris  testified :  ^'^^ 

A.  I  thought  everything  was  agreed  and  we  went  ahead  with  the  offers  and 
several  weelis  and  months  passed  before  we  were  ready  to  consummate  the 
whole  liquidation  of  Atlantic  and  Pacific,  and  then,  to  our  utter  amazement, 
Mr.  Gaevernitz's  whole  attitude  changed  and  instead  of  being  cooperative  and 
in  accordance  with  the  attitude  of  his  early  discussions — and  I  don't  like  to 
say  that  he  assumed  an  attitude  that  would  hold  us  up  exactly,  but  his  whole 
attitude  changed  and  he  commenced  to  lay  down  ultimatums  as  to  what  he 
would  or  what  he  would  not  do. 
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Q.  And  what  he  wanted? 

A.  Yes:  and  what  he  wanted. 

Q.  What  did  he  want? 

A.  I  don't  remember,  but  he  wanted  two  or  three  hundred  thousand  dollars 
for  those  "Eskimos,"  and  I  just  told  him  he  could  go  where  the  snowbirds 
couldn't  live. 

Q.  Now,  does  this  refresh  your  memory  that  they  asked  for  approximately 

$560,000?     Do  you  remember  that  figure? 

A.  I  do  not  remember  the  figure  you  mention,  but  it  is  possible. 
*  ****** 

Q.  Well,  you  said  you  had  some  difficulty  with  Mr.  Gaevernitz  about  these 
negotiations. 

A.  Yes.  sir. 

Q.  And  you  just  didn't  get  control  at  that  time  of  Atlantic  and  Pacific  Inter- 
national Corporation? 

A.  We  didn't  get  control  so  that  we  could  liquidate  it  as  we  had  contem- 
plated. 

Q.  That  is  right;  and  then  what  did  you  do  when  you  found  yourself  with 
the  two-thirds  of  the  preferred  and  two-thirds  of  the  Class  A  stock  of  Atlantic 
and  Pacific  International  Corporation  and  no  cash? 

A.  Well,  we  found  ourselves  in  the  position  of  being  substantial  stockholders 
of  Atlantic  and  Pacific  International  Corporation,  when  we  had  gone  into  it 
from  the  beginning  with  everybody  cognizant  of  the  purpose  of  expanding  our 
capital  resources,  and  we  found  it  was  just  impossible  to  get  anywhere  with 
Mr.  Gaevernitz. 

Q.  And  why  was  that? 

A.  His  conduct  was  somewhat  like  the  old  dog  in  the  manger;  we  just 
couldn't  get  anywhere  with  him. 

Q.  He  just  didn't  agree  that  you  could  take  all  the  cash  and  he  get  none? 

A.  I  didn't  say  that ;  that  is  your  own  inference. 

Q.  And  what  is  your  inference?  ' 

A.  The  dog  in  the  manger  tactics. 

Q.  And  from  your  mention  of  the  dog-in-the-manger  attitude,  it  seems  to  me 
you  want  to  create  the  impression  that  Mr.  Gaevernitz  wanted  all  the  money. 

A.  I  didn't  say  that. 

Q.  Well,  did  he  want  his  share  of  it? 

A.  I  didn't  say  that  he  wanted  his  share  of  it. 

Q.  What  did  you  say? 

A.  I  said  we  couldn't  agree  on  the  value  of  these  frozen  assets. 

Q.  Because  of  his  "dog-in-the-manger"  attitude? 

A.  Because  I  thought  he  was  very  stubborn  about  it  and  had  assumed  a 
contrary  attitude  to  the  original  cooperation  he  seemed  to  have  shown. 

As  he  testified,  Mr.  Morris  refused  to  assent  to  the  demand  of 
Mr.  Gaevernitz.  However,  the  Morris  Plan  Corporation  was  still 
in  need  of  the  cash  assets  held  by  Atlantic  and  Pacific  International 
Corporation.  Mr.  Morris,  therefore,  placed  the  situation  in  the 
hands  of  his  attorney,  Ellery  C.  Huntington,  of  Satterlee  &  Can- 
field,  for  solution,  on  the  ground  that  "Satterlee  &  Canfield  had 
helped  us  to  get  into  it  and  I  wanted  him  to  get  us  out  of  it  the 
best  way  he  could."  -^^  David  M.  Milton,  then  a  partner  in  Satter- 
lee &  Canfield,  testified  that  "Mr.  Morris  had  squarely  put  it  up  to 

=«=  Id.,  at  81.35. 
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the  attorneys  that  they  must,  find  in  some  way  some  'out'  to  the 
situation."  ^^^ 

Mr.  Huntington  in  seeking  a  sohition  to  the  impasse  between  Mr. 
Morris  and  Mr.  Gaevernitz  sought  the  aid  of  his  partner,  David  M. 
Milton.  Mr.  Milton  saw  in  the  situation  a  means  of  furthering  the 
private  investment  plans  of  both  Mr.  Huntington  and  himself.  Dur- 
ing 1931,  Mr.  Milton  and  Mr.  Huntington  had  become  interested  in 
acquiring  control  of  American  Colony  Insurance  Company  and  of 
Majestic  Fire  Insurance  Company.  Both  of  these  companies  had  by 
1932  largely  reinsured  their  policy  commitments  and  were  actually 
functioning  substantially  as  investment  companies.  Their  securi- 
ties, as  was  then  the  case  with  investment  companies,  were  selling 
below  asset  value.  During  1931  and  1932,  Mr.  Huntington,  Mr.  Mil- 
ton, and  their  families  had  purchased  19,000  shares  of  the  stock  of 
American  Colony  Insurance  Company  ^•'*  at  a  cost  of  approximately 
$175,000.^6^ 

The  Atlantic  and  Pacific  International  Corporation  situation  pre- 
sented to  Mr,  Milton  an  opportunity  to  use  the  funds  of  Atlantic 
and  Pacific  International  Corporation  to  further  his  attempt  to  ac- 
quire control  of  Anierican  Colony  Insurance  Company  and  of 
Majestic  Fire  Insurance  Company. 

In  order  to  accomplish  both  his  own  objective  and  the  objectives  of 
his  client,  Morris  Plan  Corporation,  Mr.  Milton  caused  Merton  Assets 
Corporation  to  be  organized  in  Canada  in  June  1932.^'^''  Merton 
Assets  Corporation  was  a  dummy  corporation  controlled  by  Mr. 
Milton  and  Mr.  Huntington.-*'^ 

Mr.  Milton  then  negotiated  with  Mr.  Gaevernitz  and  his  associates 
for  the  purchase  of  their  Class  A  stock  of  United  States  Shares  Cor- 
poration.^*'^  This  Class  A  stock,  it  will  be  recalled,  represented  50% 
of  the  voting  stock  of  United  States  Shares  Corporation.  United 
States  Shares  Corporation  held  95%  of  the  Class  B  stock  of  Atlantic 
and  Pacific  International  Corporation.  Both  the  Class  A  stock  of 
United  States  Shares  Corporation  and  the  Class  B  stock  of  Atlantic 
and  Pacific  International  Corporation  had  no  asset  value.  As  a  re- 
sult of  these  negotiations,  Mr.  Gaevernitz  and  his  associates,  in 
August  1932,  agreed  to  sell  their  Class  A  stockholdings  of  United 
States  Shares  Corporation  to  Merton  Assets  Corporation  for 
$335,935.=^'"3  Though  he  had  not  yet  paid  the  Gaevernitz  group,  Mr. 
Milton  was  put  in  control  of  Atlantic  and  Pacific  International  Cor- 
poration. Mr.  Milton  became  the  president  of  Atlantic  and  Pacific 
International  Corporation.-^" 

On  August  12,  1932,  Merton  Assets  Corporation  agreed  to  purchase 
all  of  the  Morris  Plan  Corporation's  holdings  of  the  securities  of 
Atlantic    and    Pacific    International    Corporation    for    $1,145,000.^^^ 


2"^  Id.,  at  8101. 
20''  Id.,  at  8065. 

255  Derived    from   supplementary   information    supplied    the    Commission    for    The   Equity 
Corporation. 

^'"'Op.  cit.  supra,  note  201,  at  8103. 

207  Id.,  at  8104. 

2»8  Ibid. 

2''9  Id.,  at  8138. 

2^  Id.,  at  8064. 

2'i  Id.,  at  8136  and  Commission's  Exhibit  No.  733. 
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This  price  was  equivalent  to  approximately  $10  per  share  for  the 
Morris  Plan  Corporation  holdings  of  preferred  stock  of  Atlantic  and 
Pacific  International  Corporation  and  represented  its  then  liquidat- 
ing value,  on  the  basis  of  the  quick  assets  of  Atlantic  and  Pacific 
International  Corporation.-'- 

To  obtain  the  funds  to  make  these  payments,  Merton  Assets  Cor- 
poration, then  controlled  by  Mr.  Milton,  borrowed  $1,480,935  from 
Atlantic  and  Pacific  International  Corporation,  also  controlled  by 
Mr.  Milton.2"3 

The  funds  so  obtained  by  Merton  x^ssets  Corporation  were  used  to 
pay  the  Morris  Plan  Corporation  for  its  holdings  of  Atlantic  and 
Pacific  International  Corporation  securities  and  the  Gaevernitz  group 
for  its  holdings  of  the  Class  A  shares  of  United  States  Shares  Cor- 
poration which  owned  95%  of  the  Class  B  stock  of  Atlantic  and 
Pacific  International  Corporation.-'* 

Thus,  without  the  expenditure  of  any  of  his  own  funds  and  by  the 
simple  expedient  of  using  the  funds  of  Atlantic  and  Pacific  Interna- 
tional Corporation,  Mr.  Milton  acquired  control  of  that  corpora- 
tion.^''"  In  doing  so  he  had  accomplished  what  he  described  as  a 
"liquidation''-'^  of  Atlantic  and  Pacific  International  Corporation. 
The  "liquidation,"  however,  was  accomplished  in  derogation  of  the 
priorities  of  the  security  holders  of  Atlantic  and  Pacific  Interna- 
tional Corporation.  The  Gaevernitz  group,  Avhich  controlled 
through  United  States  Shares  Corporation  the  Class  B  shares  of 
Atlantic  and  Pacific  International  Corporation,  received  from  the 
assets  of  Atlantic  and  Pacific  International  Corporation  $335,000. 
This  represented,  in  effect,  a  payment  for  the  Class  B  shares  which 
on  a  statutory  liquidation  of  the  corporation  would  have  been  entitled 
to  none  of  the  corporate  assets. 

The  minority  stockholders  of  Atlantic  and  Pacific  International 
Corporation  were  unaware  of  this  "liquidation"  of  their  corporation 
and  of  the  method  by  which  Mr.  Milton  had  obtained  control  of  their 
corporation.  In  fact,  Mr.  Milton  testified  that  the  entire  transaction 
was  of  his  own  making.  He  testified  that  Morris  Plan  Corporation 
and  the  Gaevernitz  group  were  not  participants  in  the  transaction  and 
that  they  were  in  fact  unav>-are  of  the  method  by  which  Merton  Assets 
Corporation  had  obtained  the  funds  to  pay  for  their  shares.-'"  Mr. 
Milton,  when  examined  on  this  entire  transaction,  testified:-'® 

Q    Yon  say  that  Merton  Assets  was  organized  when,  in  August? 
A.  The  end  of  the  summer. 
Q.  Of  1932,  isn't  that  so? 
A.  Yes. 

Q.  Then  there  was  a  deal  made  between  Gaevernitz  and  Hardenbrook  *  *  * 
\Yho    controls    the    "B"    stock    and    the    Morris    Plan    whereby    Hardenbrook- 


2"  Id.,  at  8136  and  Commission's  Exhibit  No.  737. 

2^3  Id.,  at  8106. 

2T*Id.,  at  8138. 

2"  Id.,  at  8064  and  8065.    Mr.  Huntington  testified  (id.,  at  8065)  : 

Q.  Now  Mr.  Milton  and  the  members  of  the  board  at  that  time  didn't  have  a  nickel 
Invested  in  United  States  Shares  Corporation  or  in  Atlantic  and  Pacific  International 
Corporation,  did  they? 

A.   I  think  that  is  correct. 

^^  Id.,  at  8103,  et  seq. 

-"  Id.,  at  8115. 

^^  Id.,  at  8103-4,  8106-8,  8115. 

153373— 41— pt.  3 23 


1132  SECURITIES   AND   EXCHANGE    COMMISSION 

Gaevernitz  transferred  tbeir  stock  to  the  Merton  Assets  Corporation  and  the 
Morris  Plan  transferred  its  stock. 

A.  Simultaneously. 

Q.  That  put  Merton  Assets  Corporation  in  control  of  the  Atlantic  and  Pacific 
International  Corporation  with  respect  to  every  class  of  stock,  isn't  that  so? 

A.  I  think  that  is  correct. 

Q.  As  soon  as  the  stock  was  transferred  to  Merton  Assets,  and  by  the  way, 
what  did  Merton  Assets  have? 

A.  Just  a  corporation  for  the  purpose,  and  I  don't  remember  the  details,  but 
the  money  for  the  purchase  was  taken,  of  course,  from  the  Atlantic  and  Pacific 
group. 

Q.  So  that  you  had  this  stock  in  Merton  Assets  and  then? 

A.  It  could  have  been  done  directly,  but  it  was  done  in  this  way. 

Q.  So  that  the  form  it  took  they  transferred  the  stock  to  the  Merton  Assets, 
and  then  the  money  to  buy  that  stock  from  Meron  Assets  came  from  Atlantic 
and  Pacific  International  Corporation,  $1,500,000,  isn't  that  so? 

A.  You  have  got  the  figures  and  I  don't  remember  but  whatever  was  necessary. 

Q.  $1,500,000. 

A.  In  other  words,  it  was  intended  as  a  liquidating  operation. 

Q.  Instead  of  Morris  and  Gaevernitz,  after  this  court  decision  [the  opinion 
of  Judge  O'Dunne  of  Maryland  Circuit  Court]  turning  their  stock  in  directly, 
and  taking  out  $1,500,000,  they  first  formed  a  corporation  up  in  Canada  and 
Merton  Assets 

A.  Let  me  be  clear  on  this  thing.  I  don't  know  whether  they  knew  anything 
about  it. 

Q.  Who  did  it? 

A.  I  did  it. 

Q.  You  went  down  and  took  $1,500,000  from  A.  &  P.  ? 

A.  I  was  trying  to  work  out  the  consolidation. 

Q.  But  you  took  it  out? 

A.  That  is  right. 

Q.  And  at  the  time  you  took  it  out,  you  turned  over  nothing  to  A.  &  P. 

A.  But  the  stock  was  held. 

Q.  The  stock  was  still  up  in  Canada. 

A.  I  don't  know  the  details,  but  that  was  the  effect  of  it. 

Q.  And  what  Atlantic  and  Pacific  International  Corporation  had  was  really 
;ai  account  receivable,  isn't  that  so? 

A.  It  had  the  right  to  this  stock. 

Q.  But  the  stock  wasn't  turned  over  at  that  time? 

A.  No. 

*  >5!  *  *  *  *  * 

Q.  In  i-etrospect,  what  do  you  think  of  the  entire  deal? 

A.  I  don't  know  why  I  ever  went  into  a  transaction  of  this  kind  to  work  out 
a  situation  of  this  kind;  we  couldn't  find  any  other  way  to  do  it,  to  liquidate 
this  company,  and  took  this  form,  and  I  can't  answer  why,  and  it  could  have 
been  done  just  as  well  directly. 

******* 

Q.  I  don't  think  that  I  am  exaggerating,  and  I  know  precisely  how  you  feel 
about  the  whole  transaction.  It  is  not  very  pleasant  for  me  to  interrogate  you 
about  it.  I  feel  that  I  know  what  your  present  state  of  mind  is  upon  that 
particular  transaction,  and  as  far  as  I  am  concerned,  I  am  personally  satisfied. 
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But  can  I  say  it  this  way,  this  transaction  isn't  one  of  the  things  that  you  are 
proud  of? 

A.  I  should  say  not. 

*  n:  *  *  *  *  * 

Q.  What  you  call  "liquidation"  was  to  get  the  one  million  one  hundred  and 
forty-fiA-e  thousand  dollars  for  Mr.  Morris? 

A.  The  whole  thing  was  a  liquidation. 

Q.  Because  Mr.  Morris  could  not  accomplish  his  original  purpose  of  trying 
to  get  control  of  this  company  and  sell  them  $1,950,000  of  the  stock,  isn't 
that  so? 

A.  I  think  it  is  only  fair  to  Mr.  Morris  to  say  that  I  would  take  full 
responsibility  for  doing  this  thing.  To  what  extent  he  knew  it  was  being 
liquidated  in  this  manner,  I  do  not  know.  I  think  he  did  not  interest  himself 
in  these  details. 

Q.  Yes. 

A.  I  don't  think  he  knew  very  much  about  it.  It  was  left  to  myself  and  my 
attorney. 

Mr.  Milton's  method  of  liquidating  Atlantic  and  Pacific  Interna- 
tional Corporation  constituted  a  substantial  achievement  of  the  pur- 
pose of  his  client,  Morris  Plan  Corporation,  to  acquire  the  cash  assets 
of  Atlantic  and  Pacific  International  Corporation,  Mr.  Morris 
testified :  ^'^ 

A.  *  *  *  After  I  turned  this  matter  over  to  Mr.  Huntington  and  agreed  to 
accept  the  figure  referred  to  in  the  exhibit  you  have  just  introduced,  and  was 
assured  that  that  figure  would  be  payable  on  some  kind  of  a,  I  think,  draft  at- 
tached to  the  stock,  we  were  no  longer  interested  in  the  subject  matter,  had 
nothing  further  to  do  with  it,  and  I  do  not  know  to  this  day  what  became  of 
the  Atlantic  &  Pacific. 

Q.  Well  you  ought  to  have  a  pretty  good  idea,  Mr.  Morris,  you  took  out  of 
the  corporation  $1,145,000  which  was  virtually  all  the  cash  it  had,  wasn't  it? 

A.  I  refer  to  my  answer. 

Q.  All  right,  the  fact  of  the  matter  is  that  you  did  accomplish  your  purpose, 
didn't  you? 

A.  No,  sir. 

Q.  Why  not?  You  exchanged  the  Morris  Plan  stock  for  Atlantic  and  Pacific 
International  preferred  and  then  somebody  bought  your  Atlantic  and  Pacific 
International  preferred,  and  you  wound  up  with  cash. 

A.  We  partly  accomplished  it. 

Q.  And  you  wound  up  with  the  sum  of  $1,145,000. 

A.  And  to  the  extent  of  the  cash  received — to  that  extent  we  accomplished 
our  purpose. 

In  addition  to  accomplishing  the  objective  of  the  Morris  Plan 
Corporation,  his  client,  Mr.  Milton,  had  acquired  control  of  Atlantic 
and  Pacific  International  Corporation  without  the  expenditure  of 
any  of  his  own  funds.^^°  Following  the  loan  to  Merton  Assets  Cor- 
poration, Atlantic  and  Pacific  International  Corporation  had  in  its 
treasury  quick  assets  worth  only  $350,000.^^^  These  funds  were  avail- 
able to  the  Milton-Huntington  interests  to  further  their  plan  to  ac- 


s^sid.,  at  8136-7. 

280  See  supra,  p.  1131. 

=«0p.  cit.   supra,  note  201,  at  8110. 


1134  SECURITIES    AND    EXCHANGE    COMMISSION 

quire  control  of  American  Colony  Insurance  Company  and  of 
Majestic  Fire  Insurance  Company.     Mr.  Milton  testified :  ^^^ 

A.  From  a  practical  point  of  view,  the  purcliase  of  tlie  Morris  Plan  stock, 
and  the  other  stock  it  could  have  been  done  directly  and,  exchanged  the  stock 
I  don't  think  that  I  would  have  undertaken  it  entirely  for  the  purpose  ol 
breaking  a  deadlock  between  a  controlling  faction  and  a  preferred  faction  and 
go  through  the  process     *     *     *. 

Q.  Yes. 

A.  And  go  through  the  process  of  doing  this  [the  Mertou  Assets  Corporation 
transaction]  if  it  had  been  for  the  fact  that  for  a  period,  for  a  considerable 
period  prior  to  this,  I  had  had  negotiations  and  made  a  study  of  these  fire 
insurance  situations,  and  as  I  stated  it  before,  it  became  obvious  that  by 
accumulating  some  of  these  fire  insurance  stocks,  at  discount  values  and 
putting  them  together,  not  only  would  you  get  complete  value,  but  a  premium 
value  therefor     *     *     *. 

To  accomplish  this  plan  to  use,  for  the  purchase  of  additional  stock 
of  the  insurance  companies  in  which  Mr.  Milton  and  INIr.  Hunting- 
ton were  interested,  the  $350,000  of  quick  assets  which  remained  in 
Atlantic  and  Pacific  International  Corporation  after  the  Merton 
Assets  Corporation  transaction,  the  Milton-Huntington  interests 
caused  Underwriters  Equities,  Inc.  to  be  formed  on  November  23, 
1932.-^^  This  corporation  had  two  classes  of  stock,  denominated 
Class  A  and  Class  B  which  were  alike  except  that  the  Class  B  stock 
as  a  class  at  all  times  was  to  have  50%  of  the  entire  voting  power.-^* 
In  other  words,  the  Class  B  stockholders  controlled  the  management 
of  the  corporation.  The  Milton-Huntington  interests  turned  over  to 
Underwriters  Equities,  Inc.  their  holdings  of  19,000  shares  of  Ameri- 
can Colony  Insurance  Company  in  return  for  38,000  shares  of  the 
Class  B  stock  of  Underwriters  Equities,  Inc.^^^  Atlantic  and  Pacific 
International  Corporation  invested  $95,000  in  a  block  of  the  Class  A 
stock  of  Underwriters  Equities,  Inc. ,2**^  and  these  funds  were  utilized 
by  Underwriters  Equities,  Inc.  to  acquire  8,023  additional  shares  of 
the  stock  of  American  Colony  Insurance  Company,-®^  an  amount  of 
stock  which,  coupled  with  the  19,000  shares  of  this  insurance  com- 
pany's stock  already  held  by  Underwriters  Equities,  Inc.,  was  suffi- 
cient to  give  Underwriters  Equities,  Inc.,  control  of  that  insurance 
company. 

Meanwhile,  Atlantic  and  Pacific  International  Corporation  under 
the  control  of  Milton  had  purchased  25,693  shares  of  the  stock  of 
Majestic  Fire  Insurance  Company  at  a  cost  of  $135,000.-^^  This 
block  of  stock  represented  a  controlling  interest  in  Majestic  Fire 
Insurance  Company.-'^®  The  Majestic  Fire  Insurance  Company  stock 
held  by  Atlantic  and  Pacific  International  Corporation  was,  on  or 
soon   after   the   formation   of   Underwriters   Equities,   Inc.,   turned 


=8=  Id.,  at  8111-2. 

"s^  Moody's  Manual  of  Investments,  Banks,  etc.,  1933,  p.  269S  ;  op.  cit.  supra,  note  201, 
at  8063. 

-^  Id.,  at  2699. 

=»Id.,   at   7873. 

28"  Id.,  at  8061. 

=8'' Id.,  at  8062.  8532. 

=88  Id.,  at  8063. 

-'^^ Moody's  Manual  of  Investments.  Bariks,  etc.,  1932,  p.  1522.  There  were  50,000  shares 
outstanding  with  a   $5   par  value    (ibid.). 
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over  to  Underwriters  Equities,  Inc.,  in  exchange  for  an  additional 
block  of  the  Class  A  stock  of  that  corporation.-^'' 

In  January  1933,  the  Milton-Huntington  interests  delivered  their 
38,000  shares  of  the  Class  B  stock  of  Underwriters  Equities,  Inc.,  and 
$41,000  in  cash  to  Consolidated  Funds  Corporation  of  New  York,  a 
company  formed  in  1926  in  which  Milton  had  previously  had  a 
minority  interest  ,-^^  in  return  for  42,680  shares  of  the  common  stock 
of  Consolidated  Funds  Corporation  of  Xew  York.  This  stock  put 
the  Milton-Huntington  interests  in  control  of  Consolidated  Funds 
Corporation. 

Underwriters  Equities,  Inc.,  as  has  been  related,  had  acquired, 
largely  with  the  funds  of  Atlantic  and  Pacific  International  Corpo- 
ration, control  of  American  Colony  Insurance  Company  and  of  Ma- 
jestic Fire  Insurance  Company.  This  control  placed  Underwriters 
Equities,  Inc.,  in  a  position  to  make  exchange  offers  for  further  shares 
of  the  stock  of  these  insurance  companies.-^"  Exchange  offers  by 
Underwriters  Equities,  Inc.,  increased  its  holdings  of  the  stocks  of 
these  insurance  companies.-^^  Underwriters  Equities,  Inc.,  also 
caused  the  merger  of  Majestic  Fire  Insurance  Company  with  Colo- 
nial States  Fire  Insurance  Company.-^^  The  new  company,  called 
Colonial  States  Insurance  Company,  was  controlled  by  Underwriters 
Equities,  Inc. 

In  May  1933,  Underwriters  Equities,  Inc.,  sold  to  Interstate  Equi- 
ties Corporation,  then  a  subsidiary  of  The  Equity  Corporation,  its 
holdings  of  American  Colony  Insurance  Company  and  Colonial 
States  Insurance  Company  for  $893,984.^^°  These  funds  were,  as  has 
already  been  described,-^**  used  by  the  Milton-Huntington  interests 
to  purchase  from  Wallace  Groves  his  controlling  block  of  the  com- 
mon stock  of  The  Equity  Corporation.  Thus,  the  use  of  the  funds  of 
Atlantic  and  Pacific  International  Corporation  was  one  of  the  sub- 
stantial means  by  which  the  Milton-Hunting-ton  interests  acquired 
control  of  The  Equity  Corporation. 

To  return  to  Atlantic  and  Pacific  International  Corporation,  by 
the  close  of  1932  that  corporation's  assets  consisted  of  an  unsecured 
account  receivable  from  Merton  Assets  Corporation  in  the  sum  of 
$1,480,935  and  a  block  of  the  Class  A  stock  of  Underwriters  Equities, 
Inc.,  which  it  had  acquired  at  a  cost  of  approximately  $230,000.  The 
Merton  Assets  Corporation  loan  was  in  effect  a  claim  only  against 
Atlantic  and  Pacific  International  Corporation's  own  securities  which 
constituted  virtually  the  sole  asset  of  Merton  Assets  Corporation.  In 
effect,  therefore,  substantially  all  of  Atlantic  and  Pacific  Interna- 
tional Corporation's  "general  funds"  ^^'  were  invested  in  the  class  A 


"^Moody's  Manual  of  Investments,  Banks,  etc.,  1933,  p.  2430;  op.  cit.  supra,  note  201,  at 
8003. 

^^^ Moody's  Manual  of  Investments,  Banks,  etc.,  1933,  p.  2678;  op.  cit.  supra,  note  201, 
at  7872,  7873,  8113. 

^^ Moody's  Manual  of  Investments,  Banls,  etc..  1933.  p.  2698. 

203  By  February  28,  1938.  Underwriters  Equities,  Inc..  owned  41,734  shares  of  American 
Colony  Insurance  Company  and  35,780  shares  of  Majestic  Fire  Insurance  Company  of  New 
York  (Moody's  Manual  of  Investments,  Banks,  etc.,  1933,  p.  2699). 

^  Op.  cit.  supra,  note  201,  at  8534  and  Commission's  Exhibits  Nos.  837  and  840. 

^•'=  See  supra,  pp.  1042-3. 

29«  Ibid. 

2"  Op.  cit.  supra,  note  201,  Commission's  Exhibit  No.  729. 
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stock  of  Underwriters  Equities,  Inc.  Thus,  the  charter  of  Atlantic 
and  Pacific  International  Corporation,  which  forbade  investment  of 
more  than  25%  of  the  corporation's  "general  funds"  in  the  securities 
of  investment  organizations,^^^  may  have  been  violated  by  the  Milton- 
Huntington  interests.  Minority  stockholders  of  Atlantic  and  Pacific 
International  Corporation  were  unaware  of  this  change  in  the  invest- 
ment policy  of  their  company  from  one  of  investment  primarily  in 
government  securities  to  one  of  investment  in  insurance  companies 
through  Underwriters  Equities,  Inc. 

In  an  effort  to  eliminate  the  minority  stock  interests  in  Atlantic 
and  Pacific  International  Corporation,  Mr.  Milton  conducted  negotia- 
ations  ^^^  with  the  protective  committee  of  Philadelphia  bankers  who 
had,  it  will  be  remembered,  successfully  frustrated  the  Morris  Plan 
Corporation's  original  plans  to  sell  its  own  securities  to  Atlantic  and 
Pacific  International  Corporation.  Mr.  Milton  informed  the  pro- 
tective committee  of  the  plan  of  Consolidated  Funds  Corporation  of 
New  York  and  of  its  subsidiary,  Underwriters  Equities,  Inc.,  to 
acquire  control  of  American  Colony  Insurance  Company  and  of 
Majestic  Fire  Insurance  Company.^"''  The  record  does  not  indicate, 
however,  that  Mr.  Milton  informed  the  protective  committee  of  the 
methods  by  which  he  had  obtained  control  of  Atlantic  and  Pacific 
International  Corporation  or  of  the  fact  that  the  use  of  that  corpo- 
ration's funds  had  enabled  Underwriters  Equities,  Inc.,  to  acquire 
control  of  the  insurance  companies. 

As  a  result  of  these  negotiations,  the  protective  committee  agreed 
to  recommend  to  the  Atlantic  and  Pacific  International  Corporation 
preferred  stockholders,  which  it  represented,  the  acceptance  of  an 
offer  of  Consolidated  Funds  Corporation  of  New  York  to  exchange 
its  preferred  and  Class  A  stock  for  the  preferred  and  Class  A  stock 
of  Atlantic  and  Pacific  International  Corporation.^"^  On  January 
10,  1933,  Consolidated  Funds  Corporation  made  its  offer  ^"^  which 
was  accepted  by  virtually  all  of  the  Atlantic  and  Pacific  International 
Corporation  stockholders  represented  by  the  protective  committee. 
The  Consolidated  Funds  Corporation  exchange  ultimately  proved  to 
be  more  beneficial  to  the  preferred  stockholders  of  Atlantic  and 
Pacific  International  Corporation  who  accepted  it  than  was  the  Mor- 
ris Plan  Corporation  offer.  As  at  December  18,  1936,  the  Consoli- 
dated Funds  Corporation  securities,  which  were  received  in  exchange 
for  Atlantic  and  Pacific  International  Corporation  preferred  stock, 
had  a  market  value  of  $53.  In  contrast,  the  Morris  Plan  Corporation 
securities  which  were  received  in  exchange  for  Atlantic  ancl  Pacific 
International  Corporation  preferred  stock  then  had  a  market  value 
of  $21.f03 

Having  eliminated  the  possibility  of  opposition  from  the  protective 
committee  of  Atlantic  and  Pacific  International  Corporation  stock- 
holders, Mr.  Milton,  on  May  31,  1933,  caused  the  certificate  of  incor- 
poration of  Atlantic  and  Pacific  International  Corporation  to  be 


2»s  Ibid. 

299  Id.,   at   8095. 

3«o  Derived   from   supplementary   informatiou    supplied    the    Commission    for   The   Equity 
Corporation. 

s^Op.  cit.  supra,  note  201,  at  8097. 
=02  Id.,   Commission's   Exhibit   No.   732. 
"o^Id.,  at  8156. 
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amended  so  as  to  eliminate  all  of  the  previous  restrictions  upon  its 
investment  policies.^"* 

Following  the  exchange  offer  of  Consolidated  Funds  Corpora- 
tion, a  small  minority  interest  in  Atlantic  and  Pacific  International 
Corporation  was  still  held  by  the  public.  Mr.  Milton  was  also 
pressed  by  the  necessity  of  removing  the  indebtedness  of  Merton 
Assets  Corporation  to  Atlantic  and  Pacific  International  Corpora- 
tion. To  eliminate  this  indebtedness  and  to  decrease  the  minority 
interest  in  Atlantic  and  Pacific  International  Corporation,  a  plan 
was  devised  to  offer  the  stock  of  Underwriters  Equities,  Inc.,  in  the 
portfolio  of  Atlantic  and  Pacific  International  Corporation  in  ex- 
change for  Atlantic  and  Pacific  International  Corporation's  own 
preferred  stock  in  the  ratio  of  10  shares  of  Underwriters  Equities, 
Inc.,  for  each  outstanding  share  of  Atlantic  and  Pacific  International 
Corporation's  preferred  stock.^"^     As  Mr.  Milton  testified :  """^ 

*  *  *  The  investments  you  talk  about  were  made  in  these  insurance  stocks 
with  monies  of  Atlantic  and  Pacific,  and  later  as  you  have  shovrn  those  insur- 
ance stocks  were  turned  in  for  Underwriters  Equities.  That  Underwriters  Equi- 
ties [stock]  at  that  point  found  itself  in  the  till  of  the  Atlantic  and  Pacific  In- 
ternational Corporation  and  that  was  offered  to  all  the  preferred  stockholders 
and  I  believe  that  that  was  an  offer  subsequent  to  the  offer  you  have  just  de- 
scribed of  Consolidated  Funds,  by  which  Consolidated  Funds  gathered  together 
a  substantial  block  of  preferred  stock. 

Atlantic  and  Pacific  International  Corporation,  still  under  the 
control  of  Merton  Assets  Corporation,  thereupon  exchanged  its 
holdings  of  Underwriters  Equities,  Inc.,  for  its  own  preferred  stock 
held  by  Merton  Assets  Corporation  in  the  ratio  of  10  shares  of 
Underwriters  Equities,  Inc.,  stock  for  one  share  of  its  own  preferred 
stock.  Then  Atlantic  and  Pacific  International  Corporation  bought 
back  from  Merton  Assets  Corporation  the  Underwriters  Equities, 
Inc.,  stock  which  it  had  exchanged  for  its  own  preferred  stock.  The 
price  necessary  for  such  purchase  was  credited  to  the  account  re- 
ceivable of  $1,480,935  due  from  Merton  Assets  Corporation  on 
Atlantic  and  Pacific  International  Corporation's  books.  The  ex- 
change and  repurchase  of  Underwriters  Equities,  Inc.,  stock  was 
repeated  several  times  until  the  entire  account  receivable  was 
eliminated.^"^ 

At  the  conclusion  of  these  exchanges,  Atlantic  and  Pacific  Inter- 
national Corporation  owned  substantially  all  of  its  original  holdings 
of  the  Class  A  stock  of  Underwriters  Equities,  Inc.,  and  had  retired 
all  but  approximately  3,000  shares  of  its  preferred  stock.^"^  In  addi- 
tion, the  indebtedness  of  Merton  Assets  Corporation  to  Atlantic  and 
Pacific  International  Corporation  had  been  eliminated. 

On  January  8,  1936,  Atlantic  and  Pacific  International  Corpora- 
tion was  liquidated.^°^  Its  assets  were  sufficient  to  pay  the  full 
liquidating  value  for  each  share  of  its  outstanding  3,082  shares  of 


^Id.,  Commission's  Exhibit  No.   739. 
30=  Id.,  at  8113. 
ao"  Ibid. 

3*"  Derived    from   supplementary   information    supplied    the   Commission    for   The   Equity 
Corporatibn. 

^^ Moody's  Manual  of  Investments,  Banks,  etc.,  1935,  p.  1030. 
^Poor's  Banls,  etc.,  1936,  p.  2646. 
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preferred  stock  and  $157,252  of  dividend  arrearages  on  such  stock, 
and  $1.90  for  each  share  of  its  outstanding  100,9376%o  shares  of 
Class  A  stock.3^0 

Thus,  the  tactics  employed  by  Mr.  Milton  to  obtain  control  of  and 
to  appropriate  the  funds  of  Atlantic  and  Pacific  International  Cor- 
poration in  a  manner  satisfactory  to  his  client,  Morris  Plan  Cor- 
poration, and  to  his  own  interests,  "fortunately  worked  out."  without 
great  loss  to  the  investment  company's  minority  stockholders,  wdio  did 
not  accept  the  Morris  Plan  Corporation's  exchange  offer.  Mr.  Milton 
testified  T^" 

A.  *  *  *  In  other  words,  I  want  to  be  sure  I  am  clear  that  when  you 
say  "justified"  I  wanted  to  have  it  worlv  out,  but  I  don't  think  it  was  a  good 
way  to  do  it,  and  it  sliould  not  be  done  tliat  way  again. 

Q.  *  *  *  Mr.  Morris  found  himself,  if  you  will  permit  me  to  use  a 
very  crude  expression,  in  a  pickle,  and  somebody  had  to  get  him  ovit  of  it,  and 
he  called  on  you  to  do  that. 

A.  Well,  he  called  on  me,  or  rather  on  Mr.  Huntington  to  find  some  way 
out,  and  Mr.  Huntington  called  on  me  and  we  went  in  and  did  the  job  and, 
fortunately,  it  worked  out  the  way  it  did. 

Q.  It  worked  out? 

A.  Yes.    I  put  my  neck  out  and  did  the  job. 

Q.  And  you  certainly  did  put  it  out,  Mr.  Milton. 

A.  It  was  put  out  plenty. 

c.  United  Founders  Corporation — The  Equity  Corporation 

In  June  1933,  The  Equity  Corporation  became  interested  in  ac- 
quiring control  of  United  Founders  Corporation  and  its  subsidiaries. 
The  control  of  United  Founders  Corporation  was,  at  this  time,  in  the 
hands  of  the  three  men  who  had  organized  the  trust,  Louis  H.  Sea- 
grave,  Christopher  F.  Coombs,  and  Frank  B.  Erwin.^^^  These  men 
held  equal  thirds  of  the  1,000,000  shares  of  Class  A  stock  of  United 
Founders  Corporation  then  outstanding.^^-^ 

The  certificate  of  incorporation  of  United  Founders  Corporation 
specifically  accorded  the  1,000,000  shares  of  Class  A  stock  a  voting 
power  equal  at  all  times  to  one-half  the  voting  power  of  the  total 
outstanding  common,  regardless  of  the  amount  of  common  stock 
outstanding.^"  Thus,  the  Class  A  stock,  in  June  1933,  had  voting 
power  equal  to  4,500,000  shares  of  common  stock,  since  9,000,000 
shares  of  common  stock  were  then  outstanding.^^'^  The  certificate 
of  incorporation  of  United  Founders  Corporation  further  provided 
that  the  Class  A  stock  was  to  share  in  the  distribution  of  the  corporate 
earnings  or  surplus  and  in  the  distribution  of  the  corporate  assets 
upon  clissolution  or  liquidation  of  the  corporation  in  the  proportion 
that  "the  amount  *  *  *  contributed  to  the  capital  and /or  paid-in 
surplus  of  the  corporation  by  the  holders  of  the  Class  A  stock  bears 
to  the  entire  amount     *     *     *     contributed  to  the  capital  and/or 


310  Ibid.,  and  op.  cit.  supra,  note  201,  at  8115-6. 

311  Id.,  at  8116. 

^^M.,  at  8546  and  Commission's  Exhibit  No.  745. 
3'3  Id.,  Commission's  Exhibits  Nos.  751,  752. 
^"  Id.,   Commission's  Exhibit  No.   745. 
3'°  Id.,  Commission's  Exhibit  No.   764. 
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surplus  of  the  corporation  by  the  holders  of  all  the  shares  of  botli 
Class  A  or  common  stock."  ^^'^ 

By  1933,  the  common  stock  had  contributed  to  the  corporation 
capital  of  about  $297,000,000,-^^'  whereas  the  million  shares  of  Class 
A  had  at  the  inception  of  the  corporation  been  issued  to  the  spon- 
sors, Messrs.  Seagrave,  Coombs,  and  Erwin  in  exchange  for  Amer- 
ican Founders  Corporation  stock  of  a  market  value,  in  February 
1929,  of  only  $1,000,000.^^^ 

By  June  1933,  after  tremendous  losses,  the  net  assets  of  the  United 
Founders  Corporation  had  decreased  to  approximately  $15,000,000.^^^ 
The  asset  value  of  the  Class  A  stock  was  thus,  by  virtue  of  the  pro- 
visions of  the  certificate,  equal  to  i/^gg  of  the  total  asset  value,  or 
approximately  $48,000,^-°  and  the  asset  value  per  share  of  the  Class  A 
stock  was  approximately  5  cents.  Nevertheless,  as  Mr.  Seagrave 
admitted  in  his  testimony ,^-^  the  Class  A  stock  still  retained  331/3% 
of  the  total  voting  power  of  United  Founders  Corporation,  control 
of  which  The  Equity  Corporation  wished  to  secure. 

The  Equity  Corporation  proceeded,  in  June  1933,  to  obtain  control 
of  the  United  Founders  Corporation  by  purchasing  from  Mr. 
Coombs  and  Mr.  Erwin  their  666,666%  shares  of  Class  A  stock.  The 
purchase  of  Class  A  stock  from  Mr.  Coombs  and  Mr.  Erwin  was 
consummated  as  part  of  a  transaction  by  which  Mr.  Coombs  and 
Mr.  Erwin  transferred  to  The  Equity  Corporation  their  Class  A 
stock  and  635,000  shares  of  United  Founders  Corporation  common 
stock  and  received  in  exchange  $954,000  in  cash  and  260,150  shares 
of  The  Equity  Corporation  common  stock.^-- 

Since  The  Equity  Corporation  made  a  "basket  purchase"  of  both 
the  Class  A  stock  and  the  common  stock  from  Mr.  Coombs  and 
Mr.  Erwin,  the  amount  of  the  premium  paid  by  The  Equity  Cor- 
poration for  the  Class  A  stock  cannot  be  isolated  with  exactness. 
However,  the  testimony  at  the  public  examination  discloses  that  the 
asset  value  of  the  260,150  shares  of  The  Equity  Corporation  common 
stock  received  by  Mr.  Coombs  and  Mr.  Erwin  ^-^  more  than  balanced 
the  asset  value  of  the  635,000  shares  of  United  Founders  Corporation 
common  stock  transferred  to  The  Equity  Corporation  by  Mr.  Coombs 
and  Mr.  Erwin. 

In  May  1935,  The  Equity  Corporation  made  an  offer  to  United 
Founders  Corporation  common  stockholders  to  exchange  three- 
tenths  of  one  share  of  The  Equity  Corporation  common  stock  for 
each  share  of  United  Founders  Corporation  common  stock.  This  ex- 
change offer,  in  Mav  1935.  may  be  an  indication  of  the  comparative 
exchange  values  of  the  United  Founders  Corporation  and  The  Equity 
Corporation  common  stock  in  1933,  inasmuch  as  United  Founders 
Corporation  common  stock  did  not  appreciate  in  asset  value  from 
1933  to  1935.^^* 


318  Id.,  Commission's  Exhibit  No.  745. 
31'  Id.,  Commission's  Exhibit  No.  764. 

=15  Id.,  Commission's  Exhibits  Nos.  751.  752. 

319  Id.,   Commission's   Exhibit   No.   797. 
3=0  Ibid. 

321  Id.,  at  8578. 
3=2  Id.,  at  8637-8. 

323  The  market  value  of  The  Equity  Corporation  common  stock  received  by  the  founders  of 
United  Founders  Corporation  was  approximately  $1,474,579  (id.,  at  8638). 
32*  Id.,  at  8666  and  Commission's  Exhibit  No.  839. 
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On  the  United  Founders  Corporation  common  stock,  based  on  Tlie 
Equity  Corporation  common  stock  exchange,  the  635,000  shares  of 
United  Founders  Corporation  common  stock  would  have  yielded  Mr. 
Coombs  and  Mr.  Erwin  only  190,500  shares  of  The  Equity  Corpora- 
tion common  stock.  Since  Mr.  Coombs  and  Mr.  Erwin  received  a 
greater  number  of  shares  of  The  Equity  Corporation  common  stock 
in  the  transaction  than  they  would  have  received  for  their  United 
Founders  Corporation  common  stock  on  the  regular  exchange  basis, 
it  is  clear  that  the  entire  cash  payment  of  $954,000  constituted  a 
premium  to  Mr.  Coombs  and  Mr.  Erwin  on  the  Class  A  stock.  More- 
over, the  excess  of  The  Equity  Corporation  stock  constituted  a  fur- 
ther premium  to  Mr.  Coombs  and  Mr.  Erwin  of  about  $130,000 
logically  attributable  to  the  Class  A  stock  transfer  rather  than  to  the 
United  Founders  Corporation  common  stock  transfer.  David  M. 
Milton,  the  president  of  The  Equity  Corporation,  testified :  ^"^ 

Q.  So  that  the  ultimate  result  is  Mr.  Coombs  and  Mr.  Erwin  through  their 
foreign  corporations,,  for  their  666,666  shares  of  their  Class  A  and  635,000 
shares  of  United  Founders  Corporation  common  stock  received,  if  we  put  it  in 
round  numbers,  approximately  a  million  dollars  in  cash  and  260,150  shares  of 
Equity  common.     Isn't  that  so? 

A.  $945,000. 

Q.  $954,000,  if  you  want  to  be  exact. 

A.  That  is  approximately  it. 
******* 

Q.  What  was  the  market  value  of  the  Equity  common  on  June  4,  1934, 
approximately? 

A.  About  one  and  seven-eighths  to  two. 

******* 

Q.  On  the  basis  of  that  market  value  they  got  approximately  $1,474,579  for 
that  stock? 

A.  I  think  that  is  right,  approximately. 

It  should  be  recalled  that  the  Class  A  stock  was  originally  ac- 
quired by  Messrs.  Seagrave,  Coombs,  and  Erwin  in  return  for  securi- 
ties of  a  market  value  of  approximately  $1,000,000,  and  that  the  asset 
value  of  the  entire  outstanding  Class  A  common  stock  had  dwindled 
from  $1,000,000  to  $48,000.  For  two-thirds  of  this  stock  having  an 
asset  value  of  $32,000,  The  Equity  Corporation,  in  order  to  acquire 
control  of  United  Founders  Corporation,  paid  more  than  $1,000,000 
taMr.  Coombs  and  Mr.  Erwin. 

In  addition  to  the  premium  paid  to  ISIr.  Coombs  and  Mr.  Erwin 
for  the  transfer  of  their  two-thirds  of  the  Class  A  stock,  The  Equity 
Corporation  paid  an  additional  sum  to  Mr.  Seagrave,  the  holder  of 
the  other  third  of  the  Class  A  stock  of  United  Founders  Corporation 
for  the  privilege  of  being  permitted  by  him  to  purchase  the  Class  A 
stock  from  Mr.  Coombs  and  Mr.  Erwin.  At  the  time  of  the  issuance 
of  1,000,000  shares  of  the  Class  A  stock  in  equal  thirds  to  the  three 
sj)onsors,  Messrs.  Seagrave,  Coombs,  and  Erwin,  they  had  contracted 
with  each  other  that  the  Class  A  stock  would  be  voted  as  a  unit,  and 
that  none  of  the  three  would  sell  any  part  of  his  Class  A  stock  with- 
out the  written  consent  of  the  others.^'^®  To  clear  the  way  to  negotia- 
tions for  the  purchase  of  the  Class  A  stock  held  by  Mr.  Coombs  and 

325  Id.,  at  8637-8. 

320  Id.,  Commission's  Exhibit  No.  746. 
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Mr.  Erwin.  The  Equity  Corporation  procured  from  Mr.  Seagrave  an 
assignment  by  which  the  latter  relinquished  his  rights  to  prevent  Mr. 
Coombs  and  Mr.  Erwin  from  selling  their  stock  to  The  Equity  Cor- 
poration.32"  Mr.  Seagrave  did  not  sell  his  own  holdings  of  the  Class 
A  stock  but  merely  relinquished  his  contractual  power  to  impede 
The  Equity  Corporation's  purchase  from  Mr.  Coombs  and  Mr.  Erwin. 
As  consideration,  Mr.  Seagrave  received  from  The  Equity  Corporation 
$40,000  in  cash  and  70,000  shares  of  United  Founders  Corporation 
common  stock  which  had  a  market  value  at  the  time  of  $1  a  share.=^-^ 

The  working  control  of  United  Founders  Corporation,  obtained  by 
The  Equity  Corporation  by  the  payment  of  the  premium  for  the 
Class  A  stock,  was  a  pivotal  point  in  The  Equity  Corporation's  ex- 
pansion program.  In  June  1933,  United  Founders  Corporation  con- 
trolled American  Founders  Corporation  hj  holding  78.7%  of  the 
latter's  voting  stock.  American  Founders  Corporation,  in  turn,  held 
control  of  five  investment  trusts,  namely:  International  Securities 
Corporation  of  America,  Second  International  Securities  Corpora- 
tion, United  States  &  British  International  Company,  Ltd.,  American 
&  General  Securities  Corporation,  and  American  and  Continental 
Corporation.^-^  The  total  consolidated  assets  of  these  companies  at 
the  time  The  Equity  Corporation  acquired  the  Class  A  stock  of  United 
Founders  Corporation,  was  between  $15,000,000  and  $50,000,000."«o 

Mr.  Milton  testified  that  the  purpose  of  The  Equity  Corporation 
in  acquiring  control  of  United  Founders  Corporation  by  means  of  the 
transaction  with  Mr.  Coombs  and  Mr.  Erwin  was  to  acquire  further 
shares  in  the  "Founders"  system  of  companies  by  purchase  and  ex- 
change offers  and  eventually  to  merge  or  consolidate  the  various  com- 
j^onent  companies  which  were  subsidiaries  of  United  Founders 
Corporation.^^^ 

The  control  of  the  management  of  United  Founders  Corporation 
represented  by  the  Class  A  stock  enabled  The  Equity  Corporation, 
with  at  least  the  passive  acquiescence  of  the  prior  managers,  to  carry 
through  its  program  of  exchange  offers.^^^     From  June  1933  to  No- 

52Tid.,  at  8584. 
'=»  Id.,  ^t  8587. 

^^  In  terms  of  percentages  of  the  total  outstanding,  the  holdings  of  American  Founders 
Corporation  in  the  common  stock  of  these  companies  were  as  follows  (id.,  Commission's 
Exhibit  No.  843)  : 

Approximate 
percent 
International  Securities  Corporation  of  America  : 

Class  A  common 94 

Class  B  common 96 

Second   International   Securities   Corporation  : 

Class  A  common 95 

Class  B  common 97 

United  States  &  British  International  Company,  Ltd.  : 

Class  A  common 9fi 

Class  B  common •'^9 

American  &  General  Securities  Corporation  : 

Class  A  common 97 

Class  B  common 98 

American  and  Continental  Corporation  : 

Class  A 50 

Common  stock 5.S 

=3«Id.,  at  8276. 

^  Id.,  at  8603-4. 

8S2Mr.  Seagrave  continued  as  a  director  and  officer  of  United  Founders  Corporation  and 
of  American  Founders  Corporation  until  November  1935,  when  these  and  other  companies 
were  consolidated  to  form  American  General  Corporation  (id.,  at  8299).  On  the  formation 
of  American  General  Corporation,  Mr.  Seagrave  became  the  chairman  of  the  board  of  direc- 
tors  of  that  company    (id.,   at  8218).     For  a   discussion  of  the  consolidation  of  United 
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vember  1933,  The  Equity  Corporation  made  seven  exchange  offers  to 
the  stockholders  of  United  Founders  Corporation,  American  Foun- 
ders Corporation,  and  American  and  Continental  Corporation.^^s 
Stockholders  who  accepted  these  offers  suffered  substantial  losses  in 
asset  values.^^* 

In  November  1935  The  Equity  Corporation  caused  all  of  the  com- 
panies in  the  United  Founders  Corporation  system  of  corporations  to 
be  consolidated  into  American  General  Corporation-^^^*^ 

d.  Chatham  Phenix  Allied  Corporation— Atlas  Corporation 

Chathan^  Phenix  Allied  Corporation  was  incorporated  in  Delaware 
on  September  28,  1929,23^  \^y  Chatham  Phenix  Corporation,  an  affiliate 
of  the  Chatham  Phenix  National  Bank  &  Trust  Company,  a  New 
York  City  commercial  bank.^'"  The  stock  of  the  affiliate  was  held  in 
a  voting  trust  of  which  the  trustees  were  Louis  G.  Kaufman,  Samuel 
McEoberts,  Ellis  P.  Earle,  Haley  Fiske,  and  Richard  H.  Higgins,^^^ 
all  of  whom  were  direcors  of  Chatham  Phenix  National  Bank  &  Trust 
Company,^"''  so  that  the  directorate  of  the  bank  also  controlled  the 
Chatham  Phenix  Corporation.  All  of  the  directors  of  Chatham 
Phenix  Corporation  were  directors  of  the  bank,  and  upon  the  organ- 
ization of  the  Chatham  Phenix  Allied  Corporation,  all  of  the  directors 
of  the  bank  became  directors  of  Chatham  Phenix  Allied  Corpora- 
tion.3*o    Samuel  McRoberts  became  president  of  the  Chatham  Phenix 


Founders  Corporation  and  its  subsidiaries  to  form  American  General  Corporation  see 
infra,  pp.  1485-99. 

^^  Id.,  Commission's  Exliibit  No.  839. 

^^  For  example,  tlie  preferred  stockiiolders  of  American  Founders  Corporation  who  ac- 
cepted the  offers  of  The  Equity  Corporation  suffered  losses  in  asset  value  of  $1,484,145  (Com- 
mission's Report  on  the  Study  and  Investigation  of  ,the  Work,  Activities,  Personnel,  and 
Functions  of  Protective  and  Reorganization  Committees,  Pt.  VII,  p.  208,  note  27). 

335  por  a  discussion  of  this  consolidation  see  infra,  pp.  1485-99. 

33«  Public  Examination,  Chatham  Phenix  Allied  Corporation,  Commission's  Exhibit  No. 
15S8.  For  a  more  de,tailed  discussion  of  the  history  of  Chatham  Phenix  Allied  Corporation, 
see  Ch.  II  of  this  part  of  the  report,  pp.  123-42. 

33^  Public  Examination,  Chatham  Phenix  Allied  Corporation,  at  15424. 

23^^  Id.,  at  15419. 

^^^  Moody's  Manual  of  Investments,  Banks,  etc.,  1929,  p.  254. 

3^  The  following  table  illustrates  the  interlocking  directorates  of  ,the  bank,  the  security 
affiliate,  and  the  investment  company  (op.  cit.  supra,  note  337,  Commission's  Exhibit  No. 
1589;  and  Moody's  Manual  of  Investments,  Banks,  etc.,  1930,  pp.  164,  165,  and  2250)  : 


Bank  (32  directors) 

Security  affiliate  (9  directors) 

Investment  company  (16 
directors) 

2    (*) 

Rollin  C.  Bortle 

Rollin  C.  Bortle. 

3.  William  B.  Joyce 

William  B.  Joyce. 

Louis  Q.  Kaufman 

Louis  G.  Kaufman. 

6.  Ellis  P.  Earle 

Ellis  P.- Earle 

Ellis  P.  Earle. 

7.  J   Frederich  Taleott 

J.  Frederich  Taleott 

J.  Frederich  Taleott. 

8.  S.  B.  Thorne 

S.  B.  Thorne 

S.  B.  Thorne. 

10    Harold  I  Pratt 

Harold  I.  Pratt. 

Edward  F.  Hutton. 

13.  George  MacDonald 

Georce  MacDonald. 

Eugene  E.  du  Pont. 

15.  Fred  M.  Kirby 

Fred  M.  Kirby. 

16   Van  Lear  Black 

Van  Lear  Black. 

Rollin  C.  Bortle,  although  not  a  director  of  the  bank,  was  a  vice  president. 
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Allied  Corporation.^"  In  addition,  as  will  be  related,  Chatham 
Phenix  Corporation  acquired  all  of  the  voting  stock  of  Chatham 
Phenix  Allied  Corporation.  The  interrelationship  of  the  bank  and 
the  investment  company,  Chatham  Phenix  Allied  Corporation,  was, 
as  will  be  indicated,  one  of  the  motivating  factors  which  resulted 
in  the  passage  of  control  of  Chatham  Phenix  Allied  Corporation  to 
Atlas  Corporation. 

The  authorized  capitalization  of  Chatham  Phenix  Allied  Corpora- 
tion consisted  of  3,000,000  shares  of  capital  stock,  all  without  par 
value  and  all  entitled  to  the  same  rights  and  privileges  with  the 
notable  exception  that  only  100,000  shares  of  the  corporation's  stock 
were  to  have  voting  power.^''-  On  September  30,  1929,  Chatham 
Phenix  Corporation  firmly  committed  itself  to  purchase  the  100,000 
shares  of  voting  stock  and  1,900,000  shares  of  nonvoting  stock  of 
Chatham  Phenix  Allied  Corporation  at  a  price  of  $25  a  share,  to  net 
the  corporation  $50,000,000.^*^  Delivery  and  payment  for  the  shares 
was  to  occur  concurrently  on  October  8,  1929.^*'* 

The  100,000  shares  of  voting  stock,  constituting  all  of  the  voting 
stock  of  the  corporation,  was  to  be  retained  by  Chatham  Phenix 
Corporation.  The  prospectus  offering  the  nonvoting  stock  revealed 
the  fact  that  Chatham  Phenix  Corporation  was  to  acquire  all  of  the 
voting  stock  as  an  "investment."  ^^^  Thus,  on  an  investment  of 
$2,500,000,  Chatham  Phenix  Corporation  acquired  sole  and  absolute 
control  of  $47,500,000  of  the  public's  funds.  In  addition,  Chatham 
Phenix  Corporation  derived  approximately  $2,245,000  in  selling  com- 
missions and  trading  profits  incident  to  the  public  offering  of  the  non- 
voting shares.^*"  Thus,  the  net  cost  to  Chatham  Phenix  Corporation 
of  the  100,000  shares  of  voting  stock  may  be  considered  not  to  have 
exceeded  $5,000.  Mr.  McRoberts  described  the  control  of  Chatham 
Phenix  Allied  Corporation  by  Chatham  Phenix  Corporation  as  the 
"strength"  of  the  public  offering,  and  testified  to  his  belief  that  the 
public  which  subscribed  to  the  nonvoting  stock  relied  on  the  fact 
of  control  and  management  of  Chatham  Phenix  Allied  Corporation 
by  Chatham  Phenix  Corporation  and  Chatham  Phenix  National 
Bank  &  Trust  Company.^*^  Nevertheless,  despite  this  reliance  by 
stockholders  on  the  continuance  of  management  of  the  Chatham 
Phenix  Allied  Corporation  by  the  Chatham  Phenix  Corporation, 
that  corporation,  as  will  be  seen,  transferred  control  and  manage- 
ment of  the  corporation  to  Atlas  Corporation  in  August  1931  with- 
out the  previous  consent  of  the  stockholders  of  Chatham  Phenix 
Allied  Corporation.^*^ 

Late  in  September  1929,  Chatham  Phenix  Corporation  and  a  sell- 
ing group  of  dealers  offered  to  the  public  at  a  price  of  $27  a  share 
the  1,900,000  shares  of  the  nonvoting  stock. 

On  October  8,  1929,  the  date  on  which  Chatham  Phenix  Allied 
Corporation  was  to  receive  $50,000,000  in  payment  for  the  100,000 


3"  Ibid. 

3"  Op.  cit.  supra,  note  337.  Commission".?  Exhibit  No.  1588. 

s-isid.,   at   15426-7. 

^^^  Id.,  at  15433  and  Commission's  Exhibit  No.  1500. 

''•■^  Id.,   Commission's  Exhibit  No.   1589. 

''^'Id.,   at  15564. 

="  Id.,  at   15429. 

3^8  Id.,  at  15430  and  Commis.sion's  Exhibit  No.  1617. 
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shares  of  its  voting  stock  and  the  1,900,000  shares  of  its  nonvoting 
stock,  Chatham  Phenix  Corporation  actually  had  on  deposit  with 
Chatham  Phenix  National  Bank  &  Trust  Company  only  $3,892,995.^'*^ 
Nevertheless,  on  October  8,  1929,  Chatham  Phenix  Corporation  drew 
and  delivered  a  check  in  the  sum  of  $50,000,000  drawn  on  Chatham 
Phenix  National  Bank  &  Trust  Company,  to  the  order  of  Chatham 
Phenix  Allied  Corporation.^^^  On  October  9,  1929,  deposits  by  the 
Chatham  Phenix  Corporation  at  the  bank  had  increased  to  $32,341,- 
600."^^  However,  on  that  date  the  bank  honored  the  check  payable 
to  Chatham  Phenix  Allied  Corporation  drawn  by  Chatham  Phenix 
Corporation  in  the  sum  of  $50,000,000.  The  overdraft  of  $18,000,000 
was  eliminated  by  an  unsecured  loan  by  Chatham  Phenix  Allied 
Corporation  to  Chatham  Phenix  Corporation  in  the  sum  of  $18,000,- 
000  which  the  latter  corporation  deposited  in  its  account  at  the 
bank.^^-  As  a  net  result  of  these  transactions  in  which  the  bank  par- 
ticipated, Chatham  Phenix  Allied  Corporation  actually  received  only 
$32,000,000  in  cash  and  the  unsecured  promise  of  Chatham  Phenix 
Corporation  to  pay  to  it  $18,000,000. 

By  October  14,  1929,  Chatham  Phenix  Corporation  had  repaid 
$11,000,000  of  its  $18,000,000  indebtedness  to  Chatham  Phenix  Allied 
Corporation,  leaving  a  balance  due  of  $7,000,000.=^^=^  Thereafter, 
Chatham  Phenix  Corporation  reborrowed  on  collateral  security  fur- 
ther sums  from  Chatham  Phenix  Allied  Corporation.^'^*  Virtually 
an  open  account  existed  between  the  two  corporations.^^'  By  Decem- 
ber 31,  1929,  the  account  owed  Chatham  Phenix  Allied  Corporation 
by  Chatham  Phenix  Corporation  was  $15,700,000.=^=''  At  August  17, 
1931,  the  date  that  control  of  the  investment  company  was  acquired 
by  Atlas  Corporation,  the  amount  due  from  Chatham  Phenix  Corpo- 
ration to  Chatham  Phenix  Allied  Corporation  was  $10,556,993.73.^" 
The  method  by  which  this  sum  was  repaid  will  be  described  later. 

Following  the  collapse  in  value  of  securities  after  1929,  Chatham 
Phenix  Allied  Corporation  conducted  extensive  trading  operations 
in  its  nonvoting  capital  stock  held  by  the  public.  As  Louis  G.  Kauf- 
man, the  president  of  the  Chatham  Phenix  National  Bank  &  Trust 
Company  and  a  director  of  the  Chatham  Phenix  Allied  Corpora- 
tion, conceded,  obviously  a  decline  in  the  market  price  of  the  stock 
of  an  investment  company  associated  with  a  bank  would  reflect  on 
the  prestige  and  financial  stability  of  the  bank.^"^  Indirectly,  there- 
fore, the  trading  operations  by  Chatham  Phenix  Allied  Corporation 
in  its  own  stock  redounded  to  the  benefit  of  its  bank  sponsor.  Such 
trading  operations  also  tended  to  create  a  market  for  the  shares  of 
the  investment  company's  nonvoting  stock  held  by  the  public.  From 
January  3, 1930,  to  August  11,  1931,  Chatham  Phenix  Allied  Corpora- 
tion repurchased  565,564  shares  of  its  own  nonvoting  stock  at  a  cost 


^^Id.,  Commission's  Exhibit  No.   1593. 

=="1(1.,   Commission's  Exhibit  No.   1592. 

'^'  Id.,  at  15556,  15437-8  and  Commission's  Exhibit  No.  1593. 

352  Id.,   at   15445-7. 

3M  Id.,   Commission's   Exhibit  No.    1596. 

3M  Ibid. 

"=5  Id.,  at  15456-61  and  Commission's  Exhibit  No.  1596. 

==>i5Id.,  Commission's  Exhibit  No.  1596. 

3"  Ibid. 

»^8Id.,  at   15553. 
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of  $10,131,079.45,-'^^  equivalent  to  30%  of  the  1,900,000  shares  of  such 
stock  originally  sold  to  the  public.  These  repurchases,  the  record 
indicates,  accounted  for  approximately  59%  of  the  volume  of  tradmg 
in  the  stock  on  the  New  York  Curb  Exchange.^*^^  In  the  same  period, 
the  corporation  sold,  largely  through  dealers  and  not  on  the  New 
York  Curb  Exchange,  a  total  of  165,586  shares  of  its  own  stock  for 
proceeds  of  $3,238,731.66.^<^^  As  at  August  17,  1931,  when  Atlas 
Corporation  acquired  control  of  Chatham  Phenix  Allied  Corpora- 
tion, there  were  in  the  treasury  of  the  corporation  399,978  shares  of 
its  own  nonvoting  stock  which  had  cost  the  corporation  $6,892,347.- 
79.^^^  Immediately  upon  its  acquisition  of  control  of  Chatham 
Phenix  Allied  Corporation,  Atlas  Corporation  caused  this  stock  to 
be  retired.^'^^*  Thereafter,  the  trading  activities  of  the  corporation 
in  its  own  stock  were  terminated  by  Atlas  Corporation.  Atlas 
Corporation,  as  will  be  seen  later,  came  into  control  of  the  market  in 
the  investment  company's  stock. 

Treating  the  net  amount  of  $6,892,347.79  expended  by  the  corpora- 
tion on  the  purchase  of  its  own  stock  and  $2,640,702  ="'*  paid  by  the 
corporation  as  dividends  on  its  stocks,  as  returns  of  capital  to  its 
security  holders,  the  net  capital  paid  into  Chatham  Phenix  Allied 
Corporation  as  at  August  17,  1931,  when  Atlas  Corporation  acquired 
control  of  the  corporation,  was  $40,466,950.21.=^<^s  On  August  17,  1931, 
the  net  worth  of  the  corporation  was  $31,532,445.92.=^°°  In  the  two 
years  of  the  corporation's  operations  under  the  management  of 
Chatham  Phenix  Corporation,  its  assets  had  shrunk  in  value  by  $8,- 
934,405.29,  a  shrinkage  equivalent  to  22%  of  the  net  capital  con- 
tributed to  the  enterprise. 

Of  the  $31,532,445.92  of  assets  owned,  at  August  17,  1931,  by  the 
corporation,  $10,556,993.73  consisted  of  the  outstanding  amount  due 
to  the  corporation  by  Chatham  Phenix  Corporation  on  the  open  ac- 
count existing  between  the  corporations.  The  remainder  of  the  as- 
sets consisted  of  cash  and  securities. 

Included  in  the  securities  held  by  the  corporation  were  $6,750,000 
face  amount  of  debentures  of  Empire  State,  Inc.,  the  corporation  own- 
ing the  equity  in  the  Empire  State  Building  in  New  York  City — the 
tallest  building  in  the  world.  A  majority  of  the  directors  of  Chatham 
Phenix  Allied  Corporation  and  of  the  bank  were  substantially  inter- 
ested in  the  common  stock  of  Empire  State,  Inc.  Without  the  invest- 
ment of  Chatham  Phenix  Allied  Corporation  in  these  debentures,  the 
building  apparently  could  not  have  been  completed  in  its  present 
form.=^°'  These  debentures  of  Empire  State,  Inc.,  had  cost  Chatham 
Phenix  Allied  Corporation  $6,075,000.=^°^     On  October  28,  1931,  an 


3=>9Id.,  Commission's  Exhibit  No.  1618   (Schedule  2). 

3M  Ibid. 

^•'i  Ibid. 

382  Ibid. 

3^3  Reply  to  the  Commission's  questionnaire  for  Securities  Allied  Corporation,  Pt.  II 
(Schedule  19). 

'M  Ibid. 

3^^*  Op.  cit.  supra,  note  52,  Commission's  Exhibit  No.  2003. 

=68  Id.,  Commission's  Exhibit  No.   2043. 

3"  Full  details  of  Chatham  Phenix  Allied  Corporation's  investment  in  the  debentures  of 
Empire  State,  Inc..  appear  in  Ch.  II  of  this  part  of  the  report,  pp.  123-31. 

38«  Op.  cit.  supra,  note  337,  Commission's  Exhibit  No.  1600. 
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agreement  2 '^^  was  concluded  between  Chatham  Phenix  Allied  Cor- 
poration and  Mr.  Kaufman,  a  director  of  the  Chatham  Phenix  Na- 
tional Bank  &  Trust  Company,  whereby  he  agreed  to  transfer  to  the 
investment  company  48,000  shares  of  the  stock  of  Chatham  Phenix 
National  Bank  &  Trust  Company  in  exchange  for  the  Empire  State, 
Inc.,  debentures  and  common  stock  held  by  the  investment  com- 
pany.2^°  The  48,000  shares  of  the  stock  of  Chatham  Phenix  National 
Bank  &  Trust  Company  had  a  market  value  of  $1,584,000.3^^  Thus, 
by  this  exchange,  Chatham  Phenix  Allied  Corporation  suffered  a  loss 
on  its  purchases  of  the  debentures  of  $4,491,000.  Ultimately  the  loss 
on  the  entire  transaction,  by  virtue  of  further  depreciation  in  the 
bank's  stock  received  in  exchange,  accrued  interest,  and  other  items, 
was  increased  to  $5,410,390.=^^^ 

By  July  1931,  the  Chatham  Phenix  National  Bank  &  Trust  Com- 
pany began  to  experience  runs  on  its  various  branches.^^^  The  unsuc- 
cessful career  of  the  Chatham  Phenix  Allied  Corporation  apparently 
did  not  aid  the  prestige  of  the  Chatham  National  Bank  &  Trust  Com- 
pany.   Mr.  Kaufman  testified :  •^^'* 

Q.  So  that  when  the  Chatham  Phenix  Allied  Corporation  stock  began  to  fall, 
it  natiirally  had  a  tendency  to  cause  a  loss  of  confidence  in  the  bank. 

A.  That  is  true. 

Q.  Which  brings  on  the  runs. 

A.  Yes,  sir. 

Q.  And  I  am  not  making  a  very  wide  assumption  when  I  say  that  that  may 
have  been  one  of  the  things  that  motivated  the  banking  interests  who  indirectly 
controlled  the  investment  trust  to  accede  to  the  transfer  of  control  of  the 
investment  trust,  isn't  that  so? 

A.  That  is  true. 

Q.  You  had  the  situation  where  the  name  of  the  bank  was  tied  up  with  the 
investment  trust,  and  when  the  market  prices  declined  in  the  shares  of  that 
trust,  it  necessarily  had  to  be  reflected  in  the  confidence  of  the  depositors  in 
the  bank  even  though  they  were  separate  and  distinct  institutions. 

A.  That  is  true.  I  agree  with  you  absolutely,  that  there  should  be  no  connec- 
tion between  a  bank  operating  itself,  and  an  investment  company,  in  the  face 
of  all  that  has  happened — I  agree  with  you. 

The  management  of  the  bank,  by  July  1931,  had  become  convinced 
that  the  nexus  between  the  bank  and  the  investment  company  ought 
to  be  eliminated.^"^  The  bank  management  had  before  it  two  alterna- 
tives: (a)  to  dissolve  Chatham  Phenix  Allied  Corporation,  or  (b)  to 
sell  control  of  it.  The  first  alternative  was  not  seriously  considered : 
first,  because  dissolution  of  the  corporation  would  make  clear  its 
unsuccessful  operations,  and,  therefore,  reflect  seriously  on  the  bank's 
prestige;  and  second,  because  Chatham  Phenix  Corporation,  the 
security  affiliate  of  the  bank,  then  owed  to  Chatham  Phenix  Allied 


s-'^Id.,   Commission's  Exhibit  No.   1607. 
"Old.,  at   15553. 
'"  Id.,   at   15533-4. 

"^  Derived    from    supplementary    information    supplied    the    Commission    for    Chatham 
Phenix   Allied   Corporation. 
='3  Ibid. 

3-*  Op.  cit.  supra,  note  337,  at  15553-4. 
"■^id.,  at  15431,   15553-4. 
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Corporation  the  sum  of  $10,556,993.73  ^Yhicll  it  was  unable  to  pay  ^^'^■ 
and  Avliich  it  would  be  required  to  pay  if  Chatham  Phenix  Allied 
Corporation  were  dissolved.^''  In  fact,  the  assets  of  Chatham 
Phenix  Corporation,  other  than  its  holdings  of  Chatham  Phenix 
Allied  Corporation's  securities,  had  a  market  value  of  $517,000.^" 
Chatham  Phenix  Corporation  also  held  100,000  shares  of  the  voting 
stock  and  318,368  shares  of  the  nonvoting  stock  of  Chatham  Phenix 
Allied  Corporation.^'^  The  total  asset  value  of  these  stocks  was 
approximately  $8,300,000.3^°  The  market  value  of  these  securities  was. 
approximately  $6,275,520.^^^1  The  total  assets  of  Chatham  Phenix 
Corporation,  therefore,  totaled  approximately  $8,817,000,  valuing  it& 
holdings  of  Chatham  Phenix  Allied  Corporation  stock  at  asset  value, 
or  approximately  $1,800,000  less  than  the  sum  owed  to  Chatham 
Phenix  Allied  Corporation  in  July  1931. 

Mr.  McRoberts  conceded  that  the  decision  of  the  bank  management 
not  to  dissolve  Chatham  Phenix  Allied  Corporation  was  based,  at 
least  to  some  extent,  on  the  fact  that  a  dissolution  of  the  company 
when  it  showed  large  losses  would  reflect  upon  the  bank's  stability.^^^ 
He  also  admitted  that  the  loan  due  from  Chatham  Phenix  Corpora- 
tion to  Chatham  Phenix  Allied  Corporation  was  an  obstacle  to  a 
dissolution  of  Chatham  Phenix  Allied  Corporation.^*^^ 

Having  determined  not  to  dissolve  Chatham  Phenix  Allied  Cor- 
poration, the  management  of  the  bank  began  to  seek  prospective 
buyers  for  the  100,000  shares  of  voting  stock  and  the  318,368  shares 
of  nonvoting  stock  of  the  investment  company  held  by  Chatham 
Phenix  Corporation.  Considerable  negotiations  were  had  with  Tri- 
Continental  Corporation,  an  investment  company  sponsored  by 
J.  &  W.  Seligman  &  Co.,  New  York  investment  bankers."®*  However,, 
while  these  negotiations  were  pending,  Mr.  Adams  of  E.  F.  Hutton  & 
Co.,  members  of  the  New  York  Stock  Exchange,  suggested  Atlas; 
Corporation  as  a  possible  purchaser  of  Chatham  Phenix  Corpora- 
tion's holdings  in  Chatham  Phenix  Allied  Corporation.^®^  E.  F.  Hut- 
ton  of  E.  F.  Hutton  &  Co.  was  a  director  of  both  Chatham  Phenix 
National  Bank  &  Trust  Company  and  of  Chatham  Phenix  Allied 
Corporation. '3®^     Mr.    Adams    had    apparently    been    introduced    to 


3"«  Floyd  B.  Odium,  president  of  Atlas  Corporation,  which  purchased  these  assets  from 
the  security  affiliate,  characterized  the  indebtedness  of  the  security  affiliate  to  the  invest- 
ment company  as  "a  frozen  loan"  (op.  cit.  supra,  note  52,  at  17578).  Mr.  Odium  testi- 
fied that  the  security  affiliate  "had  no  money  to  pay  it."  that  "they  had  very  few  assets," 
and  that  he  didn't  think  that  the  loan  "was  good"   (id.,  at  17576-8). 

"'Op.  cit.  supra,  note  337,  at  15587-9. 

3"  These  assets  consisted  of  12,434  shares  of  Zonite  Products  Corporation  common 
stock,  4,375  shares  of  the  preferred  and  23,324  shares  of  the  common-  stock  of  Spiegel, 
May,  Stern  Company,  Inc.,  and  2.475  shares  of  the  common  stock  and  525  shares  of  the 
preferred  stock  of  McKesson  &  Robbins,  Inc.  (op.  cit.  supra,  note  52,  Commission's 
Exhibit  No.  2001,  p.  107  ;  op.  cit.  supra,  note  337,  Commission's  Exhibit  No.  1617  ;  and 
derived  from  supplementary  information  supplied  to  the  Commission  for  Atlas  Cor- 
poration). 

3^8  Op.  cit.  supra,  note  337,  Commission's  Exhibit  No.  1607. 

S80  Ibid. 

3"  Ibid. 

382  Id.,  at   15587-9. 

383  Ibid. 

38^  Id.,  at  15590. 

385  Public  Examination,  Atlas  Corporation,  at  17791. 

33«  See  note   340,    supra. 
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officials  of  Atlas  Corporation  by  David  G.  Baird,  one  of  the  several 
individuals  engaged  in  finding  investment  companies  for  Atlas  Cor- 
poration. E.  F.  Hutton  &  Co.  eventually  received  from  Atlas  Cor- 
poration a  finder's  fee  of  $100,000.""  Mr.  Baird  received  $59,046.25 
from  Atlas  Corporation  for  his  services  in  connection  with  the  acquisi- 
tion of  Chatham  Phenix  Allied  Corporation.^^^ 

As  a  result  of  the  activities  of  Mr.  Adams  and  Mr.  Baird,  Chatham 
Phenix  Corporation  and  Atlas  Corporation  reached  an  agreement  on 
August  11,  1931,  for  the  transfer  of  control  of  Chatham  Phenix 
Allied  Corporation  to  Atlas  Corporation. ^^^  By  the  terms  of  this 
agreement,  Atlas  Corporation  was  to  purchase  the  100,000  shares  of 
voting  stock  and  the  318,368  shares  of  nonvoting  stock  of  Chatham 
Phenix  Allied  Corporation  held  by  Chatham  Phenix  Corporation 
at  a  price  of  $20  a  share  for  each  class  of  stock  or  a  total  considera- 
tion of  $8,367,360.  The  asset  value  of  the  shares  of  Chatham  Phenix 
Allied  Corporation  was  then  $19.71  a  share.  The  market  value  of 
such  shares  was  $15.^^°  The  price  paid  by  Atlas  Corporation  for  the 
stock  was,  therefore,  $121,327  in  excess  of  the  asset  value  of  the 
stock  and  $2,091,840  in  excess  of  its  market  value. 

In  addition,  Atlas  Corporation  agreed  to  purchase  at  their  market 
price  the  securities  of  Zonite  Products  Corporation,  Spiegel,  May, 
Stern  Company,  Inc.,  and  of  McKesson  &  Robbins,  Inc.,  which  con- 
stituted the  remaining  assets  of  Chatham  Phenix  Corporation.  These 
securities  were  acquired,  however,  not  by  Atlas  Corporation,  but  by 
Chatham  Phenix  Allied  Corporation,  which  on  August  17,  1931,  the 
date  Atlas  Corporation  actually  acquired  control  of  Chatham  Phenix 
Allied  Corporation,  purchased  these  securities  from  Chatham  Phenix 
Corporation  at  their  market  value,  $517,900.^^^ 

The  agreement  required  Atlas  Corporation  to  make  a  down  pay- 
ment on  the  Chatham  Phenix  xA.llied  Corporation  shares  of  $1,367,360 
on  August  12,  1931.^^-  The  payment  of  the  remaining  $7,000,000  was 
to  be  made  by  Atlas  Corporation  on  or  before  August  21,  1931. 

Atlas  Corporation  did  not  at  the  time  have  available  the  $8,367,360 
in  cash  which  was  required  to  consummate  the  purchase.  The  down 
payment  of  $1,367,360  which  was  to  be  made  on  August  12,  1931  was 
realized  by  a  loan  in  that  amount  made  by  Atlas  Corporation  from 
General  Empire  Corporation,  one  of  its  subsidiaries.  This  sum  con- 
stituted 30%  of  the  assets  of  General  Empire  Corporation.  To  pro- 
vide cash  for  the  loan.  General  Empire  Corporation  liquidated  a 
large  portion  of  its  portfolio  of  marketable  securities.  Although 
35%  of  the  outstanding  stock  of  General  Empire  Corporation  was 
held  by  the  public,  because  of  a  "mistake"  no  interest  was  paid  by 
Atlas  Corporation  on  the  loan.  The  loan  was  repaid  on  August  28. 
1931.^^^^ 


'*^  Op.  cit.  supra,  note  385,  Commission's  Exhibit  No.  1969. 

S88  Ibid. 

^^  Op.  cit.  supra,  note  337,  Commission's  Exhibit  No.  1617. 

s«>Id.,  at  15.596  and  Commission's  Exhibit  No.  161S. 

3^1  Op.  cit.  .supra,  note  385,  Commission's  Exhibit  No.  2001   (p.  107). 

^2  Op.  cit.  supra,  note  337,  Commission's  Exhibit  No.  1617. 

3»3  0p.  cit.  supra,   note  385,  at  17934;   Commission's  Exhibit  No.  2001    (p.   lOS). 
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On  August  17,  1931,  Atlas  Corporation  borrowed  $7,000,000  from 
Bankers  Trust  Company  of  New  York  and  completed  its  purchase 
of  the  100,000  shares  of  voting  stock  and  the  318.368  shares  of  non- 
voting stock  of  Chatham  Phenix  Allied  Corporation.'^-'  The  owner- 
ship of  the  100,000  shares  of  voting  stock  which  constituted  all  of  the 
voting  stock  of  Chatham  Phenix  Allied  Corporation  put  Atlas  Cor- 
poration in  control  of  Chatham  Phenix  Allied  Corporation.  On 
August  17,  1921,  all  of  the  directors  of  Chatham  Phenix  Allied 
Corporation  resigned  and  were  replaced  by  representatives  of  Atlas 
Corporation.  The  name  of  the  corporation  was  then  changed  to 
Securities  Allied  Corporation  pursuant  to  a  clause  in  the  agreement 
of  Atlas  Corporation  with  Chatham  Phenix  Corporation  requiring 
the  elimination  from  the  corporate  title  after  transfer  of  control  of 
Atlas  Corporaton  of  anv  reference  to  Chatham  Phenix  National  Bank 
&  Trust  Company. 295 

The  $8,885,260  derived  by  Chatham  Phenix  Corporation  on  the 
sale  to  Atlas  Corporation  of  the  securities  of  Chatham  Phenix  Allied 
Corporation  and  on  the  sale  of  the  securities  of  Zonite  Products  Cor- 
poration, Spiegel,  May,  Stern  Company,  Inc.,  and  McKesson  &  Rob- 
bins,  Inc.,  were  used  in  conjunction  with  funds  borrowed  by  Chatham 
Phenix  Corporation  from  the  Chatham  Phenix  National  Bank  & 
Trust  Company,  to  repay  on  August  17,  1931,  the  outstanding  obliga- 
tion of  Chatham  Phenix  Corporation  to  Chatham  Phenix  Allied 
Corporation  in  the  sum  of  $10,556,993.73.^9^  Atlas  Corporation  as  a 
condition  of  its  agreement  to  purchase  control  of  Chatham  Phenix 
Allied  Corporation  had  required  this  loan  to  be  paid  simultaneously 
with  the  transfer  of  control  of  the  investment  company. 

Atlas  Corporation  thus  acquired  control  of  the  sum  it  had  ex- 
pended to  acquire  control  of  Chatham  Phenix  Allied  Corporation. 
In  addition,  it  had  acquired  control  of  approximately  $21,000,000  of 
other  assets.  In  effect.  Atlas  Corporation  had  acquired  control  of 
Chatham  Phenix  Allied  Corporation  in  consideration  of  the  release 
of  the  indebtedness  of  the  security  affiliate  to  Chatham  Phenix  Allied 
Corporation, 

It  remained,  however,  for  Atlas  Corporation  to  repay  its  loans 
totaling  $8,367,360  made  by  General  Empire  Corporation  and  Bankers 
Trust  Company.  To  accomplish  this,  the  cash  which  Chatham 
Phenix  Allied  Corporation  had  received  from  Chatham  Phenix 
Corporation  in  payment  of  the  latter's  indebtedness  was  used  by 
Chatham  Phenix  Allied  Corporation  to  purchase  from  Atlas  Corpo- 
ration, and  several  of  its  subsidiaries,  various  securities  of  investment 
companies,  control  of  which  had  already  been  acquired  or  was  in 
process  of  being  acquired  by  Atlas  Corporation.^^'' 

On  August  17,  1931,  the  date  on  which  Atlas  Corporation  acquired 
control  of  Chatham  Phenix  Allied  Corporation,  Atlas  Corporation 


8« Ibid. 

3"=  Op.  cit.  supra,  note  337,  Commission's  Exhibit  No.  1617. 

396  Derived    from    supplementary    information    supplied    the    Commission    for    Atlas    Cor- 
poration. 

3"  Op.  cit.  supra,  note  385,  Commission's  Exhibit  No.  2001    (p.  109  et  seq.). 
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itself  sold  to  Chatham  Phenix  Allied  Corporation,  at  their  market 
prices,  for  total  proceeds  of  $962,918,  the  following  securities : 

yumier  of  shares 

Aviation  Securities  Corporation,  capital  stocli 48,  290 

Aviation  Securities  Corporation,  option  warrants 43,834 

American  Investors,  Inc.,  Class  B  common  stock 2,  600 

American  Capital  Corporation,  Class  B  common  stock 1,200 

Chain  Store  Stocks,  Inc.,  capital  stock 400 

Federated  Capital  Corporation,  common  stock 31,600 

Federated  Capital  Corporation,  preferred  stock 1,687 

International  Mining  Corporation 7,  700 

On  the  same  day  Atlas  Utilities  &  Investors  Co.,  Ltd.,  the  Cana- 
dian subsidiary  of  Atlas  Corporation,  sold  to  Chatham  Phenix  Allied 
Corporation  for  proceeds  of  $5,397,008.76  the  following  securities: 

Num'ber  of  shares- 
American  European  Securities  Company,  capital  stock 4,  000 

Blue  Ridge  Corporation,  common  stociv 2,  400 

Securities  Corporation  General,  common  stock 23,950 

Chain  Store  Stocks,  Inc.,  capital  stock 1,  300 

Allied  Atlas  Corporation,  capital  stock 262,  4571^ 

All  of  these  securities  were  purchased  by  Chatham  Phenix  Allied 
Corporation  at  their  market  prices  with  the  exception  of  the  shares, 
of  Allied  Atlas  Corporation  which  represented  approximately  90% 
of  the  outstanding  stock  of  Allied  Atlas  Corporation.  These  shares 
were  acquired  by  Chatham  Phenix  Allied  Corporation  at  their  asset 
value.  Out  of  the  proceeds  of  $5,397,008.76  realized  by  Atlas  Utili- 
ties &  Investors  Co.,  Ltd.,  on  the  sale  of  the  above-mentioned  se- 
curities to  Chatham  Phenix  Allied  Corpoi-ation,  Atlas  Utilities  & 
Investors  Co.,  Ltd.,  paid  $2,260,000  which  it  owed  to  Atlas  Corpora- 
tion, and  in  addition  loaned  to  Atlas  Corporation  $3,000,000.  Atlas 
Corporation  thus  derived  $5,260,000  of  the  proceeds  of  the  sale  of 
these  securities  to  Chatham  Phenix  Allied  Corporation  by  Atlas 
Utilities  &  Investors  Co.,  Ltd. 

On  August  17,  1931,  Iroquois  Share  Corporation,  another  Atlas 
Corporation  subsidiary,  transferred  to  Chatham  Phenix  Allied  Cor- 
poration, for  a  cash  consideration  of  $1,155,528.75,  the  following 
securities  at  their  market  prices : 

Numier  of  shares 

American  Investors,  Inc.,  common  stock.  Class  B 37,  700 

Prudential  Investors,  Inc.,  capital  stock 26,  300 

Ungerleider  Financial  Corporation,  capital  stock 10,000 

Federated  Capital  Corporation,  preferred  stock 19,  000 

Sterling  Securities  Corporation,  Class  B  common  stock 21,  350 

Union  Natural  Gas  Co.  of  Canada,  common  stock 1,536 

These  securities  constituted  virtually  all  the  assets  of  Iroquois 
Share  Corporation.  Iroquois  Share  Corporation,  on  the  same  day^ 
was  dissolved  and  Atlas  Corporation,  as  the  holder  of  over  95%  of 
its  stock,  received  on  August  17,  1931  a  liquidating  dividend  in  cash 
of  $1,200,000.  This  sum  included  the  proceeds  of  the  sale  of  the 
above-mentioned  securities  to  Chatham  Phenix  Allied  Corporation 
by  Iroquois  Share  Corporation. 

Selected  Stocks,  Inc.,  another  Atlas  Corporation  subsidiary,  also  on 
August  17, 1931,  sold  to  Chatham  Phenix  Allied  Corporation  its  entire 
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portfolio  of  securities  for  proceeds  of  $553,462.50.295  The  securities 
sold  by  Selected  Stocks,  Inc.  to  Chatham  Phenix  Allied  Corporation 
were  sold  at  their  market  prices  and  were  as  follows : 

Kumlier  of  shares 

American  Investors,  Inc.,  Class  B  stock 85, 100 

Prudential  Investors,  Inc.,  capital  stock 900 

Sterling  Securities  Corporation,  preference  stock 12,400 

On  August  17,  1931,  Atlas  Corporation  caused  Selected  Stocks,  Inc. 
to  be  dissolved  and  to  pay  to  Atlas  Corporation  as  a  liquidating 
dividend  on  its  holdings  of  Selected  Stocks,  Inc.  securities,  the  sum 
of  $530,000.  These  funds  so  paid  to  Atlas  Corporation  by  Selected 
Stocks,  Inc.  were  derived  by  that  company  from  the  sale  of  its  port- 
folio on  the  same  day  to  Chatham  Phenix  Allied  Corporation .^^^ 

In  addition,  on  August  17,  1931,  Atlas  Corporation  caused  Jackson 
&  Curtis  Investment  Associates  to  be  dissolved  and  to  pay  Atlas  Cor- 
poration, its  largest  stockholder,  $722,016.88  *°°  in  cash  as  a  liquidating 
dividend  on  the  Atlas  Corporation's  holdings  of  its  certificates  of 
beneficial  interest. 

As  a  result  of  these  various  transactions.  Atlas  Corporation  received 
directly  or  indirectly  from  Chatham  Phenix  Allied  Corporation  cash 
payments  from  the  sales  of  the  above  described  securities  totaling 
$7,830,902^°^  most  of  which  it  immediately  utilized  to  repay  its  loan 
of  $1,367,360  from  General  Empire  Corporation  and  its  loan  of 
$7,000,000  from  Bankers  Trust  Company. 

The  very  process  of  acquisition  of  control  of  Chatham  Phenix 
Allied  Corporation  by  Atlas  Corporation  thus  involved  a  change  in 
the  investment  policies  of  the  corporation.  By  the  purchases  of  the 
securities  mentioned  from  Atlas  Corporation  and  its  subsidiaries  on 
August  17,  1931,  approximately  $8,068,918  «'-  of  the  then  gross  assets 
of  approximately  $31,000,000  of  Chatham  Phenix  Allied  Corpora- 
tion were  represented  by  the  securities  of  investment  companies,  con- 
trol of  which  had  been  acquired  by  Atlas  Corporation  or  was  in  the 
process  of  acquisition  by  Atlas  Corporation.  These  securities  of  in- 
vestment companies  constituted  26%  of  the  then  total  assets  of 
Chatham  Phenix  Allied  Corporation.  Chatham  Phenix  Allied  Cor- 
poration controlled  Allied  Atlas  Corporation  which  controlled  x\ll 
America  General  Corporation.  Allied  Atlas  Corporation  and  All 
America  General  Corporation,  together,  held  in  the  aggregate  ap- 
proximately 40%  of  the  stock  of  Ungerleider  Financial  Corporation. 
In  addition,  Chatham  Phenix  Allied  Corporation  had  acquired  all  the 
Atlas  Corporation's  holdings  in  Federated  Capital  Corporation  and 
in  Aviation  Securities  Corporation. 

In  September  1931,  as  will  be  indicated,  Chatham  Phenix  Allied 
Corporation  acquired  control  of  Chain  Store  Stocks,  Inc.*"^  In  Oc- 
tober 1931,  Chatham  Phenix  Allied  Corporation  acquired  control  of 
National  Securities  Investment  Company.*''* 

3^8  Id.,  Commission's  Exhibit  No.  2001   (p.  110). 

»  Ibid. 

*<>oid.,  Commission's  Exhibit  No.  2001    (pp.  104,  110). 

"iJbld.    (p.   110). 

«2Id.,  at  17577. 

«3  See  infra,  pp.  1306-16. 

^o*  See  supra,  pp.  1094-1119. 
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By  December  31,  1932,  Cliathiim  Phenix  Allied  Corporation's 
security  investments,  having  a  market  value  of  $16,559,604.85,*°^ 
included  securities  of  investment  companies  under  its  control  or  under 
the  control  of  Atlas  Corporation,  totaling  $13,716,510.*-*^  In  other 
words,  82%  of  the  portfolio  of  Chatham  Phenix  Allied  Corporation 
was  represented  by  the  securities  of  investment  companies.  By  De- 
cember 8,  1933  when  Chatham  Phenix  Allied  Corporation  was  dis- 
solved, $26,769,284.49  *°'  of  its  assets,  at  cost  of  approximately  $31,- 
000,000  consisting;-  of  cash  and  diversified  securities  when  Atlas 
Corporation  acquired  control  of  the  corporation,  were  invested  in 
securities  of  investment  companies.  By  December  8,  1933,  when 
Chatham  Phenix  Allied  Corporation  Avas  dissolved,  it  had  become 
the  key  company  in  the  Atlas  Corporation  structure  of  companies. 
It  had  purchased  substantial  interests  in  nearly  all  of  the  companies 
subsequently  acquired  by  Atlas  Corporation.  Table  17  illustrates  the 
holdings  of  Chatham  Phenix  Allied  Corporation  as  at  December  8, 
1933,  in  all  of  the  companies  in  the  Atlas  Corporation  system. 

Table  17. — Percentage  of  outstanding  securities  of  investment  companies  in  the 
Atlas  Corporation  ^roup,  held  hy  companies  in  the  group,  Dec.  8,  1933 


All  America  General  Corporatjon 

Allied  Atlas  Corporation 

American,    British    &    Continental 

Corporation  = 

American  Investors,  Inc 

Atlantic  Securities  Corporation 

Atlas  Utilities  &  Investors  Co.,  "Ltd. 
Aviation  Securities  Corporation.,  , ., 

Blue  Ridge  Corporation 

Chain  Store  Stocks,  Inc 

Federated  Capital  Corporation 

Financial  Corporation,  The 

General  Empire  Corporation 

National  Securities  Investment  Co_. 

Pacific  Eastern  Corporation 

Shenandoah  Corporation 

Sterling  Securities  Corporation  -^ 


Held  by  Securi- 
ties Allied 
Corporation  "  ^ 


80.31 
93.47 


.04 
68.96 
20.24 
54.53 
11.44 
74.38 
7.64 
.10 
13.56 


Pre- 
ferred 


37.20 
4.99- 


2.85 
30.82 


Held  by  other 
companies  in 
Atlas  group 


Com-      Pre- 
ferred 


18.91 
3.61 


15.25 
52.60 
98.16 


18.43 
30.21 


65.46 
36.02 


Total  holdings 
by  Atlas  group 


Com- 
mon 


68.29 
74.14 
97.83 
100. 00 

97.87 
87.88 
95.53 
55.62 
97.35 
99.12 
87.35 
62.04 
58.42 
83.47 


Pre- 
ferred 


52.45 
57.59 
98.16 


70.72 
62.26 


Minority 
holdings 


Com- 
mon 


Pre- 
ferred 


47.55 
42.41 
1.84 


"  100%  of  voting  stock  was  held  by  Atlas  Utilities  Corporation  (name  changed  to  Atlas  Corporation) ; 
the  nonvoting  stock  was  held  as  follows:  91%  by  Atlas  Utilities  Corporation  (name  changed  to  Atlas  Cor- 
poration); 4.35%  by  Atlantic  Securities  Corporation;  1.45%  by  National  Securities  Investment  Co.;  and 
3.2%  by  minority  stockholders. 

>>  Dissolved  Dec.  8,  1933;  the  former  name  was  Chatham  Phenix  Allied  Corporation. 

'  In  addition,  bonds  of  American,  British  &  Continental  Corporation  were  held  as  follows:  46.28%  by 
companies  in  the  Atlas  group  other  than  Securities  Allied  Corporation;  and  53.72%  by  others. 

<<  In  addition,  preference  and  class  A  stock  of  Sterling  Securities  Corporation  were  held  as  follows:  7.8% 
preference  and  3.88%  class  A  by  Securities  Allied  Corporation;  17.97%  preference  and  24.76%  class  A  by  others 
in  Atlas  Corporation  group;  25.77%  preference  and  28.64%  class  A  total  holdings  by  Atlas  Corporation 
group;  and  74.23%  preference  and  71.36%)  class  A  by  other  stockholders. 


■a,  note  385,  Commission's  Exhibit  No.  2039. 


^5  Op.  cit. 

*«  Ibid. 

^"^  Id.,  Commis.sion"s  Exhibit  No.  2040. 
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Mr.  Odium  stated  that  he  informed  Mr.  McEoberts  of  his  intent 
to  repay,  in  the  manner  \\diich  has  been  described,  the  loans  made 
by  Atlas  Corporation  to  acquire  control  of  Chatham  Phenix  Allied 
Corporation  and  of  his  intent  to  have  Chatham  Phenix  Allied  Cor- 
poration participate  in  the  Atlas  Corporation  program  of  investment 
company  acquisitions.*"^  Stockholders  of  Chatham  Phenix  Allied 
Corporation  first  became  aware  of  this  policy  on  December  24,  1931, 
when  it  was  revealed  by  Atlas  Corporation  in  the  financial  report  of 
Securities  Allied  Corporation  for  the  period  ending  November  30, 
1931.^'^ 

Mr.  Odium  further  testified  that  the  net  effect  of  these  various 
transactions  by  which  Atlas  Corporation  acquired  control  of  Chatham 
Phenix  Allied  Corporation  was  to  replace  the  "frozen  loan"  of  $10,- 
000,000  owed  by  Chatham  Phenix  Corporation  with  $8,000,000  in 
securities  of  investment  companies  controlled  by  Atlas  Corporation 
and  $2,000,000  in  cash."« 

Despite  the  fact  that  the  public,  which  on  August  17,  1931,  held 
1,181,654  shares  of  the  nonvoting  stock  of  Chatham  Phenix  Allied 
Corporation,  had  presumably  relied  on  the  representation  that 
Chatham  Phenix  Corporation  had  acquired  all  of  the  voting  stock 
of  Chatham  Phenix  Allied  Corporation  for  "investment"  and  had 
further  relied  on  a  continuance  of  the  management  of  their  corpora- 
tion by  Chatham  Phenix  Corporation,  Mr.  McKoberts  testified  that 
the  stockholders  were  not  consulted  with  reference  to  the  shift  in  the 
management  of  their  corporation  on  August  17,  1931,  but  that  they 
were  informed  of  the  transfer  of  control  to  Atlas  Corporation  only 
after  it  had  occurred.'*"  Nor  is  there  any  evidence  that  the  stock- 
holders were  consulted  on  the  contemplated  change  by  Atlas  Cor- 
poration of  the  investment  policy  of  their  corporation. 

Mr.  McEoberts  also  admitted  he  was  aware  of  the  fact  that  Atlas 
Corporation  intended  to  acquire,  if  possible,  the  public  holdings  of 
the  nonvoting  stock  of  Chatham  Phenix  Allied  Corporation  at  prices 
less  than  their  asset  value."-  In  fact,  he  testified  that  Atlas  Cor- 
poration had  refused  to  make  an  offer  to  acquire  the  public  holdings 
at  the  same  price  that  Atlas  Corporation  had  acquired  the  holdings 
of  Chatham  Phenix  Corporation.  Mr.  McEoberts'  testimony  was  as 
follows :  *^^ 

Q.  Do  you  recall  in  your  original  offering  circular  that  you  said  you  were 
purchasing  the  100,000  (voting  shares)   for  a  permanent  investment? 

A.  Well  that  was  perfectly  true.     At  that  time  I  had  no  intention  of  selling  it. 

Q.  Was  there  any  discussion  with  the  Atlas  interest  that  they  would  make 
the  same  offer  to  other  stockholders  that  they  were  making  to  you? 

A.  Oh,  yes. 

Q.  That  they  would  get  exactly  the  same  price  that  you  were  getting? 

A.  No.  I  don't  think  that  was  part  of — there  was  a  discussion  of  it  yes,  but 
it  didn't  culminate  in  any  agreem^it  to  that  effect. 


*e8  Op.  cit.  supra,  note  337,  at  15594. 

**»  Reply  to  the  Commission's  questionnaire  for  Securities  Allied  Corporation,  Pt.  I. 

""Op.  cit.  supra,  note  385,  at  17578-9. 

«i  Op.  cit.  supra,  note  337,  at  15595-6. 

*^  Ibid. 

*"Id.,   at   15591-8. 
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Q.  Was  there  any  discussion  with  Mr.  Odium  or  any  representative  of  the 
Atlas  Corporation  as  to  what  the  future  investment  policy  of  this  investment 
trust  would  be? 

A.  Yes. 

Q.  What  was  the  discussion  about? 

A.  Well  their  policy  was  to  do  just  what  we  were  doing  with  our  own  stock. 

Q.  What  was  that? 

A.  We  were  buying  the  stock  when  it  was  offered  materially  below  the  book 
value.  They  were  doing  it  not  only  with  their  own  stock  but  with  other 
investment  trust  stocks.  In  other  words,  they  were  in  a  position  to  do  it  in 
a  very  much  broader  way  than  we  were. 

Q.  You  say  Mr.  Odium  told  you  after  he  got  control  he  was  going  to  use  all 
the  funds  of  the  Chatham  Phenix  Allied  Corporation  to  buy  other  investment 
trusts? 

A.  When  he  could  buy  them  on  that  basis.  That  was  his  main  operation  at 
that  time. 

Q.  What  did  he  say  his  main  operation  was? 

A.  Buying  investment  trust  stocks  where  they  would  be  bought  materially 
below  the  liquidating  value  of  the  company. 

Q.  As  far  as  your  stock  was  concerned,  he  was  not  buying  that  below  liqui- 
dating value,  was  he? 

A.  I  don't  know  whether  he  was  buying  any  of  our  stock  or  not.  You  mean 
the  transaction? 

Q.  Yes. 

A.  No,  he  didn't. 

Q.  So  he  couldn't  make  any  money  that  way  because  the  liquidating  value 
w^as  $19  a  share  and  he  was  paying  you  $20  a  share? 

A.  Well,  that  is  for  the  control.     That  was  to  get  control  of  the  company. 

Q.  So  that  in  order  to  get  control  of  the  company,  not  only  was  he  not  buying 
the  stock  at  a  discount,  but  he  was  paying  this  slight  premium? 

A.  Yes;  I  tried  to  get  him  to  pay  a  larger  premium  but  he  didn't  do  it. 

Q.  He  had  some  purpose  in  getting  control  ? 

A.  Perfectly  right. 

Q.  Did  he  tell  you  why  he  was  anxious  to  get  control? 

A.  Well,  they  were  a  large  concern  rated  at  about  25  or  30  million.  This  was 
a  large  block  that  would  bring  him  up  to  a  strong  position.  I  mean  as  to  size 
and  so  forth.     That  was  really  his  object  in  acquiring  the  stock. 

Q.  Did  you  say  Mr.  Odium  or  any  representative  of  the  Atlas  Corporation 
would  make  provisions  to  give  $20  a  share  to  the  other  stockholders  at  this  time? 

A.  We  discussed  it,  yes ;  but  they  wouldn't  do  it. 

Q.  So  that  the  Chatham  Phenix  Corporation  sponsored  the  investment  trust 
and  was  in  absolute  control  of  the  investment  trust  through  this  entire  period 
both  by  the  ownership  of  every  share  of  voting  stock  and  through  being  all  the 
directors  and  officers  and  Chatham  Phenix  Corporation,  who  were  the  under- 
writers and  distributors  of  the  stock  to  the  public,  turned  over  control  of  this 
investment  trust  to  the  Atlas  interests  before  it  even  disclosed  it  to  the 
stockholders. 

A.  Yes  ;  that  is  true. 

1^  A-  *  *  f  *  * 

Q.  You  don't  deny  you  got  a  good  price  under  the  circumstances? 

A.  I  got  the  best  price  I  covild. 

Q.  But  as  far  as  the  other  stockholders  were  concerned,  there  was  no  pro- 
vision to  get  them  the  best  price? 
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A.  No ;  but  I  thiuk  it  was  doing  a  good  service  to  the  other  stockholders  when 
we  did  what  we  did. 

Q.  Did  the  Chatham  Phenix  Corporation  retain  any  portion  of  that  stock  in 
the  Allied  Corporation  so  that  they  could  avail  themselves  of  a  good  service 
that  was  being  rendered  to  the  stockholders? 

A.  No ;  I  don't  think  so. 

Q.  They  sold  every  single  share? 

A.  That  was  a  condition  of  the  trade. 

As  Mr,  McKoberts  testified,  no  provision  for  equal  treatment  of  the 
public  holders  of  Chatham  Phenix  Allied  Corporation's  nonvoting 
stock  was  agreed  upon  by  Atlas  Corporation  and  Chatham  Phenix 
Corporation.  The  treatment  to  be  accorded  to  these  stockholders,  as 
far  as  prior  exchanoe  offers  were  concerned,  was  left  to  Atlas  Corpora- 
tion. Atlas  Corporation,  in  line  with  its  usual  policy,  would  seek  to 
acquire  the  shares  of  Chatham  Phenix  Allied  Corporation  held  by  the 
public  at  prices  less  than  the  asset  value  of  such  shares.  Control  of 
the  market  price  of  the  shares  was,  therefore,  essential  to  Atlas  Cor- 
poration. The  agreement  of  August  11,  1931,  between  Atlas  Corpora- 
tion and  Chatham  Phenix  Corporation  expressly  stipulated  that  Atlas 
Corporation  was  to  be  in  control  of  the  market  price  of  the  nonvoting 
stock  of  Chatham  Phenix  Allied  Corporation.  The  contract  provided 
that :  "* 

It  is  to  be  understood  that  the  market  in  shares  of  Chatham  Phenix  Allied 
Corporation  is  to  be  in  our  (Atlas)  sole  control  from  now  on,  and  to  that  end, 
your  corporation  and  its  affiliates  shall  not  deal  further  in  such  shares  without 
our  previous  consent. 

Atlas  Corporation  and  its  subsidiary  investment  companies,  almost 
immediately  upon  acquisition  of  control  of  Chatham  Phenix  Allied 
Corporation,  began  to  accumulate  the  nonvoting  stock  of  the  corpora- 
tion by  purchases  of  the  stock  in  the  open  market  at  market  prices 
which  represented  substantially  only  the  bids  of  Atlas  Corporation 
and  its  subsidiaries.  The  market  prices  so  established,  although 
higher  than  the  existing  market  price  of  comparable  investment  com- 
pany securities,  were  substantially  below  the  asset  value  of  the  stock 
of  Chatham  Phenix  Allied  Corporation.  By  December  31,  1931, 
Atlas  Corporation  and  its  subsidiaries  had  acquired  a  total  of  533,988 
shares  of  the  nonvoting  stock  of  Chatham  Phenix  Allied  Corporation, 
equivalent  to  35  percent  of  the  1,500,022  shares  of  such  stock  then 
outstanding.  In  addition.  Atlas  Corporation  owned  the  100,000 
shares  of  voting  stock  of  the  investment  company. 

On  June  4,  1932,  Atlas  Corporation  supplemented  its  market  pur- 
chases of  Chatham  Phenix  Allied  Corporation  nonvoting  stock  by  mak- 
ing on  offer  *^^  to  exchange  one  share  of  its  common  stock  and  one-fifth 
of  one  of  its  option  warrants  for  each  share  of  the  nonvoting  stock  of 
Chatham  Phenix  Allied  Corporation.  This  offer  was  one  of  12  simul- 
taneous offers  made  by  Atlas  Corporation  to  the  stockholders  of  each 
of  its  then  controlled  investment  companies. 

The  offer  of  Atlas  Corporation  stated  that  the  asset  value  of  each 
share  of  Chatham  Phenix  Allied  Corporation's  nonvoting  stock  based 


^1^  Id.,  Commissions  Exhibit  No.  1617. 

*^  Op.  cit.  supra,  note  385,  Commission's  Exliibit  No.  1970. 


1156  SECURITIES   AND   EXCHANGE   COMMISSION 

on  the  market  value  of  its  security  holdings  was  $8.50  a  share.*" 
However,  it  was  revealed  that  if  the  holdings  of  Atlas  Corporation 
controlled  investment  companies  in  the  portfolio  of  Chatham  Phenix 
Allied  Corporation  were  taken  at  their  asset  rather  than  their  market 
values  the  asset  value  of  each  Chatham  Phenix  Allied  Corporation 
share  would  be  $13.25.*" 

The  difference  in  these  values  presumably  may  have  influenced 
Chatham  Phenix  Allied  Corporation  stockholders  to  exchange  their 
shares  for  Atlas  Corporation  shares.  Only  in  this  way  would  the 
stockholders  share  in  the  actual  value  of  the  assets  of  the  corporation. 
On  the  dissolution  of  Chatham  Phenix  Allied  Corporation,  the  cal- 
culation of  the  per  share  cash  asset  value  of  the  corporate  assets 
might  be  based  not  on  the  asset  values  but  on  the  market  values  of 
Chatham  Phenix  Allied  Corporation's  holdings  of  the  securities  of 
Atlas  Corporation  controlled  companies.  The  difference  between  the 
value  of  the  assets  of  Chatham  Phenix  Allied  Corporation  received 
by  Atlas  Corporation  on  the  dissolution  of  the  corporation  and  the 
cash  value  of  the  assets  received  by  minority  stockholders  of  the  cor- 
poration will  be  indicated  below. 

In  contrast,  the  actual  asset  value  of  the  Atlas  Corporation  common 
stock  offered  in  exchange  was  $2.97.*^*  This  fact  was  not  revealed  in 
the  offer.  However,  the  offer  disclosed  the  fact  that,  if  all  the  stock- 
holders of  the  12  investment  company  subsidiaries  of  Atlas  Corpora- 
tion accepted  the  exchange  offer  of  Atlas  Corporation  securities  simul- 
taneously made  to  them  on  June  4,  1932,  the  asset  value  of  the  common 
stock  of  Atlas  Corporation  woulcl  be  $7.30  a  share.  On  the  basis  of 
the  then  actual  asset  value  of  the  common  stock  of  Atlas  Corporation, 
stockholders  of  Chatham  Phenix  Allied  Corporation  making  the  ex- 
change, therefore,  suffered  a  gross  loss  in  assets  per  share  of  their 
stock  of  $5.53  based  on  the  market  value  of  the  portfolio  holdings 
of  their  company  and  of  $10.20  per  share  of  their  stock  based  on  the 
underlying  asset  value  of  the  Atlas  Corporation  controlled  invest- 
ment company  securities  in  their  corporation's  portfolio.*^''  On  the 
basis  of  the  asset  value  of  $7.30  for  each  share  of  Atlas  Corporation 
common  stock,  which  would  exist  if  all  stockholders  of  all  of  its  sub- 
sidiaries accepted  its  exchange  offer  of  June  4,  1932,  stockholders  of 
Chatham  Phenix  Allied  Corporation  who  accepted  the  exchange  offer 
would  have  suffered  a  loss  in  asset  values  per  share  of  their  stock 
of  $1.20  based  on  the  market  value  of  the  portfolio  holdings  of  their 
company  and  of  $5.95  a  share  of  their  stock  based  on  the  underlying 
asset  value  of  the  Atlas  Corporation  controlled  investment  company 
securities  then  in  the  portfolio  of  Chatham  Phenix  Allied  Corpo- 
ration, 

The  Atlas  Corporation  securities  offered  in  exchange  had  a  market 
value  75  cents  in  excess  of  the  market  value  of  the  Chatham  Phenix 
Allied  Corporation  stock.*-"    In  other  words,  accepting  stockholders 


«"  Ibid. 

«'  Ibid. 

"8  Id.,  Commission's  Exliibit  No.  2001   (p.  115). 

■•"  Ibid.  However,  stockholders  who  accepted  the  Atlas  Corporation  offer  would,  by  be- 
coming stockholders  of  Atlas  Corporation,  recover  to  some  extent  a  portion  of  their  gross 
loss  in  asset  values. 

*2*0p.  cit.  supra,  note  385,  Commission's  Exhibit  No.  2001   (p.  115). 
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of  Chatham  Phenix  Allied  Corporation  exchanged  a  higher  asset 
value  for  a  higher  market  value  of  securities. 

On  September  23,  1932,  the  Atlas  Corporation  exchange  offer  was 
renewed  and  an  alternate  offer  of  one-fourth  of  a  share  of  Atlas  Cor- 
poration preference  stock  for  each  share  of  Chatham  Phenix  Allied 
Corporation  stock  was  made.  The  asset  value  of  the  Atlas  Corporation 
preference  stock  offered  equaled  the  asset  value  of  the  stock  of  Chat- 
ham Phenix  Allied  Corporation  and  the  market  value  of  the  Atlas 
Corporation  preference  stock  exceeded  the  market  value  of  the  Chat- 
ham Phenix  Allied  Corporation  stock  by  approximately  $2. 

As  a  result  of  these  offers,  Atlas  Corporation  acquired  544,272 
shares  of  Chatham  Phenix  Allied  Corporation  nonvoting  stock.  The 
loss  in  asset  values  to  stockholders  of  Chatham  Phenix  Allied  Cor- 
poration who  accepted  these  offers  was  $2,736,880,*-^  on  the  basis  of 
an  asset  value  of  $8.50  a  share  of  Chatham  Phenix  Allied  Corpora- 
tion stock,  and  approximately  $4,000,000  if  the  asset  value  of  the 
Chatham  Phenix  Allied  Corporation  stock  is  taken  at  $13.25  a  share. 

On  March  13,  June  13,  and  July  12,  1933,  additional  Atlas  Cor- 
poration offers  *--  to  exchange  one  share  of  its  common  stock  and 
one-fifth  of  one  of  its  option  warrants  for  each  share  of  Chatham 
Phenix  Allied  Corporation  nonvoting  stock,  were  made.  Over  the 
period  of  these  offers,  the  average  asset  value  of  the  Chatham  Phenix 
Allied  Corporation  nonvoting  stock  was  $13.64  and  that  of  the  unit  of 
Atlas  Corporation  securities  offered  in  exchange  was  $8.55.*-^  Stock- 
holders of  Chatham  Phenix  Allied  Corporation  accepting  the  ex- 
change suffered  a  gross  per  share  loss  in  asset  values  of  $5.09.*^*  How- 
ever, over  the  same  period  the  market  value  of  the  Atlas  Corporation 
unit  of  securities  was  $1.85  *-^  in  excess  of  the  market  value  of  Chat- 
ham Phenix  Allied  Corporation  shares. 

As  a  result  of  these  offers,  Atlas  Corporation  acquired  an  addi- 
tional 135,676  shares  of  the  stock  of  Chatham  Phenix  Allied  Cor- 
poration. The  loss  in  asset  values  to  Chatham  Phenix  Allied  Cor- 
poration stockholders  on  accepting  this  exchange  was  $607,806.^-^ 

By  December  8,  1933,  when  Chatham  Phenix  Allied  Corporation 
was  dissolved,  Atlas  Corporation  and  its  controlled  companies  had 
acquired  by  purchase  or  exchange  1,334,057  of  the  nonvoting  shares 
and  the  100,000  voting  shares  of  Chatham  Phenix  Allied  Corpora- 
tion.*27  These  holdings  constituted  96.71%  of  the  1,478,129  shares  ol 
the  capital  stock  of  Chatham  Phenix  Allied  Corporation  then  out- 
standing.    The  minority  stockholders  held  43,972  shares.*-^ 

e.  Monthly  Income  Shares,  Inc. — Donald  P.  Kenyon 

Donald  P.  Kenyon's  activities  in  the  acquisition  of  investment 
companies  are  described  in  detail  in  Chapter  II  of  this  part  of  the 


*2i  Id.,  Commission's  Exhibit  No.  2001  (p.  118)  ;  see.  liowever,  note  419,  supra. 
«2  Id.,  Commission's  Exhibit  No.  1970. 

*23  Based  on  prices  as  of  April  30.  1933.     Id.,  Commission's  Exhibit  No.  2001   (p.  118). 
^  Ibid. 
«» Ibid. 

*="  Id.,  Commission's  Exhibit  No.  2001  (p.  119)  ;  see.  however,  note  419.  supra. 
*='  Ibid. 

*^s  Certain  aspects  of  the  dissolution  of  Chatham  Phenix  Allied  Corporation  are  discussed 
infra,  pp.  1453-7. 
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report.*-*'  The  apparent  objective  of  Mr.  Kenyon  \Yas  to  acquire  con- 
trol of  investment  companies  for  the  purpose  of  applying  their  assets 
to  his  own  use.  To  secure  control  of  the  assets  of  investment  com- 
panies Mr.  Kenyon  was  willing  to  pay  substantial  premiums  for  their 
controlling  shares.*^"  The  acquisitions  of  control  of  Monthly  Income 
Shares,  Inc.,  of  New  York  and  of  Monthly  Income  Shares,  Inc.,  of 
New  Jersey  are  examples  of  Mr.  Kenyon's  use  of  this  technique. 

The  Monthly  Income  Shares  companies  were  incorporated  in  1933 
and  1934  under  the  auspices  of  Robert  E.  Lancaster,*^^  who  had  been 
convicted  of  a  crime  in  California  in  1928  and  until  1938  was  a  fugi- 
tive from  justice.*'^  The  corporations  confined  the  distribution  of 
their  securities  to  the  residents  of  New  York  and  New  Jersey,  the 
states  of  incorporation  of  Monthly  Income  Shares,  Inc.,  of  New  York 
and  Monthly  Income  Shares,  Inc.,  of  New  Jersey,  respect ivelj^*^^ 
Both  corporations  had  identical  capitalizations,  consisting  of  Class  A 
nonvoting  stock  entitled  on  liquidation  of  the  corporation  to  a  first 
claim  against  assets  of  $1  a  share  plus  ten-elevenths  of  the  remain- 
ing assets  after  prior  payment  of  40  cents  a  share  on  the  Class  B 
stock,  and  a  Class  B  voting  common  stock.*^*  The  charters  of  both 
corporations  forbade  loans  of  the  corporation's  funds  to  officers, 
directors,  and  the  holders  of  the  Class  B  stock  and  required  that  at 
least  50%  of  the  corporate  assets  consist  of  cash,  United  States  Gov- 
ernment bonds,  and/or  securities  listed  on  either  the  New  York  Stock 
Exchange  or  the  New  York  Curb  Exchange,*^^ 

Mr.  Lancaster,  through  a  corporation,  Lancaster,  Havens  & 
O'Brien,  Inc.,  controlled  by  him,  distributed  the  Class  A  stock  of 
both  corporations  to  the  public.*^''  Mr.  Lancaster  and  his  associates 
purchased  10,000  shares  of  the  Class  B  stock  of  the  New  Jersey  cor- 
poration and  all  of  the  outstanding  20,000  shares  of  the  Class  B  stock 
of  the  New  York  corporation.*^' 

In  February  1936,  Monthly  Income  Shares,  Inc.,  of  New  York  had 
outstanding  206,185  shares  of  Class  A  stock  and  had  total  assets  of 
$158,267.*'^^     The   New    Jersey    corporation    then   had    outstanding 


*23  See  Ch.  II  of  this  part  of  the  report,  pp. 

«o  Ibid. 

^1  Public  Examination,  Alpha  Shares,  Inc.,  et  al.,  Commission's  Exhibits  Nos.  8079 
(p.  2),  3081. 

«- Derived  from  supplementary  information  supplied  the  Commission  for  Investors  Fund 
of  America.  Inc. 

*33  0p.  cit.  supra,  note  431,  Commission's  Exhibits  Nos.  3079  (p.*  2),  8079  (p.  3).  and 
3081.  By  thus  confining  the  offering  of  the  securities  of  these  companies  to  one  state,  Mr. 
Lancaster  avoided  the  necessity  of  registration  under  Section  3  (a)  (11)  of  the  Securities 
Act  of  1933. 

''•■'*  Id.,  Commission's  Exhibits  Nos.  3079,  3081. 

*^  People,  etc.  v.  Monthly  Income  Shares,  Inc.,  et  al..  Supreme  Court  of  the  State  of  New 
York,  Kings  County  (Consent  Decree  entered  May  14,  1935),  bill  of  complaint.  Exhibit  A, 
p.  19. 

^oQp.  cit.  supra,  note  431,  Commission's  Exhibits  Nos.  3079  (p.  2)  and  3081 ;  People,  etc. 
V.  Monthly  Income  Shares,  Inc.,  et  al..  Supreme  Court  of  the  State  of  New  York,  Kings  County 
(Consent  Decree  en,tered  May  14,  1935).  aflBdavit  of  Robert  R.  Wilson,  Senior  Accountant, 
Bureau  of  Securities  of  the  New  York  State  Department  of  Law,  submitted  in  support  of  bill 
of  complaint,  p.  52. 

<3' Op.  cit.  supra,  note  431,  at  19477  and  Commission's  Exhibit  No.  3079  (p.  4)  :  People, 
etc.  V.  Monthly  Income  Shares,  Inc.,  et  ah,  op.  cit.  supra,  no.te  436,  p.  54. 

«"  Op.  cit.  supra,  note  431,  Commission's  Exhibit  No.  3083. 
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88.517  shares  of  Class  A  stock  and  had  total  assets  of  $85,017.M.*29 
Smce  the  assets  of  both  corporations  were  insufficient  to  meet  the 
preferences  ^"°  in  assets  to  which  the  Class  A  stockholders  were 
entitled  on  a  dissolution  of  the  corporations,  the  Class  B  shares 
held  by  Mr.  Lancaster  and  his  associates  were  without  asset  value. 

On  February  14,  1936  Mr.  Kenyon  agreed  to  purchase  all  of  Mr. 
Lancaster's  holdings  of  the  Class"  B  stock  of  the  Monthly  Income 
Shares  companies  and  his  holdings  of  all  of  the  common  stock  of 
Lancaster,  Havens  &  O'Brien,  Inc.,  and  all  of  the  common  stock  of 
National  Associated  Dealers,  Inc.  (another  distributing  organiza- 
tion controlled  by  Mr.  Lancaster),  for  a  total  consideration  of 
$60,000.^^1  'Pl-^g  Qiass  B  stock  of  the  Monthly  Income  Shares  com- 
panies, and  the  common  stock  of  National  Associated  Dealers,  Inc., 
were  without  any  asset  value.**-  The  record  does  not  indicate  the 
value  of  the  common  stock  of  Lancaster,  Havens  &  O'Brien,  Inc., 
but  presumably  its  value,  if  any,  consisted  substantially  of  the  good 
will  of  its  dealers.  Mr.  Kenyon  did  not  thereafter  operate  Lan- 
caster, Havens  &  O'Brien,  Inc.  It  seems  evident  that  the  payment 
of  $60,000  made  to  Mr.  Lancaster  was  substantially  in  excess  of  the 
actual  value  of  the  shares  sold  by  him  to  Mr.  Kenyon. 

The  contract  with  Mr.  Lancaster  required  a  down  payment  of 
$10,000  on  February  14,  1936,  and  $30,000  on  February  19."^  Mr. 
Kenyon  obtained  $8,000  of  the  amount  required  for  the  down  pay- 
ment by  the  sale  to  Alpha  Shares,  Inc.,  another  investment  com- 
pany controlled  by  Mr.  Kenyon,  of  80  shares  of  Kenyon  &  Company, 
Incorporated,  a  dummy  corporation  having  no  assets  and  owned  by 
Mr.  Kenyon.***  The  purchase  price  of  these  securities  represented 
approximately  20%  of  the  then  approximately  $42,700  of  assets  of 
Alpha  Shares,  Inc.**^  Mr.  Kenyon  also  recouped  a  substantial  por- 
tion of  the  purchase  price  of  the  control  of  the  Monthly  Income 
Shares  companies  by  selling  to  Alpha  Shares.  Inc..  5,000  shares  of 
Monthh'  Income  Shares,  Inc.,  of  New  Jersey,**^  3,000  shares  of 
Monthly  Income  Shares,  Inc.,  of  New  York,**'  3.000  shares  of  com- 
mon stock  of  National  Associated  Dealers.  Inc.**^  and  10  additional 


«"  Hearing  In  the  matter  of  Donald  P.  Kenyon,  Clark  R.  Kenyon,  Norman  E.  Dizon, 
George  Grantham,  Ecliiin  Emhree,  Harry  Pasternak,  Kenyon  cC-  Company,  Inc.,  held  on  AprU 
28,  1937,  pursuant  to  order  for  investigation  dated  April  28,  1937,  under  Sections  19  (b) 
and  20  (a)  of  the  Securities  Act  of  1933,  pp.  229-230,  and  Commission's  Exhibits  Nos.  72, 
73.  74,  75. 

*w  According  to  the  charters  of  incorporation  of  Monthly  Income  Shares,  Inc.,  of  New  York 
and  Monthly  Income  Shares,  Inc.,  of  New  Jersey,  the  Class  A  stock  of  these  companies  was 
entitled  upon  liquidation  ^to  $1  a  share  (op.  cit.  supra,  note  431,  Commission's  Exhibits  Nos. 
3079,  3081). 

**'<■  Id.,  Commission's  Exhibits  Nos.  3079  (p.  7),  3149. 

«2  Id.,  at  19695-8. 

"3  Id.,  Commission's  Exhibits  Nos.  3079  (p.  7),  3149. 

*"  Id.,  at  19683^.  Kenyon  &  Company.  Incorporated,  was  organized  as  a  company  to  act 
merely  as  an  instrumentality  which  Mr.  Kenyon  used  to  facilitate  his  various  transactions 
(id.,  at  20069-70,  Commission's  Exhibi,t  No.  3121).  This  company  was  characterized  by  Mr. 
Dizer  as  Mr.  Kenyon's  "conduit"  (id.,  at  19738).  The  corporation  did  not  even  keep  a  set 
of  books  until  1936,  when  a  set  of  books  was  written  to  comply  with  a  subpoena  duces  tecum 
(id.,  at  20068). 

"=  Summary  statement  filed  with  the  Commission  for  i^lpha  Shares,  Inc. 

«"  Op.  cit.  supra,  note  431,  at  19687. 

"■  Id.,  at  19690-1  and  Commission's  Exhibit  No.  3111. 

^«  Id.,  at  19691  and  Commission's  Exhibits  Nos.  3112,  3113. 
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shares  of  Kenyoii  &  Company,  Incorporated,^*^  for  a  total  considera- 
tion of  $18,000.*=°  All  of  these  securities  were  worthless  from  the 
viewpoint  of  asset  values  at  that  time.*"^  Thus,  $26,000  of  the  funds 
expended  by  Mr.  Kenyon  to  acquire  control  of  Monthly  Income 
Shares,  Inc.  of  New  Jersey,  had  been  derived  from  Alpha  Shares, 
Inc. 

To  return  to  the  Monthly  Income  Shares  companies,  it  is  doubt- 
ful that  their  Class  A  stockholders  were  informed  of  the  shift  in 
control  of  their  corporations.  In  fact,  such  stockholders  had  never 
received  financial  reports  from  their  corporations. 

Mr.  Lancaster  continued,  through  the  medium  of  new  distributing 
companies  which  he  had  formed,  to  distribute  the  Class  A  stock  of 
the  Monthly  Income  Shares  companies  until  July  31,  1936,  when,  as 
a  result  of  the  refusal  of  Mr.  Kenyon  to  supply  him  with  financial 
statements  of  the  corporations,  Mr.  Lancaster  canceled  his  distribu- 
tion arrangements  with  the  corporations.*^^  The  record  does  not  in- 
dicate that  Mr.  Lancaster,  who  had  sold  to  the  public  all  of  the 
Class  A  stock  of  these  corporations,  took  any  affirmative  steps  look- 
ing to  tlie  protection  of  the  interests  of  such  stockholders. 

Mr.  Kenyon.  on  his  accession  to  control  of  the  two  Monthly  Income 
Shares  companies,  caused  himself  and  his  nominees  to  be  elected 
directors  of  both  companies  ^^^  and  almost  immediately  caused  them 
to  pledge  their  entire  portfolios  for  loans.  The  moneys  so  bor- 
rowed were  loaned  to  Mr.  Kenyon  and  his  associates.*^^  The  char- 
ter provisions  of  both  companies,  which  forbade  loans  to  directors 
and  holders  of  their  Class  B  stock,^^^  were  utterly  disregarded  by 
Mr.  Kenyon. 

In  order  to  derive  further  funds  for  his  own  use  at  the  expense 
of  the  two  investment  companies,  Mr.  Kenyon,  in  June  1936,  caused 
both  of  these  companies  to  amend  their  charter  to  provide  for  the 


«»  Id.,  at  19694. 

«»  $5,000  was  paid  for  the  5,000  shares  of  Monthly  Income  Shares.  Inc..  of  New  Jersey, 
$4,500  for  3,000  shares  of  Monthly  Income  Shares.  Inc..  of  New  York  ;  $7,500  for  the  3.000 
shares  of  National  Associated  Dealers.  Inc.,  and  $1,000  for  the  10  shares  of  Kenyon  &  Com- 
pany, Incorporated. 

«i  With  re.spect  to  Monthly  Income  Shares,  Inc.,  of  New  Jersey,  Louis  J.  Carr,  the  ac- 
countan,t  for  the  company,  testified  (id.,  at  19689)  that  the  stock  had  a  maximum  book 
value  as  of  the  date  of  sale  of  "three  to  five  cents"  a  share.  Later  in  the  examination  (id.,  at 
19690)  Mr.  Carr  stated  that  he  wanted  to  change  this  testimony  to  the  effect  that  the  Class  B 
stock  had  no  book  value  whatsoever.  The  Class  B  stock  of  Monthly  Income  Shares,  Inc.,  of 
New  York  was  likewise  without  asset  value  (id.,  at  2006).  The  common  stock  of  National 
Associated  Dealers,  Inc.,  was  also  without  asset  value  and  no  dividend  had  ever  been  paid 
on  it  (id.,  at  19695-8).  Likewise,  the  stock  of  Kenyon  &  Company,  Incorporated,  was 
without  asset  value.     (See  supra,  p.  1159.) 

«2  Op.  cit.  supra,  note  431.  Commission's  Exhibit  No.  3079. 

*S3  Id.,  at  19479.  Donald  Kenyon  caused  himself,  his  brother,  Charles  Russell  Kenyon.  and 
Norman  E.  Dizer,  one  of  his  associates,  to  be  elected  as  officers  of  the  companies  (ibid.). 

*^  Mr.  Kenyon  caused  Monthly  Income  Shares,  Inc..  of  New  York  to  pledsre  practically  the 
whole  portfolio  as  collateral  for  loans  from  Lawyers  Trust  Company  of  New  York  and  from 
Maloney,  Anderson  &  Block,  a  brokerage  firm.  The  total  amount  borrowed  from  the  bank 
and  the  brokerage  firm  was  $109,700.  The  securities  pledged  with  Lawyers  Trust  Company 
were  valued,  on  a  cost  basis,  at  $145,391.88,  and  with  Maloney,  Anderson  &  Block,  on  the 
same  basis,  at  $12,267.50,  or  a  total  of  $157,659.38  (id..  Commission's  Exhibit  No.  3087). 
All  this  money  was  immedia,tely  lent  ostensibly  to  George  R.  Grantham  and  Kenyon  &  Com- 
pany, Incorporated,  but  actually  it  was  lent  to  Mr.  Kenyon  to  whom  the  ostensible 
borrowers  turned  it  over  after  its  receipt  by  them  (id.,  at  19601-2.  19738).  Mr.  Kenyon 
effected  similar  transactions  wi,th  Monthly  Income  Shares,  Inc.,  of  New  Jersey  (ibid.). 

^^^  People,  etc.  v.  Monthly  Income  Shares,  Inc.,  et  al.,  op.  cit.  supra,  note  435. 
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issuance  of  a  Class  AA  stock  Avitli  a  25  cents  par  value.  This  stock 
was,  in  fact,  subordinate  in  asset  and  dividends  preferences  to  the 
existing  Class  A  stock.^^*^  Since  the  assets  of  both  companies,  even 
after  the  issuance  of  the  Class  AA  stock,  were  insufficient  to  cover 
the  preference  of  the  Class  A  stocks  upon  a  dissolution  of  the  com- 
panies, the  newly  created  Class  AA  stocks  were  without  asset  value.^^'' 
Nevertheless,  Mr.  Kenyon  sold  115,000  shares  of  the  new  Class  AA 
stock  of  Monthly  Income  Shares,  Inc..  of  New  Jersey  and  135,000 
shares  of  the  same  class  of  stock  of  Monthly  Income  Shares,  Inc., 
of  New  York,  to  Investors  Fund  of  America,  Inc.,  another  invest- 
ment company  under  his  control,  for  a  total  of  $260,000.*^^  The 
proceeds  of  these  sales  were  not  turned  over  to  the  Monthly  Income 
Shares  Corporations.  Instead,  Mr.  Kenyon  caused  his  dummy  cor- 
poration, Kenyon  &  Company,  Incorporated,  to  receive  $56,250  of 
the  proceeds  as  a  commission  for  effectuating  the  sale.*^^  The  re- 
mainder of  the  f)roceeds  of  the  sale  was  borrowed  by  Kenyon  & 
Company,  Incorporated,  without  collateral  security.**'" 

By  June  30,  1936,  five  months  after  Mr.  Kenyon  had  acquired 
control  of  the  companv.  Monthly  Income  Shares,  Inc.,  of  New  Jer- 
sey had  total  assets  of  $l7l,553.**'i  Of  this  sum,  $122,225  repre- 
sented the  indebtedness  to  the  corporation  of  Kenyon  &  Company, 
Incorporated.**'-  The  total  value  of  the  company's  portfolio  of  listed 
securities  and  its  cash  constituted  less  than  19%  of  its  total  assets, 
instead  of  50%  as  required  by  the  company's  charter.**'^ 

As  at  July  31.  1936,  Monthly  Income  Shares,  Inc..  of  New  York's 
total  assets  of  $225,836.09*''*  included  $187,616.83  as  loans  and  ac- 
counts receivable  from  companies  and  individuals  dominated  by  Mr. 
Kenyon.*«5  Only  $31,337.64,  or  13.87%  of  the  company's  total  assets, 
consisted  of  cash  and  listed  securities,  instead  of  50%  as  required  by 
the  charter  of  this  company.**'^ 

In  October  1936,  both  of  the  Monthly  Income  Shares  companies 
were  restrained  by  the  New  York  Supreme  Court  from  doing  busi- 
ness and  from  further  distribution  of  their  securities,  on  the  appli- 
cation of  the  Attorneys  General  of  New  York  and  New  Jersey  act- 
ing under  the  "Blue  Sky"  laws  of  their  respective  states.**'"     Finally, 


^^Op.  cit.  supra,  note  431,  at  20003.  et  seq.,  and  Commission's  Exhibits  Nos.  3081, 
3082. 

^"Id.,   at   19501-2. 

^58  Id.,  Commission's  Exhibits  Nos.   3075,   3076. 

«»  Id.,  at  19608-10. 

*6«  Ibid. 

"1  Id.,  Commission's  Exhibit  No.   3083. 

■W2  Ibid.  In  addition,  the  assets  represented  $2,500  due  from  Grantham  and  Winans, 
$4,200  from  National  Associated  Dealers,  Inc.,  $9,973  from  Lancaster.  Havens  &  O'Brien, 
Inc..  and  $138,898  due  from  other  corporations  or  individuals  dominated  by  the  Kenyons. 
(Ibid.) 

^«3  Op.   cit.   supra,  note  435. 

^^  Op.  cit.  supra,  note  431,  Commission's  Exhibit  No.  3162. 

^«=  Ibid. 

^^  Op.   cit.   supra,   note  435. 

«■  Op.  cit.  supra,  note  431,  at  19823  and  19993  ;  David  Wilents,  Attorney  General,  etc.,  v. 
Monthly  Income  Shares,  Inc.,  et  al..  Chancery  115—349.  (Derived  from  supplementary  in- 
formation supplied  the  Commission  for  Investors  Fund  of  America,  Inc. — letters  to  the 
Commission  from  the  Attorney  General  of  New  Jersey  dated  May  23,  1938,  and  February  27, 
1939.)  At  or  about  the  same  time  an  investigation  of  the  affairs  of  Monthly  Income  Shares, 
Inc.,  of  New  York  was  being  conducted  by  the  Attorney  General  of  New  Yorlf  (op.  cit.  supra, 
note  431,  at  19824,  200.59,  20063f,   and  20070).     Upon  application  of  the  Attorney  Gen- 
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both  companies  were  placed  in  receivership  for  liquidation.*''*  Mr, 
Kenyon,  the  record  indicates,  repaid  $40,000  of  his  indebtedness  to 
the  New  York  company.*''^  The  record  does  not  indicate  what  resti- 
tution, if  any,  Mr.  Kenyon  made  to  the  New  Jersey  company. 

f.  Sterling  Securities  Corporation — Atlas  Corporation 

Sterling  Securities  Corporation  was  incorporated  in  Delaware  on 
February  18,  1928,*'°  under  the  sponsorship  of  Edward  B.  Twombly, 
an  attorney,  Sterling  Pile,  the  president  of  Insuranshares  Corpora- 
tion of  New  York,  and  Walter  R.  Wolf,  the  assistant  to  the  president 
of  The  Farmers'  Loan  &  Trust  Company.*'* 

The  charter  of  the  corporation  restricted  its  investments  in  any 
one  security  or  in  the  securities  of  any  one  company  to  an  amount 
not  exceeding  5%  of  the  assets  of  the  corporation.  In  addition,  in- 
vesting in  securities  involving  double  liability,  that  is,  investment 
in  bank  stocks,  was  forbidden.  Finally,  no  part  of  the  assets  of  the 
corporation  was  to  be  invested  in  securities  for  "the  purpose  of 
acquiring,  controlling,  or  carrying  on  the  whole  or  any  part  of  the 
business  of  any  corj)oration  *  *  *  qj-  other  organization  issuing 
such  securities."  *'-  This  restriction  prevented  any  attempt  upon  the 
part  of  Atlas  Corporation,  after  it  acquired  control  of  Sterling- 
Securities  Corporation,  to  use  its  assets  for  the  furtherance  of  Atlas 
Corporation's  acquisition  program. 

The  authorizecl  capital  structure  of  the  corporation  consisted  of 
500,000  shares  of  convertible  first  preferred  stock  of  the  par  value 
of  $50  a  share,  entitled  on  dissolution  of  the  corporation  to  a  prior 
preference  in  assets  to  the  extent  of  $50  a  share  and  accrued  divi- 
dends, and  convertible  within  a  specified  period  of  time  into  Class  A 
common  stock  in  a  specified  ratio ;  500,000  shares  of  preference  stock 
of  the  par  value  of  $20  a  share  and  entitled  on  dissolution  to  $20 
a  share  and  accrued  clividends;  1,350,000  shares  of  Class  A  common 
stock  without  par  value,  entitled  on  dissolution  in  preference  to  the 
Class  B  common  stock  to  $12  a  share  and  accrued  dividends  and 
thereafter  to  75%  of  the  remaining  assets  of  the  corporation;  and 
300,000  shares  of  Class  B  common  stock  without  par  value.  The 
preferred  and  preference  stocks  were  entitled  to  cumulative  dividends 
at  the  rate  of  6%  per  annum;  the  Class  A  common  stock  was  entitled 


eral  of  New  York,  an  order  was  issued  by  the  Supreme  Court  of  t'ae  State  of  New  York 
on  September  16,  1936,  restraining  the  alienation  of  any  of  the  corporation  assets,  and 
a  further  order  to  the  same  effect  was  issued  by  the  same  court  on  December  12,  1936  (id., 
at  20070-1). 

^"^  Id.,  at  19823  and  19973  and  letter  to  the  Commission  from  Attorney  General  of  New 
Jersey,  dated  May  23,  1938.  Donald  P.  Kenyon  died  on  December  27,  1938.  On  March 
.50,  1939,  various  individual  associates  of  Mr.  Kenyon  were  indicted  by  the  Federal  Grand 
Jury  for  the  Southern  District  of  New  York  on  account  of  their  activities  and  transac- 
tions with  the  Monthly  Income  Shares  companies  and  other  investment  companies. 

i<^  Op.  cit.  supra,  note  431,  at  20066.  On  September  2,  1936,  Mr.  Kenyon  caused 
Monthly  Income  Shares,  Inc.,  of  New  York  to  accept  350  shares  of  stock  of  North  Bergen 
Trust  Company  at  $115  per  share,  for  a  total  of  $40,250,  in  partial  discharge  of  the 
indebtedness   then   due   that   corporation    from   Kenyon   &   Company.    Incorporated    (ibid.). 

*™  Public  Exam.ination,  Sterling  Securities  Corporation,  at  14628  and  Commission's 
Exhibit  No.   1496. 

*"  Id.,  at  14631-3,  and  the  reply  to  the  Commission's  questionnaire  for  Sterling  Securi- 
ties Corporation,  Pt.  I. 

■''-  Op.  cit.  supra,  note  470,  Commission's  Exhibit  No.  1496. 
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to  a  cumulative  dividend  of  84  cents  per  annum  and  to  75%  of 
any  earnings  after  prior  dividend  requirements,  the  remaining  25% 
accruing  to  the  Class  B  stock.  The  design  of  the  capital  structure 
was  to  grant  to  the  Class  B  common  stock  25%  of  the  corporate 
earnings  after  payment  of  6%  per  annum  upon  all  senior  securities.*^^ 

The  preferred  and  preference  stocks  had  no  voting  privileges  ex- 
cejDt  upon  the  default  in  payment  of  four  consecutive  quarterly  divi- 
dends in  which  event  the  stock  acquired  one  vote  a  share  for  all 
corporate  purposes.  The  Class  A  common  stock  had  one  vote  a 
share  for  all  corporate  purposes.  The  Class  B  shares  had  one  vote 
a  share  for  all  corporate  purposes  other  than  the  election  of  direc- 
tors. For  the  election  of  directors  each  Class  B  common  share  was 
entitled  to  as  many  votes  as  there  were  directors  to  be  elected.  Since 
the  initial  by-laws  of  the  corporation  provided  for  22  directors,  each 
Class  B  share  was  entitled  to  22  votes  in  the  election  of  directors. 
However,  upon  the  happening  of  the  contingency — default  on  four 
consecutive  dividends — which  entitled  the  preferred  and  preference 
stock  to  voting  privileges,  the  Class  B  common  stock's  cumulative 
voting  privileges  were  to  be  terminated.  In  such  event  the  Class  B 
stock  was  to  be  entitled  to  only  one  vote  a  share."*^* 

With  the  exception  of  the  Class  B  stockholders  who  were  granted 
a  preemptive  right  to  purchase  all  future  issues  of  Class  B  stock, 
the  common  law  preemptive  right  of  the  stockholder  to  purchase 
additional  newly  authorized  shares  of  the  corporation's  stock  was 
eliminated  by  express  charter  provision.  The  charter  further 
strengthened  the  control  of  the  corporation  by  Class  B  common 
stockholders  by  requiring  the  consent  of  at  least  75%  of  the  Class 
B  stockholders  to  any  increase  in  the  number  of  Class  B  shares 
authorized  by  the  charter  of  the  corporation.*'^^ 

As  will  be  seen  below,  of  a  total  of  298,297  Class  B  common  shares 
which  were  issued  by  the  corporation,  all  but  50,000  of  such  shares 
were  acquired  by  the  directors,  officers,  and  managers  of  Sterling 
Securities  Corporation.*^^  The  stock  was  intended  to  be  "manage- 
ment stock"  and  was  to  serve  as  permanent  management  compensa- 
tion. However,  nothing  except  each  individual's  "own  feeling  of 
responsibility"*^'  restrained  the  recipients  of  the  stock  from  dis- 
posing of  it  at  any  time. 

On  March  3,  1928,  the  corporation  issued  at  a  price  of  50  cents  a 
share,  28,333  shares  of  its  Class  B  common  stock  to  Sterling  Pile, 
28,333  shares  of  the  same  stock  to  A¥alter  K.  Wolf,  and  28,333  shares 
to  Edward  B.  Twombly.*^^  On  the  same  day,  a  contract  was  entered 
into  between  Sterling  Securities  Corporation  and  Insuranshares  Cor- 
poration of  New  York  whereby  the  latter  agreed  to  become  the 
exclusive  selling  agent  for  the  securities  of  Sterling  Securities  Corpo- 
ration and  also  agreed  to  purchase  30  000  shares  of  the  corporation's 
Class  B  common  stock  at  a  price  of  50  cents  a  share.  However,  the 
issuing  corporation  was  to  have  the  right  to  repurchase  such  Class  B 


*'=  Ibid. 

^M  Ibid. 

"^  Ibid. 

*^«Op.  cit.  supra,  note  385,  Commission's  Exhibit  No.  2001    (pp.   259-60). 

*"  Op.  cit.  supra,  note  470,  at  14645. 

«8ld.,   at  14666. 
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shares  on  the  failure  of  Insuranshares  Corporation  of  New  York 
to  sell  a  prescribed  amount  of  Sterling  Securities  Corporation 
securities.*^^ 

On  March  3,  1928,  a  contract  was  also  entered  into  with  Harold  A. 
Fortington  who  agreed  to  serve  on  the  corporation's  finance  com- 
mittee and  to  subscribe  to  30,000  shares  of  the  corporation's  Class  B 
common  stock  at  a  price  of  50  cents  a  share.  The  contract  was  ter- 
minable at  will  by  either  party  on  30  days'  notice,  but  if  the  con- 
tract were  terminated  Mr.  Fortington  was  to  resell  his  Class  B 
common  stock  to  the  corporation  at  a  price  to  be  agreed  upon  by 
the  parties.*^" 

On  the  same  day,  an  agreement  was  also  consummated  with  Scud- 
der,  Stevens  &  Clark,  a  firm  of  investment  counselors,  under  the 
terms  of  which  Theodore  T.  Scudder  w^as  to  serve  on  the  cor- 
poration's finance  committee  and  the  firm  was  to  manage  the  cor- 
poration's portfolio  investments  for  an  annual  fee  of  14  of  1%  of 
the  assets  per  annum.  The  firm  of  Scudder,  Stevens  &  Clark  also 
agreed  to  purchase  30,000  s^^aros  of  the  corporation's  Class  B  com- 
mon stock  at  the  price  of  50  cents  a  share.  In  this  case,  also,  the 
agreement  was  terminable  at  will  by  either  party,  but  on  termina- 
tion of  the  agreement  the  30.000  shares  of  Class  B  common  stock 
were  to  be  repurchased  by  tlie  corporation  at  a  price  to  be  determined 
by  the  parties.*^^ 

In  sum,  a  total  of  174,999  shares  of  the  Class  B  common  stock  of 
Sterling  Securities  Corporation,  more  than  a  majority  of  the  num- 
ber of  such  shares  authoidzed  by  the  corporation's  charter,  were 
issued  to  these  above-named  organizers  and  sponsors  of  the  cor- 
poration for  a  total  conskleration  of  $87,499.50.*«2 

During  1928  and  1929,  a  total  of  28,298  shares  of  Class  B  stock 
were  issued  at  the  price  of  50  cents  a  share  to  other  directors  and 
officers  of  the  corporation.*^^ 

Early  in  March  1928,  Sterling  Securities  Corporation  sold  pri- 
vately to  so-called  Founder  Subscribers  a  total  of  250,000  shares 
of  its  preference  stock,  250,000  shares  of  its  Class  A  stock,  and 
50,000  shares  of  its  Class  B  common  stock,  in  units  consisting  of  five 
shares  of  preference  stock,  five  shares  of  Class  A  common  stock  and 
one  share  of  Class  B  common  stock  at  a  price  of  $160.50  a  unit. 
No  commissions  were  paid  on  these  sales,  and  the  corporation 
received  as  consideration  for  the  issuance  of  these  shares  a  total 
of  $8,025,000.^84 

In  May  1928,  Insuranshares  Corporation  of  New  York  offered  to 
the  public  250,000  units  of  Sterling  Securities  Corporation  securities 
at  $34  a  unit,  each  unit  consisting  of  one  share  of  preference  stock 
and  one  share  of  Class  A  common  stock.  Sterling  Securities  Cor- 
poration received  a  net  of  $32  for  each  unit  and  on  the  sale  of  these 
securities  received  a  total  consideration  of  $8,000,000.*^^ 


^™  Id.,  Commission's  Exliibit  No.  1497. 
^^°  Id.,  Commission's  Exhibit  No.  1510. 
*"  Id.,  Commission's  Exliibit  No.  1509. 
^82  Id.,  at  14649,   14654. 

^''^Op.  cit.  supra,  note  385,  Commission's  Exhibit  No.  2001   (pp.  260-1). 
«'0p.  cit.  supra,  note  470,  at  14653-4. 

^'=  Id.,   at    14654-5.      Insuranshares   Corporation   of   New   York   received    a    gross   selling 
commission  of  $2  a  unit,  or  a  total  of  $500,000  (id.,  at  14656). 
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At  the  conclusion  of  this  financing,  Sterling  Securities  Corporation 
had  received,  in  consideration  of  the  issuance  of  500,000  shares  of  its 
preference  stock,  500,000  shares  of  its  Class  A  common  stock,  and 
273,297  shares  of  its  Class  B  common  stock,  a  total  of  $16,136,- 
648.50.***'  Of  this  total  capital  contribution,  the  corporation's  spon- 
sors, officers,  directors,  investment  managers,  and  its  selling  agent 
held  a  total  of  223,297  shares  of  the  Class  B  common  stock  for 
which  they  had  paid  50  cents  a  share,  or  a  total  of  $111,648.50.  As 
has  been  indicated,  this  stock  with  its  cumulative  voting  privilege 
controlled  the  management  and  investment  of  in  excess  of  $16,000,000 
of  funds  contributed  to  the  corporation  by  the  investing  public. 

However,  the  corporation  had  not  yet  disposed  of  any  of  its  first 
convertible  preferred  stock.  As  a  preliminary  to  the  sale  of  this 
stock,  it  was  determined  by  the  Corporation's  directors  to  attempt  to 
have  the  corporation's  securities,  with  the  exception  of  the  Class  B 
common  stock,  listed  upon  the  New  York  Stock  Exchange.  Mr. 
Twombly  contacted  Charles  Hayden,  of  Hayden,  Stone  &  Co.,  in  an 
effort  to  obtain  his  aid  in  securing  the  listing  upon  the  New  York 
Stock  Exchange  of  the  securities  of  Sterling  Securities  Corporation. 
Mr.  Twombly  also  desired  the  aid  and  participation  of  Hayden, 
Stone  &  Co.,  in  the  contemplated  marketing  of  the  first  convertible 
preferred  stock  of  Sterling  Securities  Corporation.*®^ 

On  May  21,  1929,  Hayden,  Stone  &  Co.  entered  into  an  agreement 
with  Sterling  Securities  Corporation  by  the  terms  of  which  Steele 
Mitchell  and  Charles  Hayden,  partners  of  Hayden,  Stone  &  Co.,  were 
to  become  directors  of  Sterling  Securities  Corporation  and  Steele 
Mitchell  was  to  serve  on  the  executive  and  finance^  committees  of  the 
corporation.**®  Hayden,  Stone  &  Co.  also  agreed  to  assist  Insuran- 
shares  Corporation  of  New  York  in  the  contemplated  marketing  of 
the  first  preferred  stock  of  Sterling  Securities  Corporation. 

In  consideration  of  these  commitments  upon  the  part  of  Hayden. 
Stone  &  Co.,  Sterling  Securities  Corporation  sold  to  Hayden,  Stone 
&  Co.,  100,000  shares  of  its  authorized  but  unissued  Class  A  common 
stock  at  $12  a  share  and  25,000  shares  of  its  authorized  but  unissued 
Class  B  common  stock  at  the  price  of  50  cents  a  share.  It  was  the 
understanding  of  the  directors  of  Sterling  Securities  Corporation 
that  these  shares  were  taken  by  Hayden,  Stone  &  Co.  as  a  permanent 
investment.*®^ 

The  100,000  shares  of  Class  A  stock  purchased  by  Hayden,  Stone 
&  Co.  for  $12  a  share  had  a  then  asset  value  of  $15  a  share  and  a 
market  value,  in  June  1929,  ranging  from  $25%  to  $28%.^^° 

Apparently,  Hayden,  Stone  &  Co.  did  not  share  the  understanding 
of  the  directorate  of  Sterling  Securities  Corporation  that  the  firm 
was  acquiring  the  securities  of  the  corporation  for  permanent  invest- 
ment. The  firm  promptly  proceeded  to  dispose  of  the  100,000  Class 
A  shares  which  it  had  acquired  from  the  corporation.  In  July  1929, 
it  sold  50,000  shares  of  the  stock  to  The  Adams  Express  Company, 
an  investment  company  managed  by  the  firm,  at  a  price  of  $16  a 


«8Id.,   at  14657. 

*«'  Id.,  at  14668,  and  Commission's  Exhibit  No.  1498. 

*^*  Id.,  Commission's  Exhibit  No.  1498. 

««Id.,    at    14671,    14674. 

^«>Id.,  at  14672. 
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share,  or  at  a  profit  of  $200,000,  and  sold  the  remaining  50,000  shares 
to  its  customers  and  in  the  open  market.  The  total  profit  derived 
by  Hayden,  Stone  &  Co.  from  its  disposition  of  the  100,000  shares 
of  the  Class  A  common  stock  of  Sterling  Securities  Corporation,  was 
$470,000.*^^ 

In  addition,  Hayden,  Stone  &  Co.  in  1929  sold  in  the  open  market, 
at  an  average  price  of  $22  a  share,  4,700  shares  of  the  25,000  shares 
of  Class  B  common  stock  of  the  corporation  which  it  had  purchased 
for  50  cents  a  share.  On  these  sales  the  firm  realized  a  profit  of 
$101,050.  Of  the  firm's  remaining  holdings  of  Class  B  stock,  17,300 
shares  were  conveyed  to  The  Adams  Express  Company  and  3,000 
shares  were  retained  by  the  firm.*^^ 

The  contact  with  Sterling  Securities  Corporation  brought  other 
benefits  to  Hayden,  Stone  &  Co.  From  1929  to  1931,  when  Atlas  Cor- 
poration acquired  control  of  Sterling  Securities  Corporation,  the 
firm  received  an  estimated  total  of  $129,118.78  in  brokerage  commis- 
sions from  Sterling  Securities  Corporation.  And  on  the  clistribution 
of  the  corporation's  first  preferred  stock  in  September  1929,  Hayden, 
Stone  &  Co.  derived  selling  commissions  of  $48,000.''^^ 

In  July  1929,  the  New  York  Stock  Exchange  admitted  to  trading 
the  preference  and  Class  A  common  stock  of  Sterling  Securities 
Corporation.  However,  as  a  condition  of  listing  of  these  securities, 
the  New  York  Stock  Exchange  demanded  the  elimination  of  the 
cumulative  voting  privileges  of  the  Class  B  common  stock  of  the  in- 
vestment company .^''^  Apparently,  the  stock  exchange  objected  to  the 
control  of  $16,000,000  of  public  funds  by  those  whose  contribution  to 
the  enterprise,  represented  by  the  298,297  outstanding  shares  of  the 
Class  B  common  stock,  totaled  only  $149,148.50. 

On  September  9,  1929,  Hayden,  Stone  &  Co.  and  Insuranshares 
Corporation  of  New  York  offered  to  the  public  300,000  shares  of  the 
first  convertible  preferred  stock  of  Sterling  Securities  Corporation 
at  a  price  of  $54  a  share.  The  corporation  on  this  issuance  of  its 
securities,  received  a  total  of  $15,000,000,  that  is,  $50  for  each  share 
of  its  first  preferred  stock  issued.  Hayden,  Stone  &  Co.  and  Insuran- 
shares Corporation  of  New  York  received  a  gross  selling  commission 
of  $4  a  share,  or  $1,200,000  for  the  sale  of  the  entire  issue.'^''  However, 
the  bulk  of  the  shares  were  sold  by  Insuranshares  Corporation  of  New 
York.  Hayden,  Stone  &  Co.,  which,  as  has  been  described,  was  en- 
abled to  make  large  profits  as  a  result  of  its  contact  with  Sterling- 
Securities  Corporation,  a  contact  which  w^as  established  partly  because 
of  the  belief  of  Sterling  Securities  Corporation's  directors  that  the 
firm  could  be  of  material  assistance  in  the  distribution  of  the  first 
preference  stock,  sold  less  than  $1,000,000  of  the  first  preferred  stock.*^*' 

At  the  conclusion  of  this  final  financing  by  Sterling  Securities  Cor- 
poration, it  had  acquired  from  the  issuance  of  its  securities  a  total  of 
$32,475,898.50.^''^    In  return  for  this  fund  the  corporation  as  at  De- 


^»i  Id.,  at  14677. 

*»2l{j.,  at  14678  and  derived  from  supplementary  information   supplied   the  Commission 
for  Sterling  Securities  Corporation. 
'"»  Op.  cit.  supra,  note  470,  at  146T8. 
^w  Id.,  at  14659. 
«=5Id.,  at  14661-2. 
^""Id.,   at   14674. 
«"  Id.,  at   14662. 
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cember  31,  1929,  had  issued  297,465  shares  of  its  first  preferred  stock, 
500,000  shares  of  its  preference  stock,  603,802  shares  of  its  Class  A 
common  stock,  and  298,297  shares  of  its  Class  B  common  stock. 

The  management  of  the  corporation  thus  was  ultimately  furnished 
with  approximately  $32,000,000  of  the  public's  funds  to  be  invested. 
Yet,  the  net  capital  contribution  of  the  management  to  the  enterprise 
did  not  exceed  $149,148.50.  Although  the  Class  B  common  stock, 
following  the  listing  of  the  corporation's  other  securities  upon  the 
New  York  Stock  Exchange,  was  deprived  of  its  cumulative  voting 
privileges  so  that  it  no  longer  controlled  the  election  of  the  com- 
pany's directors,  yet  it  had  substantial  possibilities  for  appreciation  in 
value  due  to  the  leverage  afforded  it  by  the  senior  securities.  As  has 
been  pointed  out,  the  Class  B  common  stock  was  entitled  to  25%  of 
all  the  corporation's  profits  and  of  the  appreciation  in  value  of  the 
corporation's  assets  after  payment  of  the  prior  fixed  claims  of  the 
senior  securities.  Essentially,  the  managers,  on  a  payment  of  ap- 
proximately $150,000  for  their  stock,  had  the  use  of  $32,000,000  of 
other  people's  money  with  which  to  speculate  upon  an  enhancement 
in  value  of  their  own  interest  in  the  corporation. 

Walter  R.  Wolf,  one  of  the  organizers  of  the  corporation,  ad- 
mitted in  his  testimony  that  the  effect  of  the  capital  structure  was  to 
enable  the  "insiders"  and  managers  of  the  corporation  to  acquire  the 
privilege  of  operating  a  margin  account  with  $32,000,000  of  the  pub- 
lic's funds  without  taking  any  risk  other  than  the  virtually  nominal 
cost  of  the  Class  B  common  shares  held  by  them.  Mr.  Wolf 
testified :  ^^^ 

Q.  In  any  event,  if  we  can  analogize,  it  was  as  if  tlie  insiders,  the  people 
who  had  the  management  stock,  had  an  Interest  in  a  margin  account  with  a 
brokerage  firm  of  $32,000,000  when  their  contribution  was  $174,000  and  they 
got  a  cut  of  25%  of  the  profits  after  allowing  the  people  who  put  in  the 
$32,500,000,  six  percent,  isn't  that  so? 

A.  Yes,  I  think  substantially  so. 

In  fact,  the  corporation's  investment  policy,  as  determined  by  its 
management,  was  to  capitalize  upon  the  high  leverage  given  to  the 
Class  B  stock  of  the  corporation  by  the  $32,000,000  of  senior  securities, 
by  concentrating  in  the  most  speculative  of  securities — common 
stocks.  As  at  December  31,  1928,  95%  of  the  corporation's  portfolio, 
which  totaled  at  cost  $10,562,417.91,  consisted  of  common  stocks. 
The  $15,000,000  raised  by  the  sale  of  the  first  preferred  stocks  of  the 
corporation  in  September  1929  was  substantially  entirely  invested  in 
common  stocks  by  December  31,  1929.  As  at  December  31,  1929, 
virtually  the  entire  $32,000,000  which  the  corporation  had  received 
was  so  invested.  The  corporation  had,  as  at  December  31,  1929,  cash 
and  call  loans  of  $5,626,003.59  as  compared  with  security  investments 
costing  $29,740,785.92.  Common  stocks  totaled  95%  of  the  corpora- 
tion's investments.*"^ 

Even  after  the  collapse  in  the  market  values  of  securities  in  October 
1929,  the  corporation  maintained  a  portfolio  topheavy  with  common 


*88id.,  at  14710. 

«9ld.,  Commission's  Exhibits  Nos.  1512,  1514. 
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stocks.  As  at  December  31,  1930,  97%  of  the  corporation's  portfolio 
consisted  of  common  stocks.^"^ 

In  September  1930,  Harold  A.  Fortington,  because  of  his  invest- 
ment views  and  his  "personality,"  ^"^  was  requested  to  resign  from  the 
finance  committee  and  the  board  of  directors  of  Sterling  Securities 
Corporation.  Mr.  Fortington  complied  with  the  request  and  resigned 
September  9,  1930.  Sterling  Securities  Corporation  repurchased 
from  Mr.  Fortington  10,000  of  his  30,000  shares  of  its  Class  B  com- 
mon stock  at  a  price  of  $5  a  share,  or  a  total  of  $50,000."'"-  On  this 
transaction  Mr.  Fortington  made  a  profit  of  $45,000.^**^  Sterling 
Securities  Corporation  immediately  sold  the  10,000  shares  at  $5  a 
share,  its  own  cost,  to  American  Founders  Corporation.  George  E. 
Devendorf,  a  vice  president  of  American  Founders  Corporation,  was 
elected  a  director  and  a  member  of  the  finance  committee  of  Sterling 
Securities  Corporation.^*^* 

Scudder,  Stevens  &  Clark  were  sharply  opposed  to  the  participation 
of  American  Founders  Corporation  in  the  management  of  Sterling 
Securities  Corporation.  They  disagreed  sharply  with  the  invest- 
ment policies  of  that  corporation.'^"^  On  October  9,  1930  Scudder, 
Stevens  &  Clark  terminated  their  management  contract  with  Sterling 
Securities  Corporation,  and  the  latter  repurchased  from  Scudder, 
Stevens  &  Clark  at  $1  a  share  20,000  shares  of  the  30,000  shares  of 
Class  B  stock  which  they  held.°"*'  Thus,  on  this,  Scudder,  Stevens  & 
Clark  derived  a  profit  of  $10,000,  since  that  firm  had  originally  paid 
50  cents  a  share  for  their  stock.  During  their  tenure  as  managers  of 
Sterling  Securities  Corporation,  Scudder,  Stevens  &  Clark  derived 
management  fees  totaling  $149,051.31.'^°^ 

The  Class  B  shares  repurchased  from  Scudder,  Stevens  &  Clark  by 
Sterling  Securities  Corporation  were  resold  to  American  Founders 
Corporation  at  their  cost  to  Sterling  Securities  Corporation."^"** 

Sterling  Securities  Corporation,  from  1930  to  July  1931,  expended 
in  the  repurchase  of  its  securities  and  distributed  as  dividends  a  total 
of  $3,977,216.37.  If  these  amounts  expended  in  repurchases  of  stock 
and  in  dividends  be  deducted  from  the  total  capital  of  $32,349,148.50 
contributed  to  the  corporation,  the  net  capital  contributed  to  the 
enterprise  was  $28,371,932.13.  As  at  July  31,  1931,  when  Atlas  Cor- 
poration acquired  control  of  the  corporation,  its  net  worth  was 
$16,764,854.72.^"®  In  other  words,  the  corporation  had  suffered  a 
shrinkage  in  assets  of  $11,607,077.41,  the  equivalent  of  42%  of  its  net 
contributed  capital.  Mr.  Scudder,  of  Scudder,  Stevens  &  Clark 
readily  admitted  that  the  losses  suffered  by  Sterling  Securities  Cor- 


K>«Id.,  Commission's  Exhibit  No.   1512. 

^^m.,  at  14745.  ■      ■ 

^2  Op.  cit.  supra,  note  385,  Commission's  Exhibit  No.  2001   (p.  261). 

603  These  shares  were  originally  purchased  by  Mr.  Fortington  at  50  cents  a  share. 

«>*Op.  clt.  supra,  note  385,  Commission's  Exhibit  No.  2001  (p.  261)  and  op.  cit.  supra, 
note  470,  at  14745  and  Commission's  Exhibit  No.  1512. 

^  Op.  cit.'  supra,  note  470,  at  14778-9. 

w«  Id.,  at  14763-4  and  Commission's  Exhibit  No.  1511.  The  balance  of  the  10,000  shares 
held  by  Scudder,  Stevens  &  Clark  was  purchased  from  the  firm  by  Mr.  Fortington  at  $3  a 
share  (ibid.).  It  constituted  some  of  the  stock  which  Mr.  Fortington  was  accumulating  for 
Atlas  Corporation.     (See  infra,  pp.  1169-70.) 

'^"^  Op.  cit.  supra,  note  470,  at  14766. 

608  Op.  cit.  supra,  note  885,  Commission's  Exhibit  No.  2001   (p.  261). 

t^ooid.,  Commission's  Exhibits  Nos.  2003,   2043. 
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poration  were  directly  attributable  to  the  corporation's  concentration 
of  investments  in  common  stocks.^^° 

As  at  July  31,  1931,  Sterling  Securities  Corporation  had  outstand- 
ing 278,865  shares  of  its  first  preferred  stock,  which  had  an  asset 
value  of  $50  a  share  but  was  selling  in  the  market  at  $35  a  share; 
500,000  shares  of  preference  stock  with  an  asset  value  of  $5.64  a 
share  and  a  market  value  of  $7  a  share;  603,802  shares  of  Class  A 
stock  which  had  no  asset  value  but  a  market  value  of  $3 ;  and  298,297 
shares  of  Class  B  common  stock  which  had  no  asset  value  and  no 
quoted  market  value.°^^ 

Early  in  April  1931,  B.  K.  Seely  introduced  Harold  A.  Fortington, 
who,  as  has  been  indicated,  had  resigned  as  a  director  and  member 
of  the  finance  committee  of  Sterling  Securities  Corporation  in  Sep- 
tember 1930,  to  the  officers  of  Atlas  Corporation.^^^  Apparently,  an 
agreement  was  entered  into  between  Mr.  Fortington  ancl  Atlas  Cor- 
poration by  which  Mr.  Fortington  was  to  aid  Atlas  Corporation  in 
its  efforts  to  acquire  a  controlling  block  of  the  Class  B  common  stock 
of  Sterling  Securities  Corporation.  At  any  rate  Mr.  Fortington 
eventually  received  from  Atlas  Corporation  a  commission  of  $20,000 
for  his  services  in  behalf  of  Atlas  Corporation.  Mr.  Seely  was  paid 
a  fee  of  $40,000  by  Atlas  Corporation  for  his  services  in  "finding" 
Sterling  Securities  Corporation  for  Atlas  Corporation. "^ 

The  objective  of  Atlas  Corporation  was  to  profit  by  purchasing 
the  preferred  and  preference  stocks  of  Sterling  Securities  Corpora- 
tion at  their  market  price  which,  as  has  been  seen,  was  substantially 
below  the  asset  value  of  these  shares.  However,  the  holders  of  the 
Class  B  shares,  which  represented  only  one-third  of  the  total  voting 
stock  (the  Class  A  shares  which  had  voting  rights  totaled  603,802 
shares  as  compared  with  298,297  shares  of  outstanding  Class  B  stock) , 
nevertheless  were  the  managers  of  the  corporation.  In  addition, 
they  presumably  had  a  large  influence  and  prestige  with  the  stock- 
holders of  the  corporation.  Consequently,  in  order  to  gain  control 
of  the  management  of  the  portfolio  of  Sterling  Securities  Corpora- 
tion, it  was  necessary  for  Atlas  Corporation  to  purchase  the  Class  B 
shares  of  Sterling  Securities  Corporation.  The  purchase  of  their 
shares  would  also  eliminate  the  pecuniary  interest  of  the  corpora- 
tion's management  in  the  corporation  and  thus  make  it  unlikely  that 
they  would  oppose  Atlas  Corporation  in  its  future  program  of  acqui- 
sition of  the  preferred  and  preference  stocks  for  a  consideration  less 
than  their  actual  asset  value. 

As  has  been  indicated,  the  Class  B  shares  were  awarded  to  the 
directors,  officers,  and  managers  of  the  corporation  at  the  nominal 
price  of  ^0  cents  a  share  as  a  compensation  for  their  management 
of  the  corporation.  The  stockholders  of  the  corporation  were  in- 
formed in  the  prospectus  offering  the  stock  of  the  corporation  that 
"Compensation  of  management  comes  through  ownership  of  B  com- 
mon stock  which  is  being  subscribed  for  by  the  Founder  Subscribers, 


sio  Op.  cit.  supra,  note  385,  at  14758-9. 

""•Op.  cit.  supra,  note  385,  Commission's  Exliibit  No.  2043,  and  Bank  and  Quotation 
Record,  Jul.y   1931. 

^  Derived  from  supplementary  information  supplied  the  Commission  for  Atlas  Corpo- 
ration. 

^3  Op.  cit.  supra,  note  385,  at  17792. 
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Directors,  the  Investment  Committee,  Selling  Group  Managers,  etc., 
*  *  *  In  brief,  the  investor  receives  a  6%  return,  if  earned,  before 
the  Management  participates,  and  a  community  of  interest  is  estab- 
lished whereby  the  managers  must  make  the  holdings  of  the  Senior 
Stockholders  profitable  before  they  receive  any  compensation  through 
their  B  stockholdings."  ^^* 

Stockholders  presumably  accepted  this  means  of  compensation  to 
their  management  on  whose  investment  ability  they  presumably  re- 
lied. Possibly,  they  also  felt  that  the  Class  B  stock  was  taken  by  the 
management  for  permanent  investment.  At  least  some  of  the  direc- 
tors had  this  belief.  Thus,  Mr.  Scudder  of  Scudder,  Stevens  &  Clark 
testified  that  his  impression  was  that  all  of  the  Class  B  stock  was  pur- 
chased by  the  directors  and  officers  as  a  continuing  management  com- 
pensation and  that  the  shares  could  be  sold  only  to  the  corporation 
itself.  His  agreement  Avith  the  corporation  under  which  he  purchased 
the  shares  so  provided.'^^^ 

In  fact,  there  were  no  restrictions  upon  the  sale  of  the  Class  B 
stock  held  by  the  directors  and  officers  of  the  corporation  other  than 
the  restriction  in  the  contracts  between  Scudder,  Stevens  &  Clark  and 
Harold  A.  Fortington,  respectively ,^^*^  both  of  whom  resold  to  the 
corporation,  on  their  retirement  as  directors  and  managers  of  the 
coi'poration,  such  portion  of  their  Class  B  shares  as  the  corporation 
was  willing  to  purchase.  Other  directors,  however,  availed  them- 
selves of  an  opportunity  to  profit  by  the  sale  of  their  Class  B  stock  in 
the  open  market  during  1928  and  1929  when,  because  of  the  high 
leverage  factor  in  favor  of  the  Class  B  stock,  it  sold  at  prices  as  high 
as  $20  a  share.  As  has  been  indicated,  the  cost  of  those  shares  to  the 
directors  was  50  cents  a  share.  Hayden,  Stone  &  Co.,  as  has  already 
been  indicated,  disposed  of  4,700  shares  of  Class  B  stock  in  1929  at 
a  profit  of  $101,050.  Walter  R.  Wolf,  one  of  the  organizers  of  the 
corporation,  who  on  March  3,  1928  received  28,333  shares  of  Class 
B  stock  at  50  cents  a  share,  almost  immediately  proceeded  to  dispose 
of  a  large  portion  of  the  shares  in  the  open  market.  Mr.  Wolf,  and 
the  trustees  of  trusts  created  by  him  for  the  benefit  of  his  relatives, 
sold  a  total  of  18,875  shares  of  Class  B  stock  in  the  open  market  at 
prices  as  high  as  $20  a  share  for  a  total  profit  of  $223,981.18.^^^ 

To  return  to  Atlas  Corporation's  efforts  to  acquire  control  of  Ster- 
ling Securities  Corporation,  it  has  been  shown  that  Harold  A.  Fort- 
ington was  retained  to  effect  sales  of  Class  B  stock  to  Atlas  Corpo- 
ration. The  first  holder  of  Class  B  stock  whom  Mr.  Fortington  saw 
was  Mr.  Wolf.  As  a  result  of  this  contact,  Mr.  Wolf  and  his  rela- 
tives sold  to  Atlas  Corporation  their  remaining  holdings  of  Class  B 
stock — 9,458  shares — at  a  price  of  $5  a  share.  Mr.  Wolf  derived  a 
profit  on  these  shares  of  $42,561,  thus  increasing  his  total  profit  on 
the  disposition  of  his  entire  28,333  shares  of  Class  B  stock  to  $266,- 
542.18.si« 

On  May  14,  1931,  Mr.  Fortington  purchased  for  Atlas  Corpora- 
tion's account  from  Scudder,  Stevens  &  Clark,  their  remaining  hold- 
ings of  10,000  shares  of  Class  B  stock  at  a  price  of  $3  a  share,  or  a 


^^'^  Op.  cit.  supra,  note  470,  Commission's  Exhibits  Nos.   1503,  1513. 
"=Id.,  at  14763  and  Commission's  Exhibit  No.  1509. 
"« Id.,  Commission's  Exliibit  No.   1510. 
6"  Id.,   at  14695-6. 
=is  Ibid. 
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profit  to  Scudder,  Stevens  &  Clark  of  $25,000.5^^  The  total  profit  to 
Sciidder,  Stevens  &  Clark  on  the  sale  of  their  entire  30,000  shares  was 
$35,000.  Atlas  Corporation  purchased  4,000  shares  of  Class  B  stock 
from  Daniel  Pierce,  a  director  of  Sterling  Securities  Corporation,  at 
prices  of  $3  and  $5  a  share;  3,000  shares  were  purchased  by  Atlas 
Corporation  from  Robert  Pomeroy,  another  director  of  Sterling 
Securities  Corporation,  at  a  price  of  $4  a  share.^^o 

On  June  30,  1931  Atlas  Corporation  purchased  3,000  shares  of 
Sterling  Securities  Corporation  Class  B  stock  from  Hayden,  Stone  & 
Co.  at  a  price  of  $3  a  share,  and  17,300  shares  of  the  same  stock  from 
The  Adams  Express  Company,  an  investment  company  managed  by 
Hayden,  Stone  &  Co.,  at  a  price  of  $4  a  share.^^^  Hayden,  Stone  & 
Co.  on  its  sale  realized  a  profit  of  $7,500.  The  profit  to  The  Adams 
Express  Company  totaled  $60,550.  All  of  these  shares  had  been 
acquired  originally  by  Hayden,  Stone  &  Co.  at  a  price  of  50  cents  a 
share. 

By  the  middle  of  July  1931,  Atlas  Corporation  had  accumulated  a 
total  of  61,763  shares  of  the  Class  B  stock  of  Sterling  Securities  Cor- 
poration, or  approximately  21%  of  the  298,297  shares  of  the  Class  B 
common  stock  then  outstanding,  at  a  total  cost  of  $253,479.^-^  The 
sellers  of  these  shares,  on  the  basis  of  their  original  cost  of  50  cents 
a  share,  had  realized  a  profit  of  $222,597.50. 

In  the  middle  of  July  1931,  Charles  Hayden,  of  Hayden,  Stone  & 
Co.,  informed  other  individuals  connected  with  the  management  of 
Sterling  Securities  Corporation,  that  is,  Sterling  Pile,  American 
Founders  Corporation  and  Allied  General  Corporation  (the  former 
Insuranshares  Corporation  of  New  York) ,  that  Atlas  Corporation 
had  control  or  would  shortly  acquire  control  of  Sterling  Securities 
Corporation.^-^  Actually,  Atlas  Corporation  held  only  21%  of  the 
Class  B  stock  of  the  corporation  ancl  virtually  none  of  its  Class  A 
stock,  the  stock  which  actually  controlled  the  corporation.  On  the 
other  hand,  those  in  control  of  Sterling  Securities  Corporation  held 
80,000  shares  of  the  Class  A  stock  and  approximately  125,000  shares 
of  the  Class  B  stock,  or  41%  of  the  Class  B  stock  then  outstanding. 

Sterling  Pile  and  his  associates,  after  receiving  this  information 
from  Charles  Hayden,  informed  Edward  B.  Twombly,  who  was  away 
on  a  vacation,  that  "Sterling  had  been  sold  out  from  under  us."  ^^* 
Mr.  Twombly  went  to  see  Mr.  Hayden  and  testified  that  he  had  the 
following  conversation  with  Mr.  Hayden :  ^-^ 

A.  *  *  *  I  returned  to  New  York  immediately,  met  a  group  of  tlie  fellow 
directors  in  the  New  York  Trust  Company,  and  they  said  that  they  had  been 
advised  by  Mr.  Hayden  that  the  control  had  either  been  already  acquired  or  was 
in  the  process  of  being  acquired  by  Atlas  Corporation  and  that  he  recommended 
to  them  that  they  sell  their  holdings  to  the  Atlas  Corporation. 

Q.  That  is,  Hayden  recommended  to  the  other  directors? 


"»0p.   cit.   supra,   note   506. 

=2"  Op.  cit.  supra,  note  385,  Commission's  Exhibit  No.  2001   (p.  262). 
="  Ibid. 
522  Ibid. 

°-''  See  infra,  p.  1172.     Hayden,   Stone  &  Co.,  after  July  1931,   received  a  portion  of  the 
brokerage  business  of  Atlas  Corporation  (id..  Commission's  Exhibit  No.  2001  (p.  263)). 
5*1  Op.  cit.  supra,  note  470,  at  14726. 
^^25  Id.,  at  14726-7. 
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A.  That  is  right;  and  they  said  they  wanted  to  include  me.  I  immediately 
went  over  to  see  Mr.  Hayden  and  said,  "Is  it  true  that  you  have  sold  your  B 
stock?"  He  said,  "Yes."  I  said,  "That  was  not  in  accordance  with  our  under- 
standing." He  said,  "Whether  it  was  or  not,  it  lias  been  sold,"  and  I  said,  "Well, 
what  is  the  situation?"  He  said  he  thought  Atlas  was  probably  now  in  control 
of  the  company ;  if  not,  it  was  very  close  to  it.  He  said,  "It  won't  do  you  any 
good  trying  to  do  anything  about  it  now.  You  had  better  join  with  the  other 
directors  and  dispose  of  your  securities  to  them  [Atlas]."  I  said,  "I  won't  do  it 
unless  I  can  include  others  that  I  interested  in  the  picture."  So  I  went  back 
and  saw  these  directors  and  told  them  I  was  not  prepared  to  make  up  my  mind 
until  I  had  gotten  into  contact  with  a  great  many  more,  and  that  unless  Atlas 
was  willing  to  include  all,  that  the  stock  would  not  be  sold.  So  I  spent  night 
and  day  for  about  48  hours  getting  in  contact  with  individuals  who  I  knew  had 
substantial  blocks,  most  of  whom  included  their  blocks  in  the  sale  to  Atlas,  and 
the  whole  business  was  sold  out  to  Atlas  within  48  hours. 

On  July  IT,  1931,  Atlas  Corporation  entered  into  an  agreement 
with  those  in  control  of  Sterling  Securities  Corporation  to  purchase 
their  holdings  of  80,000  shares  of  the  corporation's  Class  A  stock  at  a 
price  of  $5  a  share  and  to  purchase  their  holdings  of  approximately 
125,000  shares  of  Sterling;  Class  B  stock  at  a  price  of  $4  a  share."^  Of 
the  Class  A  shares  so  acquired  by  Atlas  Corporation,  37,500  shares 
were  sold  by  American  Founders  Corporation,  13,000  were  sold  by 
Sterling  Pile,  and  21,500  were  sold  by  Allied  General  Corporation, 
the  former  Insuranshares  Corporation,  of  which  Sterling  Pile  was 
both  the  president  and  a  director.  The  125,000  shares  of  Class  B 
stock  thus  acquired  by  Atlas  Corporation  included  sales  by  American 
Founders  Corporation  of  24,700  shares;  by  Sterling  Pile  of  11,325 
shares ;  by  Allied  General  Corporation  of  27,300  shares ;  by  Insuran- 
shares &  General  Management  Company,  with  which  Sterling  Pile 
was  affiliated,  of  6,200  shares ;  by  Edward  S.  Goodwin,  a  director  of 
Sterling  Securities  Corporation,  of  6,600  shares;  and  by  Edward  B. 
Twombly  and  his  associates  of  17,075  shares. ^-^  On  the  basis  of  50 
cents  a  share,  or  the  original  cost  of  these  shares,  these  sellers  derived 
a  profit  on  their  Class  B  shares  of  $437,500. 

The  purchase  price  paid  by  Atlas  Corporation  for  the  Class  A 
shares  was  $2  a  share  in  excess  of  the  market  price.  The  stock  had 
no  asset  value.  The  Class  B  stock  had  no  quoted  market  and  no  asset 
value.^"® 

By  December  31,  1931,  Atlas  Corporation  had  accumulated  210,708 
shares  of  Sterling  Securities  Corporation  Class  B  stock,  or  71%  of 
the  298,297  shares  outstanding,  and  86,896  shares  of  Sterling  Securi- 
ties Corporation  Class  A  stock,  or  14%  of  the  603,802  shares  of  such 
stock  outstanding.^-^  Of  the  total  902,099  shares  of  voting  stock 
(both  the  Class  A  and  Class  B  stock  had  voting  rights).  Atlas  Corpo- 
ration owned,  as  at  December  31,  1931,  only  297,604  shares,  or  approxi- 
mately 33%,  of  the  voting  shares  of  Sterling  Securities  Corporation. 


528  Op.  cit.  supra,  note  385,  Commission's  Exhibit  No.  2001   (p.  263). 

5"  Op.  cit.  supra,  note  470,  Commission's  Exhibits  Nos.  1506.  1 507. 

'^^  The  highest  market  price  of  Sterling  Securities  Corporation's  Class  A  stock  in  July 
3  931  was  $4,  the  lowest  $3  (Public  Examination,  Atlas  Corporation,  Commission's  Exhibit 
No.  2001  (p.  2G6)). 

=^=°0p.  cit.  supra,  note  385,  Commission's  Exhibit  No.  2001   (pp.  266-7). 
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Despite  the  absence  in  Atlas  Corporation  of  a  majority  controlling 
interest  in  Sterling  Securities  Corporation,  on  August  4,  1931,  after 
the  previous  management  of  Sterling  Securities  Corporation  had 
disposed  of  their  Class  A  and  Class  B  shares  to  Atlas  Corporation, 
L.  Boyd  Hatch,  E.  K.  Hall,  O.  L.  Johnston,  and  Floyd  B.  Odium, 
all  directors  of  Atlas  Corporation,  were  elected  directors  of  Sterling 
Securities  Corporation.^^"  Thereafter,  Atlas  Corporation  assumed 
actual  management  of  the  portfolio  of  Sterling  Securities  Coipo- 
ration. 

The  preferred  stockholders  of  Sterling  Securities  Corporation,  who 
were  the  actual  owners  of  the  assets  of  Sterling  Securities  Corpora- 
tion, were  not  informed  of  the  shift  in  the  management  of  their  cor- 
poration until  January  19,  1932,  the  date  of  the  publication  of  the 
annual  report  of  the  corporation  for  the  year  ending  1931.^^^  Nor 
were  they  consulted  prior  to  the  passage  of  control  of  their  company 
to  Atlas  Corporation.  The  cessation  of  the  pecuniary  interest  of  their 
former  management  in  the  affairs  of  the  investment  company  left 
them  without  any  effective  representation  against  the  future  Atlas 
Corporation  program  of  acquiring  the  senior  securities  of  the  corpo- 
ration at  prices  less  than  the  actual  asset  value  of  such  shares.  Mr. 
Twombly  admitted  that  this  undisclosed  transfer  of  control  of  Ster- 
ling Securities  Corporation  to  Atlas  Corporation  was  not  a  "healthy 
situation."    He  testified :  ^^- 

Q.  And  so  far  as  the  management  stock  was  concerned,  and  this  is  entirely 
apart  from  whether  it  was  good  or  bad  for  the  stockholders,  you  called  up 
to  see  that  they  at  least  got  the  same  treatment  as  the  other  B  stockholders 
got? 

A.  That  is  right 

Q.  But  whether  it  was  part  of  the  system  or  because  the  law  permitted  it, 
there  was  nobody  there  to  see  that  the  other  stockholders  who  put  in  the 
$32,500,000  got  a  certain  type  of  treatment,  was  there? 

A.  They  had  no  different  type  of  treatment  They  owned  the  senior  se- 
curities. 

Q.  They  owned  the  senior  securities  and  it  was  their  money? 

A.  They  had  nothing  to  say  about  the  change  in  management  and  they  were 
not  notified  of  the  change  in  management  prior  to  its  taking  place. 

Q.  But  there  was  nobody  there  at  the  time  control  was  turned  over  to  say 
"I  won't  let  this  thing  go  through  unless  I  am  sure  that  the  people  who  put 
in  the  $32,500,000  get  a  good  deal  on  their  stock,"  was  there? 

A.  No. 

Q.  You  suddenly  found  yourself  in  a  position  when  the  new  group  was  in 
there  in  control  and  according  to  the  expression  you  used,  the  Trust  was  sold 
right  from  under  you,  isn't  that  so? 

A.  That  is  right.  The  only  protection  that  was  insisted  upon  was  that  they 
be  advised. 

Q.  Well,  that  advice  took  place  after  it  was  a  fait  accompli? 

A.  Well,  it  was  in  effect,  a  fait  accompli  at  the  time. 

Q.  That  is  based  on  what  you  believe  the  facts  were? 

A.  That  is  right 


^^°  Op.  cit.  supra,  note  470,  Commission's  Exhibit  No.  1512. 

^31  Ibid. 

M^ici.,   at  14729-37. 
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Q.  But  whether  it  was  a  fact  that  Atlas  had  control  or  was  about  to  get 
control  you  don't  know? 

A.  No;  I  don't. 

Q.  Because  you  don't  know  what  their  holdings  were.  Did  Mr.  Hayden 
tell  you  that  Mr.  Odium  told  him  he  had  control  or  was  about  to  get  control, 
or  did  Mr.  Hayden  make  it  his  statement  of  fact? 

A.  He  made  his  statement. 

Q.  He  didn't  say  that  INIr.  Odium  told  him  he  had  control  or  was  about  to 
get  control? 

A.  He  did  not. 

Q.  And  you  don't  know  whether  it  was  a  fact  that  Mr.  Odium  had  control 
or  was  about  to  get  control,  do  you? 

A.  No;  I  do  not. 

Q.  This  is  an  illustration  of  the  lightning  speed  at  which  a  transfer  of  funds 
of  other  people's  money  in  the  investment  trust  field 

A.  You  mean  control  of  it? 

Q.  Yes. 

A.  Yes. 

Q.  Do  you  think  that  is  a  healthy  situation  ? 

A.  I  didn't. 

Q.  You  didn't? 

A.  No. 

Q.  You  probably  felt  some  sense  of  obligation  to  these  people  [the  holders 
of  senior  securities]  ? 

A.  I  probably  did. 

Q.  And  you  probably  had  a  feeling  that  these  people  had  invested  this 
money  and  turned  over  the  management  of  the  fund  to  you? 

A.  That  is  why  I  stayed  on  the  board  of  directors. 

Q.  You  can  visualize  the  situation  back  in  '31  when  there  were  some  people 
who  hadn't  even  heard  of  Atlas  until  this  time. 

A.  That  is  right. 

Q.  And  they  wake  up  one  morning  and  find  themselves  with  their  funds 
being  administered  by  the  Atlas     *     *     *     Company, 

A.  That  is  so. 

Q.  Without  their  expressed  consent,  anyway? 

A.  That  is  right. 

Q.  You  had  no  disclosure  as  to  what  their  future  policy  was  going  to  be? 

A.  That  is  right. 

Q.  What  disposition  was  going  to  be  made  of  their  money ;  how  it  was  going 
to  be  invested? 

A.  That  is  right. 

The  purpose  of  Atlas  Corporation  was  to  acquire,  either  by  mar- 
ket purchases  or  exchange  offers,  the  senior  securities  of  Sterling 
Securities  Corporation  at  prices  less  than  the  asset  value  of  such 
shares.  As  at  December  31,  1931,  the  preference  stock  of  Sterling 
Securities  Corporation  had  no  asset  value.  Nevertheless,  the  "lever- 
age" afforded  to  such  stock  by  the  presence  of  the  first  preferred 
stock  ill  the  corporation's  capital  structure  would  augment  the  asset 
value  of  the  preference  stock  more  rapidly  than  the  appreciation 
in  the  corporation's  total  assets.  Purchases  of  and  exchange  offers 
for  the  Class  A  and  Class  B  common  stock  of  Sterling  Securities! 
Corporation  were  also  made  by  Atlas  Corporation  since,  although 
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these  stocks  after  1931  never  had  any  asset  value,^^^  they  had  to  be 
acquired  by  Atlas  Corporation  to  provide  Atlas  Corporation  with 
the  statutor}^  quantum  of  voting  power  necessary  to  dissolve  Ster- 
ling Securities  Corporation  or  to  consolidate  it  with  Atlas  Corpo- 
ration. The  loss  suffered  by  Atlas  Corporation  in  its  purchases  of 
Class  A  and  Class  B  stock' of  Sterling  Securities  Corporation  was 
to  be  recouped  from  its  profits  made  on  the  preferred  and  prefer- 
ence stock  of  Sterling  Securities  Corporation. 

From  1931  to  1935  the  market  price  of  the  preferred  stock  of 
Sterling  Securities  Corporation  was  markedly  less  than  its  asset 
value,  although  under  Atlas  Corporation's  management  the  differ- 
ential between  the  asset  and  market  value  of  the  shares  steadily 
decreased.  However,  Atlas  Corporation  was  the  only  substantial 
bidder  for  the  stocks,  and,  although  Atlas  Corporation  did  not  en- 
gage in  manipulative  practices,  its  bidding  or  failure  to  bid  had  a 
substantial  effect  on  the  market  price  of  the  securities  of  Sterling 
Securities  Corporation.  The  price  paid  for  the  securities  of  Ster- 
ling Securities  Corporation  by  Atlas  Corporation  exceeded  the  mar- 
ket prices  of  comparable  investment  company  securities.  The  fol- 
lowing schedule  indicates  the  differential  between  the  asset  and  mar- 
ket value  of  the  preferred  and  preference  stock  of  Sterling  Securi- 
ties Corporation  at  the  year-ends  from  1931  to  1935 :  ^^* 


First  preferred  stock 

Preference  stock 

Year  end— 

Asset  value 
plus  ac- 
crued un- 
paid divi- 
dends 

Market  value 

Asset  value 

Market  value 

High 

Low 

High 

Low 

1931 

$42.  99 
42.24 
57.00 
58.65 
60.00 

25 

221,^ 

35 

39 

5G>.^ 

mi 

20 
30 
33 

44}^ 

0 

0 

0.86 

0 

9.30 

2H 
4 

10 

1% 

1932 

1933 

1934 

1935 - 

m 

2H 

m 

8 

Immediately  on  its  acquisition  of  control  of  Sterling  Securities 
Corporation,  Atlas  Corporation  and  its  subsidiaries,  principally  Se- 
curities Allied  Corporation,  Ungerleider  Financial  Corporation, 
Chain  Store  Stocks,  Inc.,  National  Securities  Investment  Company, 
General  Empire  Corporation,  and  Iroquois  Share  Corporation,  com- 
menced to  make  market  purchases  of  all  classes  of  the  stock  of  Ster- 
ling Securities  Corporation.^^^  On  the  dissolution  of  these  subsidiaries 
their  holdings  of  Sterling  Securities  Corporation  shares  were  trans- 
ferred to  Atlas  Corporation  as  liquidating  dividends. 

Two  exchange  offers  were  made  by  Atlas  Corporation  for  the  se- 
curities of  Sterling  Securities  Corporation.  The  first  offer  ^^'^  was 
made  on  June  4,  1932,  and  was  one  of  the  offers  made  concurrently  by 
Atlas  Corporation  to  12  of  its  controlled  companies.     Atlas  Corpo- 


538  Op.  cit.  supra,  note  385,  Commission's  Exhibits  Nos.  1970,  2001    (pp.  262,  266). 

534  Derived  from  the  Bank  and  Quotation  Record  and  the  reply  to  the  Commission's 
questionnaire  for  Sterling  Securities  Corporation,  Pt.  I  (annual  reports  to  stockholders 
1931-1935). 

63=  Op.  cit.  supra,  note  385,  Commission's  Exhibit  No.  2001   (p.  265,  et  seq.). 

533i(]_^  Commission's  Exhibits  Nos.  1970,  2001   (p.  271). 
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ration  offered  to  exchange  for  each  share  of  Sterling  Securities  Cor- 
poration first  preferred  stock,  a  unit  consisting  of  one-third  of  a 
share  of  Atlas  Corporation  preference  stock,  one  share  of  Atlas  Cor- 
poration common  stock,  and  one  Atlas  Corporation  option  warrant. 
For  each  share  of  Sterling  Securities  Corporation's  preference  stock 
there  was  offered  one-tenth  of  a  share  of  Atlas  Corporation  common 
stock  and  four-tenths  of  an  Atlas  Corporation  option  warrant.  For 
each  share  of  Sterling  Securities  Corporation's  Class  A  common  stock 
there  was  offered  one-fifth  of  an  Atlas  Corporation  warrant,  and  for 
each  share  of  Sterling  Securities  Corporation  Class  B  common  stock 
there  was  offered  one-tenth  of  an  Atlas  Corporation  warrant. 

The  preference,  Class  A  and  Class  B  stock  of  Sterling  Securities 
Corporation  had  no  asset  value.  The  Atlas  Corporation  offer  for 
these  stocks  was  substantially  an  offer  of  its  warrants  which  had,  of 
course,  no  asset  value  but  which  had  a  market  value  substantially 
equivalent  to  the  market  value  of  these  securities  of  Sterling  Securi- 
ties Corporation.  The  offer  for  the  preference  stock  of  Sterling  Se- 
curities Corporation,  however,  resulted  in  an  asset  gain  to  the  holders 
of  such  stock  since  the  one-tenth  of  a  share  of  Atlas  Corporation 
common  stock  offered  for  the  preference  shares  of  Sterling  Securities 
Corporation  had  an  asset  value  of  27  cents.^^'^ 

The  offer  for  the  first  preferred  stock  of  Sterling  Securities  Corpo- 
ration, however,  resulted  in  a  substantial  gain  in  asset  values  to  Atlas 
Corporation.  The  combination  of  Atlas  Corporation  securities  offered 
for  this  stock  had  an  asset  value  of  $19.64  (a  fact  not  revealed  in 
the  letter  of  offer)  and  a  market  value  of  $17.46.  On  the  other  hand, 
one  share  of  Sterling  Securities  Corporation  first  preferred  stock  had 
an  asset  value  of  $37.35  (a  fact  revealed  in  the  letter  of  offer)  and 
a  market  value  of  $14.50.  Consequently,  a  first  preferred  stockholder 
accepting  the  Atlas  Corporation  offer  suffered  a  gross  loss  in  assets 
of  $17.71  but  derived  a  gain  in  market  value  of  $2.96.^28 

A.  G.  Becker  &  Co.,  Inc.,  Chicago  investment  bankers,  were  em- 
ployed by  Atlas  Corporation  on  a  commission  basis  to  solicit  accep- 
tances of  these  offers  by  Illinois  holders  of  the  shares  of  Sterling 
Securities  Corporation,  and  Hemphill,  Noyes  &  Co.,  New  York  invest- 
ment bankers,  were  retained  to  solicit  acceptances  of  this  offer  by 
Sterling  Securities  Corporation  stockholders  in  New  York  Oity, 
Connecticut,  Massachusetts,  and  Vermont.^^'' 

As  a  result  of  the  exchange  offer.  Atlas  Corporation  acquired  25,420 
shares  of  the  first  preferred  stock,  76,162  shares  of  the  preference 
stock,  65,166  shares  of  the  Class  A  common  stock,  and  12,572  shares 
of  the  Class  B  common  stock  of  Sterling  Securities  Corporation.  The 
unrealized  gain  in  asset  values  to  Atlas  Corporation  resulting  from 
the  disparity  in  asset  values  between  the  securities  of  Sterling  Securi- 
ties Corporation  and  Atlas  Corporation  involved  in  the  exchange 
offer  was  $421,072.^^° 

On  December  12,  1932,  Atlas  Corporation  entered  into  an  agree- 
ment with  Schoellkopf,  Hutton  &  Pomeroy,  Inc.,  Buffalo  (New 
York),  investment  bankers,  who  had  been  one  of  the  largest  of  the 
original  distributors  of  the  first  preferred  stock  of  Sterling  Securities 


^^="1(3.,  Commission's  Exhibit  No.  2001  (p.  272). 

"•■is  Ibid. 

'■'3'' Id.,   Commission's  Exhibit  No.  20,36. 

■^'"Id.,  Commission's  Exhibit  No.   2001    (pp.   273-4). 
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Corporation,  under  the  terms  of  which  Schoellkopf ,  Hutton  &  Pom- 
eroy,  Inc.,  was  to  aid  Atlas  Corporation  in  acquiring-  further  first 
preferred  stock  of  Sterlino-  Securities  Corporation  from  the  investors 
to  whom  Schoellkopf,  Hutton  &  Pomeroy  had  originally  sold  the 
Sterling  Securities  Corporation  first  preferred  stock.  The  contract 
was  to  expire  on  December  31,  1932,  and  the  soliciting  activities  of 
Schoellkopf,  Hutton  &  Pomeroy,  Inc.,  were  to  be  confined  only  to 
those  territories  not  already  covered  by  A.  G.  Becker  &  Co.,  Inc.,  and 
Hemphill,  Noyes  &  Co.  However,  Schoellkopf,  Hutton  &  Pomeroy, 
Inc.,  was  to  receiA^e  an  "overriding"  commission  of  15  cents  a  share 
on  each  share  of  first  preferred  stock  emanating  from  the  territories 
covered  by  these  other  bankers.  Schoellkopf,  Hutton  &  Pomeroy, 
Inc.,  was  to  receive  $1.15  for  each  share  of  Sterling  Securities  Corpo- 
ration first  preferred  stock  which  they  succeeded  in  acquiring  by 
exchange  offer  for  Atlas  Corporation's  account.  The  vital  provisions 
in  the  contract  between  Atlas  Corporation  and  Schoellkopf,  Hutton 
&  Pomeroy,  Inc.,  were  as  follows :  ^^ 

We  [Schoellkopf,  Hutton  &  Pomeroy,  Inc.]  understand  we  may  offer  two- 
thirds  of  a  share  of  Atlas  Corporation  Preference  stock  for  each  share  of 
Sterling  First  Preferred  stock  or  if  unable  to  effect  an  exchange  will  endeavor  to 
purchase  the  Sterling  at  $1.00  below  the  market  value  of  said  Atlas  Corporation 
Preference  stock  as  hereinbefore  mentioned. 

,  *  *  *  *  *  « 

We  also  understand  that  if  desired  we  may  offer  a  combination  of  Atlas  se- 
curities of  the  same  market  value  as  said  two-thirds  of  a  share  of  Atlas 
Corporation  Preference  stock  based  on  the  closing  prices  on  the  New  York  Curb 
of  the  day  previous  to  that  on  which  the  Sterling  First  preferred  stock  to  be 
exchanged  is  received  by  you. 

******* 

In  the  event  that  we  are  unable  to  effect  the  exchange  of  Atlas  Corporation 
Preference  Stock  for  Sterling  First  Preferred  stock  held  by  the  investor,  we 
will  endeavor  to  buy  his  stock  for  cash,  paying  him  $1.00  per  share  below  the 
market  value  of  the  two-thirds  of  a  share  of  Atlas  preference  stock.  On  this 
cash  basis  to  the  extent  handled  off  the  New  York  Stock  Exchange,  you  will 
allow  us  650  per  share  of  Sterling  First  preferred  stock  of  which  we  reallow 
dealers  40  cents. 

In  the  event  that  we  are  unable  to  effect  the  exchange  of  Sterling  First  Pre- 
ferred stock  for  Atlas  Preference  stock  or  buy  it  direct  for  cash,  as  stated 
above,  it  might  be  possible  for  us  to  recommend  and  accomplish  the  sale  of 
Sterling  First  Preferred  stock  on  the  New  York  Stock  Exchange  and  it  pre- 
sumably, therefore,  will  come  into  your  [Atlas]  hands.  On  Sterling  First  Pre- 
ferred stock  as  you  are  about  to  acquire,  that  is  your  long  balance  as  a  result 
of  your  trading  on  the  New  York  Stock  Exchange  in  Sterling  First  Preferred 
stock  on  said  exchange  during  the  period  during  which  the  provisions  hereof 
are  in  effect,  you  will  allow  us  2.50  a  share. 

On  December  17,  1932,  Schoellkopf,  Hutton  &  Pomeroy,  Inc.,  in  a 
circular  letter  ^*^  addressed  to  the  holders  of  the  first  preferred  stock 
of  Sterling  Securities  Corporation,  offered  to  exchange  two-thirds  of 
a  share  of  Atlas  Corporation  preference  stock  for  each  share  of  the 
first  preferred  stock  of  Sterling  Securities  Corporation.     The  offer 


="  Id.,  Commission's  Bxiiibit  No.  2036. 

W2  Id.,  Commission's  Bxliibits  Nos.  1970,  2001  (pp.  276-7). 
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did  not  reveal  the  fact  that  commissions  were  to  be  paid  to  Schoell- 
kopf,  Hutton  &  Pomeroy,  Inc.  for  its  services  by  Atlas  Corporation. 
The  letter  stated  that  a  cash  offer  would  be  made  to  those  stockholders 
who  did  not  desire  to  exchange  their  stock.  _ 

The  asset  value  of  the  first  preferred  stock  of  Sterling  Securities 
Corporation  was  $42.24  a  share  as  against  an  asset  value  of  $33.33  for 
the  two-thirds  of  a  share  of  Atlas  Corporation  preference  stock. 
These  asset  values  were  revealed  in  the  offer. '^"^  Stockholders  of 
Sterling  Securities  Corporation  who  accepted  the  offer  suffered  a 
o-ross  loss  in  assets  of  $8.91.  However,  the  market  value  of  the  Atlas 
Corporation  preference  stock  offered  was  $22.66  as  compared  with  a 
market  value  of  $20  for  the  Sterling  Securities  Corporation  first  pre- 
ferred stock. 

Schoellkopf,  Hutton  &  Pomeroy,  Inc.  and  its  associated  dealers 
succeeded  in  purchasing  for  Atlas  Corporation's  account  a  total  of 
698  shares  of  Sterling  Securities  Corporation  preferred  stock.  They 
also  induced  the  exchange  of  1,600  shares  of  such  stoclv  and  received 
commissions  of  25  cents  a  share  on  1,550  shares  of  the  stock  purchased 
by  Atlas  Corporation  on  the  New  York  Stock  Exchange  during  the 
period  of  the  operation  of  the  contract  between  Atlas  Corporation 
and  Schoellkopf,  Hutton  &  Pomeroy,  Inc^*-*  Schoellkopf,  Hutton  & 
Pomeroy,  Inc.  also  received  an  overriding  commission  of  15  cents  a 
share  oil  1,567  shares  of  Sterling  Securities  Corporation  preferred 
stock  which  w^ere  exchanged  by  stockholders  in  territories  under  the 
jurisdiction  of  A.  G.  Becker  &  Co.,  Inc.  and  Hemphill,  Noyes  &  Co."^ 
In  all,  Schoellkopf,  Hutton  &  Pomeroy,  Inc.  received  commissions  of 
$2,916.25  °''«  on  a  total  of  5,415  shares  of  Sterling  Securities  Corpora- 
tion first  preferred  stock  purchased  or  acquired  by  Atlas  Corporation 
by  an  exchange  of  its  securities  during  the  operation  of  the  contract 
of  December  12,  1932. 

The  exchange  offer  made  by  Schoellkopf,  Hutton  &  Pomeroy,  Inc. 
Avas  the  last  offer  made  by  Atlas  Corporation  for  the  shares  of  Sterling 
Securities  Corporation.  Thereafter,  Atlas  Corporation  and  its  con- 
trolled companies  continued  to  accumulate  Sterling  Securities  Cor- 
poration stock  of  all  classes  by  direct  open-market  purchases. 

As  at  December  31,  1935,  Atlas  Corporation  and  Atlas  Utilities  & 
Investors  Company,  Ltd.,  held  the  following  shares  of  the  stock  of 
Sterling  Securities  Corporation  :  ^^^ 


Number  of  shares 

Company 

First 
preferred 

Preference 

Class  A 
common 

Class  B 
common 

159,  751 
17, 000 

2,650 
305, 974 

191,859 
84, 000 

so  688 

Atlas  Utilities  &  Investors  Co.,  Ltd 

183, 000 

Total  number  of  shares 

176,  751 
75.03 

308, 624 
61.72 

275, 859 
45.69 

263,  688 

Percent  of  outstanding  shares 

88.40 

o^Id.,  Commission's  Exhibit  No.  2001    (p.  270). 

■^^iijcl.,  Commission's  Exhibits  Nos.  2001    (p.  277),  2036. 

^■^^  Id.,   Commission's  Exhibit  No.  2036. 

"""Id.,  Commission's  Exhibit  No.  2001   (p.  2770. 

'^''  Ibid. 
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The  total  cost  of  these  securities  to  Atlas  Corporation  and  its  con- 
trolled companies,  after  eliminating  all  intercompany  transactions, 
was  $7,546,338.58.5*8 

Between  January  1,  1936,  and  October  31,  1936,  Sterling  Securities 
Corporation  paid  in  current  dividends  and  in  removal  of  arrearages 
of  clividends  the  sum  of  $12  in  cash  on  each  share  of  its  first  pre- 
ferred stock  then  outstanding.  On  the  176,751  shares  held  as  at  De- 
cember 31,  1935  by  Atlas  Corporation  and  Atlas  Utilities  &  Investors 
Company,  Ltd.,  there  was  paid  the  sum  of  $2,121,012.5*^ 

As  of  October  31,  1936,  when  Sterling  Securities  Corporation  was 
consolidated  with  Atlas  Corporation,  the  total  asset  value  of  the 
Sterling  Securities  Corporation  stock  held  by  Atlas  Corporation 
and  Atlas  Utilities  &  Investors  Company,  Ltd.,  was  $14,583,003.42.55° 
By  adding  to  this  sum  the  dividends  of  $2,121,012  distributed  to  Atlas 
Corporation  and  Atlas  Utilities  &  Investors  Company,  Ltd.  on  their 
holclings  of  first  preferred  stock,  the  total  value  of  the  investment  of 
Atlas  Corporation  and  Atlas  Utilities  &  Investors  Company,  Ltd., 
in  the  shares  of  Sterling  Securities  Corporation  as  at  October  31, 
1936,  was  $16,704,015.42.  Deducting  from  this  figure  the  cost 
($7,546,338.58)  to  Atlas  Corporation  on  the  holdings  of  itself  and 
of  its  Canadian  subsidiary  in  all  classes  of  the  stock  of  Sterling 
Securities  Corporation,  the  profit  to  these  corporations  on  their  in- 
vestment in  Sterling  Securities  Corporation  stock  as  at  October  31, 
1936,  was  $9,157,676.84.  Although  this  profit  was  in  large  part  a 
result  of  the  appreciation  in  value  of  the  assets  of  Sterling  Securities 
Corporation  under  the  management  of  Atlas  Corporation,  a  substan- 
tial portion  of  this  profit  represented  the  asset  value  gains  derived 
by  Atlas  Corporation  on  its  purchases  of,  and  exchange  offers  for,  the 
securities  of  Sterling  Securities  Corporation. 

On  September  28.  1936  Atlas  Corporation,  Sterling  Securities 
Corporation,  Pacific  Eastern  Corporation,  and  Shenandoah  Corpora- 
tion entered  into  an  agreement  of  consolidation.^^!  This  agreement 
was  approved  by  the  required  statutory  number  of  stockholders  of 
Sterling  Securities  Corporation  on  October  29,  1936.  Atlas  Cor- 
poration and  its  subsidiary.  Atlas  Utilities  &  Investors  Company, 
Ltd.,  themselves  held  a  sufficient  number  of  shares  to  ratify  the 
consolidation.  Stockholders  of  Sterling  Securities  Corporation  re- 
ceived securities  of  the  new  Atlas  Corporation  having  an  asset  value 
approximately  equal  to  those  of  Sterling  Securities  Corporation.^^^ 

g.  North    and    South    American    Corporation — Insurance    Equities 
Corporation 

North  and  South  American  Corporation  was  incorporated  in  Dela- 
ware on  February  21,  1929,  under  the  sponsorship  of  Baker,  Kellogg 
&  Co.,  Inc.,  a  Philadelphia  investment  banking  house,^^^  A.  G.  Becker 
&   Co.,   Inc.,   a   Chicago   investment   banking   firm,   and   American 


"8  Ibid. 

w"  Ibid. 

650  Ibid. 

551  Id.,  Commission's  Exhibit  No.  1944. 

652  Derived  from  supplementary  information  supplied  the  Commission  for  Atlas  Corpora- 
tion. 

533  Public  Examination,  American  General  Corporation  et  al.,  at  26570  ;  and  Poor's  Fiscal 
Volume,  1934,  p.  2814. 

1.53.373— 41— pt.  3 26 
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Founders  Corporation,  one  of  the  constituent  companies  in  the  so- 
called  United  Founders  Corporation  group  of  investment  com- 
panies.'^^*  The  authorized  capitalization  of  the  company  consisted 
of  a  Class  A  stock  entitled  to  a  preference  in  the  corporate  assets 
on  liquidation  of  the  company  to  $29  a  share,  and  a  Class  B  stock. 
Each  class  of  stock  was  entitled  to  one  vote  per  share.^^^ 

On  May  14,  1929,  A.  G.  Becker  &  Co.,  Inc.,  Baker,  Kellogg  &  Co., 
Inc.,  and  American  Founders  Corporation  agreed  to  purchase  or  to 
find  purchasers  for  250,000  shares  of  the  Class  A  stock  of  North  and 
South  American  Corporation  at  a  price  of  $36  a  share,  of  which 
$3.50  a  share  was  to  be  retained  by  the  three  underwriters  as  their 
commission  for  distributing  the  shares  to  the  public.  On  May  21, 
1929,  the  250,000  shares  of  Class  A  stock  of  North  and  South  Ameri- 
can Corporation  were  offered  to  the  public  by  Baker,  Kellogg  & 
Co.,  Inc.,  and  A.  G.  Becker  &  Co.,  Inc.^^*^  As  the  result  of  the  sale  of 
its  Class  A  stock  to  the  public.  North  and  South  American  Corpora- 
tion raised  a  total  of  $8,125,000  and  the  bankers  derived  a  gross  com- 
mission of  $875,000.^" 

Meanwhile,  on  May  14,  1929,  A.  G.  Becker  &  Co.,  Inc.,  Baker, 
Kellogg  &  Co.,  Inc.,  and  American  Founders  Corporation  had  sub- 
scribed in  equal  proportions  to  1,000,000  shares  of  the  Class  B  stock 
of  North  and  South  American  Corporation  at  $1  a  share  or  a  total 
cost  of  $1,000,000.5^^  On  July  8,  1929,  the  three  sponsors  entered  into 
an  agreement  to  retain  at  least  265,000  shares  each  of  their  holdings 
of  the  Class  B  stock  of  North  and  South  American  Corporation,  and, 
if  any  of  them  desired  to  sell  such  shares,  to  grant  to  the  other 
contracting  parties  a  right  to  purchase  such  shares  for  a  30-day  pe- 
riod at  the  price  which  any  prospective  outside  purchaser  had  agreed 


554  The  principfil  group  of  investment  companies  in  ,the  so-called  United  Founders  Corpora- 
tion group  included  United  Founders  Corporation,  American  Founders  Corporation,  Invest- 
ment Trust  Associates,  International  Securities  Corporation  of  America,  Second  Interna- 
tional Securities  Corporation,  American  &  General  Securities  Corporation,  United  States  & 
British  International  Co.,  Ltd.,  American  and  Continental  Corporation,  Founders  General 
Corporation  and  Founders  Associates.  (See  Part  One  of  this  report,  House  Doc.  No.  707, 
75th  Cong.,  p.  100.) 

555  Poor's  Fiscal  Volume,  1934,  p.  2814.  The  Class  A  stock  was  entitled  to  a  pi-ior  non- 
cumulative  claim  on  the  earnings  of  the  company  of  $2  a  share  per  annum  and  to  further 
participation  in  any  additional  cash  dividends  in  the  ratio  of  $1  a  share  on  the  Class  A  stock 
for  each  25  cents  a  share  paid  in  on  the  Class  B  stock  (ibid.).  Put  in  another  way,  the 
Class  B  s,tockholders  as  a  group  were  entitled  to  half  the  profits  after  payment  of  a  fixed 
dividend  of  $2  a  share  on  the  Class  A  shares.  For  example,  if  the  company  earned  a  million 
dollars  in  any  one  year,  $500,000  would  be  payable  to  the  Class  A  stockholders.  Thereafter 
25  cents  a  share  on  each  of  the  million  shares  of  Class  B  stock  would  be  paid.  The  Class  B 
stock  would  thus  receive  $250,000.  Finally,  $1  a  share,  or  a  total  of  $250,000,  would  be  paid 
on  the  250,000  shares  of  Class  A  stock. 

^^  Op.  cit.  supra,  note  553,  Commission's  Exhibit  No.  X3795  ;  and  Poor's  Fiscal  Volume, 
1934,  p.  2814. 

^5"  The  actual  net  profit  made  by  the  company's  organizers  on  the  sale  of  the  250,000  shares 
of  its  Class  A  stock  to  the  public  is  not  indicated  by  the  record. 

'^'^^  Op.  cit.  supra,  note  553,  Commission's  Exhibit  No.  X3795>.  The  shares  were  taken  as 
follows  :  Baker,  Kellogg  &  Co.,  Inc.,  333.334  shares  ;  A.  G.  Becker  &  Co.,  Inc.,  333,333  shares  ; 
and  American  Founders  Corporation,  333,333  shares   (ibid.). 
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to  pay  for  the  sliares.^^^  The  board  of  directors  of  the  company  con- 
sisted entirely  of  representatives  of  the  three  sponsors.^'^° 

At  the  conchision  of  the  financing  of  North  and  South  American 
Corporation,  its  sponsors  had  acquired,  on  an  investment  of 
$1,000,000,  over  807c  of  the  voting  stock  of  the  company  which  car- 
ried with  it  the  control  and  the  "leverage"  of  the  $8,125,000  of  the 
funds  contributed  to  the  enterprise  by  the  public.  Without  ac- 
countability to  the  Class  A  stockholders  for  losses,  the  sponsors  were 
in  a  position  to  speculate  with  the  funds  which  the  Class  A  stock- 
holders had  contributed  to  the  company  in  an  effort  to  create  earn- 
ings for  and  to  enhance  the  asset  value  of  the  Class  B  shares,  which, 
as  a  group,  were  entitled  by  the  provisions  of  the  company's  charter 
to  one-half  of  the  company's  earnings  after  payment  of  a  fixed  non- 
cumulative  dividend  of  $2  per  annum  on  the  Class  A  shares,^*^^  and  to 
all  of  the  assets  of  the  company  after  payment  of  $29  a  share  to  the 
Class  A  stockholders. 

In  fact,  as  an  incident  of  the  financing  of  the  company,  the  spon- 
sors had,  at  its  very  inception,  enhanced  the  asset  value  of  their 
Class  B  shares  by  $875,000  at  the  expense  of  the  Class  A  stockholders. 
As  has  been  stated,  250,000  shares  of  the  Class  A  stock  had  been  sold 
to  the  public  for  $36  a  share,  or  at  a  total  price  of  $9,000,000.  Of 
this  sum,  however,  $875,000  was  retained  by  the  sponsors  and  the 
dealers  who  distributed  the  shares  to  the  public  as  selling  commis- 
sions. The  remaining  $8,125,000  was  paid  over  to  Xorth  and  South 
American  Corporation.  However,  the  total  liquidating  preference 
of  each  share  of  the  Class  A  stock  was  $29,  or  a  total  for  the  250,000 
shares  outstanding  of  $7,250,000.  The  difference  between  the  sum  of 
$8,125,000,  which  the  corporation  received  for  its  Class  A  shares,  and 
their  liquidating  preference  of  $7,250,000  was  thus  applicable  to  the 
company's  Class  B  shares  which  were  held  by  the  sponsors.  In  sum, 
if  the  investment  company  had  been  dissolved  immediately  after 
the  conclusion  of  its  financing,  the  Class  A  stockholders  who  had 
supplied  the  corporation  with  $8,125,000  would  have  received  as  a 
liquidating  dividend  $7,250,000,  and  the  Class  B  stockholders  who 
had  contributed  $1,000,000  to  the  company  would  have  received 
$1,875,000  as  a  liquidating  dividend. 

Xorth  and  South  American  Corporation  raised  a  total  of  $9,125,000 
as  the  result  of  the  sale  of  its  Class  A  and  Class  B  stock.  However, 
between  1929  and  March  1932,  when  control  of  the  company,  as 
will  be  described  hereafter,  was  acquired  by  Insurance  Equities 
Corporation,  North  and  South  American  Corporation  repurchased 
66.750  shares  of  its  Class  A  stock  at  a  cost  of  $577,050.^°^  jf  ^|-^g 
cost  of  these  repurchased  shares  be  treated  as  a  return  of  a  portion 


359  Op.  cit.  supra,  note  553,  Commission's  Exhibit  No.  X3,795.  A.  O.  Becker  &  Co.,  Inc.  had 
transferred  its  holdings  of  the  Class  B  s.tocli  of  North  and  South  American  Corporation  to 
Domestic  &  Foreign  Investors  Corporation,  a  company  under  the  control  of  that  banking 
firm.  Domestic  &  Foreign  Investors  Corporation  entered  into  the  agreement  of  July  8,  1929, 
with  the  other  sponsors  of  North  and  South  American  Corporation. 

^°  The  directors  of  North  and  South  American  Corporation  at  the  time  of  the  sales  of  its 
control  of  Insurance  Equities  Corporation  were  F.  H.  Baker  and  J.  C.  Luitweiler  of  Baker, 
Kellogg  &  Co.,  Inc.,  J.  M.  Lee,  S.  J.  Dicketts,  G.  B.  Devendorf,  and  Erwin  Rankin  of  the 
Founders  group,  and  V.  A.  Johnston,  Les.ter  Roth,  David  Friday,  and  A.  B.  Schaflfner  of  A.  G. 
Becker  &  Co.,  Inc. 

"*^  See  note  555,  supra. 

»«2  0p.  cit.  supra,  note  553,  Commission's  Exhibit  No.  X3796,  Schedules  8.  10. 
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of  the  investment  in  the  company  made  by  its  Class  A  stockholders, 
the  net  capital  derived  by  the  corporation  on  the  sale  of  its  out- 
standing shares  was  $8,547,950. 

Almost  immediately  after  the  formation  of  the  company  ^""^  Baker, 
Kellogg  &  Co.,  Inc.,  one  of  its  sponsors,  sold  to  the  company  for 
$1,835,372  controlling  blocks  of  the  stock  of  Colombian  Investment 
Company  and  its  affiliated  companies,^*^*  all  of  which  were  engaged 
in  loaning  funds  on  real  estate  and  in  investing  in  the  securities  of 
railroads,  utilities,  and  banks  situated  in  the  Republic  of  Colombia, 
South  America. ^*^^  These  companies  will  hereinafter  be  referred  to 
as  the  "Colombian  properties"  of  North  and  South  American  Cor- 
poration. No  market  existed  for  the  securities  of  these  Colombian 
companies  acquired  by  North  and  South  American  Corporation  from 
Baker,  Kellogg  &  Co.,  Inc.  By  the  spring  of  1932,  when  control  of 
North  and  South  American  Corporation  passed  to  Insurance  Equities 
Corporation,  North  and  South  American  Corporation  had  invested  in 
the  securities  of  and  had  loaned  to  its  Colombian  properties  a  total  of 
$3,822,031.  However,  the  management  of  North  and  South  American 
Corporation  placed  a  value  of  approximately  $572,000  on  the 
Colombian  properties.^*'*' 

Of  the  remaining  funds  of  North  and  South  American  Corpora- 
tion $4,726,000  were  invested  by  its  sponsors  in  marketable  securities, 
and  these  funds  were  augmented  by  substantial  bank  loans.  On  May 
31,  1930,  1  year  after  the  corporation  had  commenced  operations, 
its  bank  loans  totaled  $775,000.  On  May  31,  1931,  there  were  still  out- 
standing bank  loans  in  the  sum  of  $375,000,s«^  and  at  March  31,  1932, 
the  bank  loans  incurred  by  the  company  totaled  about  $208,000.^*^^ 
In  other  words,  in  addition  to  the  leverage  afforded  to  the  sponsors' 
Class  B  stock  by  the  funds  contributed  to  the  company  by  the  Class 
A  stockholders,*  the  sponsors  also  derived  the  additional  leverage  of 
bank  borrowings. 

However,  the  investments  made  by  the  sponsors  in  domestic  securi- 
ties resulted  in  substantial  losses  to  the  investment  company.  As  at 
March  21,  1932,  the  company's  assets  other  than  its  Colombian  prop- 
erties had  a  gross  market  value  of  approximately  $610,000  and  a  net 
market  value  of  approximately  $400,000  after  deducting  the  $208,000 
owed  to  banks  by  the  company. ^^^ 

By  March  1932,  the  net  worth  of  North  and  South  American  Cor- 
poration was  approximately  $972,000  on  the  basis  of  the  market  value 
of  its  domestic  securities  (after  deducting  bank  loans)  and  its  man- 
agement's appraisal  of  $572,000  as  the  value  of  the  Colombian  prop- 
erties. In  other  words,  by  March  1932,  the  net  capital  fund  of 
$8,547,950  which  the  investment  company  had  derived  from  the  sale 


=M  Id.,  at  26573. 

""'These  companies  were  Cia  Constructora  Colombiana  and  Industries  San  Fernando 
(id..  Commission's  Exhibit  No.  X3799  [p.  6] ). 

58=  Id.,  at  26574  and  Commision's  Exhibit  No.  X3792. 

5""  Id.,  Commission's  Exhibit  No.  X3796.  A  reserve  of  $3,250,000  had,  by  March  1932, 
been  set  up  against  the  investment  of  $3,822,031  in  the  Colombian  properties   (ibid.). 

^"^  Id.,  Commission's  Exhibits  Nos.  X3799  and  X3780.  These  loans  were  collateralized 
by  portfolio  securities  which  had  cost  the  company  approximately  $2,200,000   (ibid.). 

^"^  Stenographer's  minutes,  Benedict  v.  Seagrave.  Supreme  Court  of  the  State  of  New 
Yorlv,  New  York  County,  Special  Term,  Part  III,  Countv  Cleric's  Index  No.  45607  (1933), 
at  586. 

58"  Id.,  at  585-6. 
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of  its  securities  had  depreciated  in  value  by  more  than  $7,500,000. 
As  Louis  H.  Seagrave,  the  president  of  United  Founders  Corpora- 
tion, testified,  North  and  South  American  Corporation  "did  not  fare 
very  well  during  the  depression  years  and  eventually  it  shrank  to  a 
rather  small  company."  ^^° 

Since  the  net  assets  of  $972,000  of  North  and  South  American  Cor- 
poration, as  at  March  1932,  were  substantially  less  than  the  liquidat- 
ing preference  of  $5,314,250  against  the  corporation's  assets  possessed 
by  the  outstanding  183,250  shares  of  the  company's  Class  A  stock,  the 
sponsors'  holdings  of  the  Class  B  stock,  by  March  1932,  had  no  asset 
value.  The  Class  A  stock  would  have  been  entitled  to  all  of  the 
corporation's  assets  if  it  had  then  been  dissolved  and  the  Class  A 
stockholders  would  have  received  approximately  $5.30  a  share.  Thus, 
the  Class  A  stockholder  who  in  1929  had  purchased  his  stock  at  a 
cost  of  $36  a  share  and  had  retained  his  holdings  through  March 
1932,  had,  under  the  management  of  United  Founders  Corporation 
group  of  investment  companies,  A.  G.  Becker  &  Co.,  Inc.,  and  Baker, 
Kellogg  &  Co.,  Inc.,  suffered  a  loss  of  approximately  $31  a  share  on 
his  investment.^''^ 

Meanwhile,  the  United  Founders  Corporation  group  of  investment 
companies  had  increased  its  holdings  of  the  Class  B  stock  of  North 
and  South  American  Corporation  to  the  point  of  majority  voting  con- 
trol by  the  purchase  in  December  1930,  of  the  holdings  of  Baker, 
Kellogg  &  Co.,  Inc.^^-  By  March  1932,  the  United  Founders  Cor- 
poration group  had  accumulated  637,011  shares,  or  64%  of  the  Class  B 
stock,  and  42,713  shares  or  227c  of  the  Class  A  stock,  of  North  and 
South  American  Corporation."^ 

Early  in  January  1932,  Frederic  P.  Kobert,  an  employee  of  the 
New  York  brokerage  firm  of  E.  A.  Pierce  &  Company,  who  was  act- 
ing in  the  capacity  of  a  broker  for  the  purchase  and  sale  of  invest- 
ment companies,"^  approached  George  E,  Devendorf,  a  vice  president 
and  director  of  American  Founders  Corporation,^^^  to  ascertain 
whether  or  not  that  company  was  willing  to  dispose  of  control  of 


""  Op.  cit.  supra,  note  553,  at  26570. 

='^  Based  on  the  market  value  of  $1.25  a  share  of  the  Class  A  stock  in  March  1932,  the 
Class  A  stockholder  who  had  paid  $86  a  share  for  his  stock  in  1929  had  suffered  a  loss  of 
almost  $35  a  share  on  his  investment. 

'"-  Baker.  Kellogg  &  Co.,  Inc.,  sold  to  American  Founders  Corporation  314.916  shares  of 
the  Class  B  stock  of  North  and  South  American  Corporation  for  $267,639.50  (op.  cit. 
supra,  note  553.  Commission's  Exhibit  No.  3797). 

^3  Id.,  Commission's  Exhibits  Nos.  X3801  and  X3797.  The  total  cost  to  the  United 
Founders  Corporation  group  of  investment  companies  of  the  securities  of  North  and  South 
American  Corporation  was  approximately  $1,558,000  (id..  Commission's  Exhibit  No.  X3797). 
However,  in  March  1932,  the  securities  of  North  and  South  American  Corporation  held  by 
the  United  Founders  Corporation  group,  had  an  asset  value  of  approximately  $213,565  and 
a  market  value  of  approximately  $63,000,  so  that  the  United  Founders  Corporation  group 
at  this  point  had  sustained  an  unrealized  loss  of  substantially  their  entire  investment  in 
North  and  South  American  Corporation. 

s'^  Mr.  Robert  informed  Mr.  Devendorf  that  he  "was  head  of  a  section  of  the  business  of 
B.  A.  Pierce,  who  were  going  to  deal  in  buying  and  selling  large  blocks  and  control,  if 
possible,  of  investment  companies  and  he  came  over  to  see  me  to  see  whether  or  not  there 
were  any  companies  willing  to  sell  or  whether  or  not  we  were  buying  blocks  or  control 
of  other  companies  ;  he  was  trying  merely  to  establish  a  relationship  so  that  he  could 
intervene  as  a  broker  in  the  purchase  or  sale  of  large  blocks  of  stock  of  investment  com- 
panies which  we  might  be  interested  in  one  side  or  the  other"  (op.  cit.  supra,  note  568,  at 
684). 

°^=Id.,  at  570. 
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some  of  its  investment  company  subsidiaries.  Mr.  Devendorf  in- 
formed Mr.  Kobert  that  the  United  Founders  Corporation  group 
would  be  willing  to  dispose  of  control  of  North  and  South  American 
Corporation. 

Mr.  Kobert,  in  his  negotiations  with  Mr.  Devendorf,  was  then 
representing  Frank  Cohen,  a  vice  president,  general  manager,  and  a 
director  of  Lloyds  Casualty  Company  of  New  York,  and  a  vice  presi- 
dent of  Detroit  Fidelity  and  Surety  Company."''  Both  of  these 
casualty  insurance  companies  by  1932  had  suffered  large  losses."^ 

Mr.  Cohen  had  evolved  a  plan  to  consolidate  these  companies  with 
the  Constitution  Indemnity  Company  of  Philadelphia,  and  other 
companies,"^  to  form  a  new  company  to  be  known  as  Lloyds  Insur- 
ance Company  of  America.^^^  In  addition  to  this  plan  for  the  con- 
solidation of  casualty  insurance  companies,  Mr,  Cohen  also  contem- 
plated the  acquisition  of  control  of  and  the  eventual  merger  of  several 
of  the  lesser  known  capital  stock  type  life  insurance  companies.^^°  _ 

To  facilitate  this  plan,  however,  it  would  be  necessary  to  acquire 
controlling  or  large  blocks  of  the  stocks  of  the  various  insurance  com- 
panies involved.  But  Mr.  Cohen  did  not  have  substantial  personal 
funds.  Accordingly,  as  another  aspect  of  his  plan,  he  intended  to 
acquire  control  of  several  investment  companies  and  to  use  their 
assets  to  acquire  control  of  insurance  companies.^^^  Mr.  Cohen  also 
intended  to  use  the  assets  of  the  investment  companies  themselves  to 
pay  for  his  control.  This  last  facet  of  his  plan  involved  the  creation 
of  a  holding  company  which  w^ould  sell  its  securities  to  the  investment 


=•"  Id.,  at  700  ;  Moody's  Manual  of  Investments,  Banks,  etc.,  1932,  p.  2386. 

s"  In  1929  Lloyds  Casualty  Company  of  New  York  had  a  total  capital  and  surplus  of 
$4,644,000  (op.  cit.  supra,  note  568,  at  1202).  However,  in  1929  it  had  suffered  losses  on 
both  insurance  underwritings  and  investments,  of  $812,353.  In  1930  its  losses  on  under- 
writing and  investments  were  $1,343,493.  In  1931  such  losses  totaled  $1,504,688,  and  in 
1932  its  losses  totaled  $2,762,034  (id.,  at  1202-4).  By  the  end  of  1932  the  total  losses 
of  the  company  had  exceeded  the  company's  capital  and  paid  in  surplus  (id.,  at  1207).  The 
ratio  of  losses  suffered  in  underwritings  to  total  earned  premiums  of  Lloyds  Casualty 
Company  in  1932  was  78.7%.  Similarly,  the  underwriting  losses  and  losses  on  investments 
of  the  Detroit  Fidelity  and  Surety  Company  for  1929  were  $550,000.  In  1930  such  losses 
were  $200,323,  and  in  1931  such  losses  totaled  $458,567  (id.,  at  1208).  The  ratio  of 
losses  on  underwritings  to  total  earned  premiums  of  Detroit  Fidelity  and  Surety  Company 
for  1929  was  82.8%  and  for  1930,  79.3%  (id.,  at  1209).  Mr.  Cohen,  however,  testified 
(id.,  at  1207-8)  : 

Q.  And,  of  course,  you  know,  don't  you.  that  some  of  these  companies  in  making 
up  their  statements  adopted  as  far  as  possible  where  it  could  be  done,  not  to  show 
so  much  loss,  and  through  adjustment  of  values  and  other  methods  to  hold  down 
these  tremendous  losses? 

A.  I  would  say  yes. 

^''^  One  such  company  was  the  Penn  General  Casualty  Company.  See  the  discussion  of 
the  acquisition  by  Insurance  Equities  Corporation  of  Insuranshares  Corporation  of  Dela- 
ware, infra,  pp.  1193-1225. 

=^"  Op.  cit.  sup'  a,  note  568,  at  1124. 

"''"The  companies  which  Mr.  Cohen  had  under  consideration  included  Jefferson  Standard 
Life  Insurance  Company  of  North  Carolina,  Occidental  Life  Insurance  Company  of  North 
Carolina,  Shenandoah  Life  Insurance  Company  of  Virginia,  Philadelphia  Life  Insurance 
Company,  and  Kentucky  Home  Life  Insurance  Company,  all  of  which  he  planned  to  merge 
with  Jefferson  Standard  Life  Insurance  Company  (id.,  at  1124-5  and  1150).  Subsequently, 
the  assets  of  Insuranshares  Corporation  of  Delaware,  control  of  which  was  acquired  by  Mr. 
Cohen's  company.  Insurance  Equities  Corporation,  in  May  1932,  were  used  to  further 
Mr.  Cohen's  plan.     See  infra,  pp.  1193-1225. 

=>a  Op.  cit.  supra,  note  568,  at  1609.  Mr.  Cohen  testified  :  "The  only  interest  I  had  in 
these  investment  trusts  was  to  be  able  to  carry  through  a  program  on  these  insurance  com- 
panies"   (id.,  at  1254). 
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companies  acquired  and  would  use  the  proceeds  of  such  sales  to  pay 
for  the  controlling  block  of  stocks  of  the  investment  companies.^^^ 

In  this  venture  Mr.  Cohen  had  the  assistance  of  S.  Stanwood  Men- 
ken, of  the  New  York  law  firm  of  Menken,  Ferguson  and  Hill,  and 
Carl  Sherman,  a  former  Attorney  General  of  the  State  of  New  York, 
and  then  a  member  of  the  law  firm  of  Sherman  and  Goldring.  The 
law  firms  of  both  Mr.  Menken  and  Mr.  Sherman  became  counsel  for 
Insurance  Equities  Corporation,  the  holding  company  formed  by 
Mr.  Cohen  as  part  of  his  plan.  The  firm  of  Menken,  Ferguson  and 
Hill  was  paid  $65,000  as  counsel  fees  by  Insurance  Equities  Corpora- 
tion for  two-thirds  of  the  year  1932,  and  Messrs.  Sherman  and  Gold- 
ring  were  employed  by  Insurance  Equities  Corporation  at  an  annual 
retainer  of  $25,000.^^^  As  will  be  seen  later,  the  sums  paid  to  these 
attorneys  by  Insurance  Equities  Corporation  were  derived  by  Insur- 
ance Equities  Corporation  from  the  assets  of  North  and  South  Ameri- 
can Corporation  and  of  Insuranshares  Corporation  of  Delaware,  con- 
trol of  which  had  been  acquired  from  the  United  Founders  Corpora- 
tion group. 

On  April  11,  1932,  Julius  H.  Barnes,  then  the  chairman  of  the 
Chamber  of  Commerce  of  the  United  States,^^*  at  the  suggestion  of 
Mr.  Menken,  agreed  to  become  associated  with  the  various  companies 
controlled  or  to  come  under  the  control  of  Mr.  Cohen,  at  an  annual 
salary  of  $50,000  a  year  for  five  years.  Mr.  Barnes  actually  received 
$29,456  in  salaries  from  the  various  investment  and  insurance  com- 
panies ^^^  which  came  under  Mr.  Cohen's  control  and  in  addition 
borrowed  $57,125  from  Insurance  Equities  Corporation.^®*'  Mr. 
Barnes  took  no  part  in  the  acquisition  by  Insurance  Equities  Corpo- 
ration of  control  of  North  and  South  American  Corporation.  He 
first  got  into  "active  service"  ^^"  with  the  group  on  May  3,  1932,  when 
Insurance  Equities  Corporation  acquired  control  of  Insuranshares 
Corporation  of  Delaware.  Mr.  Barnes  testified  as  to  the  reasons  ad- 
vanced by  Mr.  Menken  for  desiring  his  connection  with  the  Cohen 
group,  that :  ^^^ 

"He  [Menken]  found  that  many  of  the  controlling  owners  of  these 
[investment]  trusts  were  also  the  original  sponsors  and  concerned  as 
to  their  management  after  they  parted  with  control  and  stated  that 
it  would  facilitate  the  program  if  I  would  associate  myself  with  that 
group,  and  in  the  event  of  purchases  of  these  investment  companies, 
take  over  the  head  executive  position." 


B82ld.,  at  1224-5,  1250,  and  1258-60.     Mr.  Cohen  testified   (id.,  at  1224-5)  : 

A.  Insurance  Equities  Corporation  expected  to  sell  its  preferred  stoclc  and  pay  for 
it   [control  of  investment  companies.] 

Q.  And  it  expected  to  sell  its  preferred  stoclj  to  North  and  South  American  Cor- 
poration? 

A.  And  to  others. 

^88  Id.,  at  1135.  other  memh:^rs  of  the  Cohen  group  included  .lulius  H.  Barnes  (.see  infra), 
Franklin  Berwin,  Percy  Biglin,  and  Dale  Parker  (of  Brown  Brothers,  Harriman  &  Company), 
who  gave  financial  advice  to  the  group  (id.,  at  1620,  1673-4). 

Bwid.,  at  1610. 

^8=  Mr.  Barnes  received  as  a  salary,  $10,595.70  from  Insuranshares  Corporation  of 
Delaware  and  Insuranshares  &  General  Management  Company,  from  May  3,  1932,  to 
August  1933,  and  in  addition  received  $4,986  from  Lloyds  Insurance  Company  of  America, 
and  $13,875  from  Insurance  Equities  Corporation    (id.,  at  1618). 

5S8Id.,  at  1619.     This  loan  had  been  unpaid  on  the  date  of  Mr.  Barnes'  testimony  (ibid.). 

i^w  Id.,  at  1613-4. 

6S8  Id.,  at  1610. 
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Early  in  March  1932,  prior  to  the  time  that  Mr.  Barnes  became  asso- 
ciated with  the  group,  Mr.  Cohen  instructed  his  attorney,  S.  Stan- 
wood  Menken,  to  form  the  holding  company  required  for  the  fulfill- 
ment of  his  plans.^^^  On  March  9,  1932,  Mr.  Menken  caused  Insur- 
ance Equities  Corporation  to  be  formed  in  Delaware  with  an  author- 
ized capitalization  of  50,000  shares  of  $100  par  value  preferred  stock 
and  600,000  shares  of  no  par  value  common  stock.^^"  Prior  to  the 
purchase  by  Insurance  Equities  Corporation  of  North  and  South 
American  Corporation,  Insurance  Equities  Corporation  had  a  dummy 
board  of  directors,^^^  no  assets,  and  has  issuecl  no  stock.°^-  In  fact, 
no  stock  certificates  had  even  been  printed.^^^ 

Meanwhile,  from  February  1929  Mr.  Robert  and  Mr.  Menken  had 
been  negotiating  with  George  E.  Devendorf,  as  the  vice  president  of 
American  Founders  Corporation,  for  the  purchase  from  the  United 
Founders  Corporation  group  of  investment  companies  of  control  of 
North  and  South  American  Corporation.  In  the  course  of  these  nego- 
tiations, Mr.  Menken  stated  to  Mr.  Devendorf  the  plan  of  his  client, 
Mr.  Cohen,  to  acquire  control  of  and  to  merge  insurance  companies, 
and  also  stated  that  the  group  which  he  represented  had  over  $5,000,- 
000  of  resources.^^*  Mr.  Devendorf  made  some  investigation  of  the 
background  of  Mr.  Cohen  and  Mr.  Menken  and  had  ascertained  that 
Mr.  Cohen  was  a  vice  president  of  Lloyds  Casualty  Company  of 
New  York  and  that  Mr.  Menken  was  a  "prominent  attorney."  ^^^ 

However,  although  Mr.  Devendorf  ascertained  that  the  actual  pur- 
chaser of  the  control  of  North  and  South  American  Corporation  was 
to  be  Insurance  Equities  Corporation,  he  made  no  attempt  to  investi- 
gate the  financial  responsibility  of  that  corporation."^^^  As  has  been 
stated.  Insurance  Equities  Corporation  was  then  a  mere  shell  having 
no  assets. 

In  the  course  of  the  negotiations  the  United  Founders  Corporation 
group  permitted  representatives  of  Mr.  Cohen  to  make  an  audit  of 
the  books  and  records  of  North  and  South  American  Corporation.^''^ 
The  interest  of  the  Cohen  group  centered  in  the  liquid  domestic  secu- 
rities held  by  the  North  and  South  American  Corporation.  They 
did  not  desire  the  Colombian  properties.  As  a  consequence,  the 
parties  agreed  that  the  Colombian  properties  of  North  and  South 
American  Corporation  would  be  transferred  to  a  new  company  which 
would  issue  its  preferred  stock  pro  rata  to  the  Class  A  stockholders 


SM  Id.,  at  1219. 

5W  Ibid.,  and  Moody's  Manual  of  Investments,  Banks,  etc.,  1934.  p.  2698. 

5«i  Maurice  D.  Adams,  a  director  and  the  president  of  Insurance  Equities  Corporation, 
testified  that  none  of  the  directors  of  that  company  had  anything  to  do  with  transactions 
between  Insurance  Equities  Corporation  and  others,  and  that  they  merely  read  and  signed 
minutes  of  directors"  meetings  prepared  by  S.  Stanwood  Menlcen  (op.  cit.  supra,  note  568, 
at  498). 

=»2  Id.,  at  501,  513-5. 

6«Id.,  at  495-7. 

Bwid.,  at  699,  724.  Mr.  Menken  also  informed  Mr.  Devendorf  that  he  was  satisfied 
with  his  clients  and  "enthusiastic"  about  them  and  their  plans  (id.,  at  700). 

s»=5  Id.,  at  700.  Mr.  Devendorf  testified  that  he  received  "Bishop's"  Roports  on  Mr.  Cohen 
and  Mr.  Menken    (id.,  at  703). 

"^  Id.,  at  619.  Mr.  Devendorf  testified  that  he  felt  no  report  on  Insurance  Equities  Cor- 
poration was  necessary  because  control  of  North  and  South  American  Corporation  was  to 
be    sold    not    on    any    installment    plan    but    as    a    single    "cash    transaction"    (ibid.). 

='"  Id.,  at  694. 
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of  North  and  South  American  Corporation,  inchiding  the  United 
Founders  Corporation  group  of  companies.^°^ 

The  negotiations  then  continued  for  the  purchase  of  control  of 
North  and  South  American  Corporation  as  reconstituted  after  the 
elimination  of  the  "Colombian  properties."  The  reconstituted  com- 
pany held  only  cash  and  marketable  securities  having  a  total  value, 
as  has  been  stated,  of  $609,000  and  a  net  value  of  approximately 
$401,000  after  deduction  of  an  outstanding  bank  loan  of  $208,000. 

On  March  19,  1932,  Insurance  Equities  Corporation  agreed  ^^^  to 
purchase  from  the  United  Founders  Corporation  group  of  invest- 
ment companies,  42,713  shares  of  the  Class  A  stock  of  North  and 
South  American  Corporation  for  $128,139  and  537,011  shares  of  the 
Class  B  stock  of  the  same  company  for  $125,000.  The  total  con- 
sideration to  be  paid  to  the  United  Founders  Corporation  group  for 
their  holdings  of  the  stock  of  North  and  South  American  Corpora- 
tion was,  therefore,  $253,139 — a  sum  in  excess  of  half  of  the  net 
worth  of  North  and  South  American  Corporation  after  the  elimina- 
tion of  the  Colombian  properties  from  its  portfolio.  Moreover,  the 
Class  B  stock  had  no  asset  value,  and  the  Class  A  stock  had  an  asset 
value  of  $2.18  a  share  ""^  or  a  total  asset  value  for  the  42,713  shares 
of  approximately  $93,000.^°^  Insurance  Equities  Corporation,  there- 
fore, had  contracted  to  pay  $160,000  in  excess  of  the  actual  asset 
value  of  the  stock  it  was  purchasing.  The  United  Founders  Corpo- 
ration group  of  companies  also  agreed  to  deliver  all  of  the  offices 
and  six  of  the  ten  directorships  of  North  and  South  American  Cor- 
poration to  Insurance  Equities  Corporation  and  "to  cause  North  and 
South  American  Corporation  to  produce  at  the  closing  such  secu- 
rities as  it  has  in  its  so-called  American  portfolio  excluding  such  as 
are  pledged  as  collateral  for  bank  loans."  Mr.  Devendorf  testifieid 
that  he  assumed  that  Insurance  Equities  Corporation  desired  this 


^s  Id.,  at  577-8 ;  and  op.  cit.  supra,  note  553,  Commission's  Exhibit  No.  X3801.  In 
August  1932  the  new  company.  Colombian  Holding  Corporation  (Moody's  Manual  of  In- 
vestments. Banks,  etc.,  1933,  p.  2511)  was  formed  and  issued  its  preference  stock  share  for 
share  to  the  Class  A  stockholders  of  North  and  South  American  Corporation.  The  United 
Founders  Corporation  group  of  companies  obtained  42,713  shares  of  the  preferred  stock  of 
Colombian  Holding  Corporation  which  were  sold  in  October  1933  for  proceeds  of  approxi- 
mately $15,000  (op.  cit.  supra,  note  553,  Commission's  Exhibit  No.  X3803).  The  common 
stock  of  the  Colombian  Holding  Corporation  apparently  was  issued  to  North  and  South 
American  Corporation.  However,  the  preferred  stockholders  of  the  new  company  were  to 
be  paid  a  total  of  $7  a  share  or  an  aggregate  of  $1,382,750  out  of  the  assets  of  the  com- 
pany before  any  sum  would  accrue  to  the  common  stock.  Since  the  sum  to  be  paid  to  the 
preferred  stockholders  of  Colombian  Holding  Corporation  exceeded  the  then  estimated 
value  of  approximately  $572,000  for  the  "Colombian  properties,"  the  common  stock  of  the 
new  company  was  of  doubtful  value.  Furthermore,  it  was  provided  that  no  indebtedness 
was  to  be  created  by  the  new  company  except  with  the  consent  of  the  holders  of  80%  of 
its  outstanding  preferred  stock,  and  the  preferred  stock  was  to  have  a  sinking  fund  into 
which  all  sums  realized  from  the  sale  of  the  assets  of  the  new  company  were  to  be  paid 
until  $7  a  share  had  been  paid  on  the  preferred  stock  (id..  Commission's  Exhibit  No. 
X3801).  In  other  words,  the  preferred  stockholders  of  the  new  company  were  substan- 
tially protected  against  any  attempt  by  Insurance  Equities  Corporation  to  invest  its  funds 
for  its  own  purposes. 

^"oQp.  cit.  supra,  note  553,  Commission's  Exhibit  No.  X38G1. 

•"^The  net  assets  of  North  and  South  American  Corporation,  after  elimination  of  the 
Colombian  properties,  was  approximately  $-100,000,  and  there  were  outstanding  183,250 
shares  of  Class  A  stock  entitled  on  dissolution  of  the  company  to  receive  $29  a  share. 

«"i  The  market  value  of  the  two  blocks  of  stock  did  not  exceed  $63,000.  The  Class  B 
stock  had  no  market,  and  the  Class  A  stock  had  a  quoted  market  value,  in  March  1932,  of 
$1.25  a  share. 


1188  SECURITIES    AND    EXCHANGE    COMMISSION 

provision  in  the  contract  in  order  to  enable  its  representatives  to 
check  over  the  portfolio  of  North  and  South  American  Corpora- 
tion.''*'^ However,  the  United  Founders  Corporation  group  had  pre- 
viously permitted  the  representatives  of  Insurance  Equities  Corpo- 
ration to  make  an  audit  of  North  and  South  American  Corporation. 
Presumably,  therefore,  the  representatives  of  the  Cohen  group  had 
verified  the  existence  of  the  portfolio  of  North  and  South  American 
Corporation.  The  actual  purpose  of  Insurance  Equities  Corporation 
in  requiring  this  provision  in  the  contract  will  be  described  later. 

During  the  course  of  the  negotiations  between  Mr.  Devendorf  and 
Mr.  Menken,  Mr.  Devendorf  had  informed  Mr.  Menken  that,  under 
the  provisions  of  the  agi-eement  of  July  8,  1929,  between  American 
Founders  Corporation,  Baker,  Kellogg  &  Co.,  Inc.,  and  Domestic  & 
Foreign  Investors  Corporation,  which  was  "more  or  less"  A.  G. 
Becker  &  Co.,  Inc.,  the  United  Founders  Corporation  group  would  be 
required  to  offer  their  Class  B  stock  in  North  and  South  American 
Corporation  to  Domestic  &  Foreign  Investors  Corporation  for  a 
period  of  30  days.^°^ 

Immediately  after  being  informed  of  this  fact,  Mr.  Menken  and  Mr. 
Cohen  entered  into  negotiations  to  purchase  the  321,766  shares  of 
Class  B  stock  of  North  and  South  American  Corporation  held  by 
Domestic  &  Foreign  Investors  Corporation,  for  $71,850.*°*  Mr.  Deven- 
dorf was  informed  of  this  fact  by  Mr.  Cohen  and  Mr.  Menken,^"^  so 
that  prior  to  the  closing  of  the  contract  of  the  United  Founders  Cor- 
poration group  to  deliver  control  of  North  and  South  American  Cor- 
poration to  Insurance  Equities  Corporation,  Mr.  Devendorf  was 
aware  of  the  fact  that  Insurance  Equities  Corporation  had  agreed  to 
pay  $324,989  to  acquire  only  a  22%  ownership  interest  in  an  invest- 
ment company  possessing  net  assets  of  $400,000.  Louis  H.  Seagrave, 
the  president  of  American  Founders  Corporation,  when  questioned 
on  this  point,  testified :  ^^^ 

Q.  The  total  price  that  was  being  paid  for  these  securities  by  Insurance  Equi- 
ties was  $324,000  to  have  control  of  and  a  22%  interest  in  the  preferred  stock  of 
the  company,  that  did  not  impress  you  as  being  at  all  out  of  proportion  to  the 
assets  which  were  being  acquired? 

A.  I  thought  it  was  a  fair  contract. 

On  March  21,  1932,  the  closing  of  the  contract  between  the  United 
Founders  Corporation  group  of  investment  companies  and  Insurance 
Equities  Corporation  took  place.''°^  Before  the  actual  closing,  how- 
ever, Mr.  Menken  informed  Murray  Taylor,  counsel  for  the  United 
Founders  Corporation  group  of  companies,  that,  because  Insurance 
Equities  Corporation  had  unexpecte,dly  been  required  to  purchase  the 
Class  B  stock  of  North  and  South  American  Corporation  held  by 
Domestic  &  Foreign  Investors  Corporation,  Insurance  Equities  Cor- 
j)oration  lacked  $20,000  of  the  funds  necessary  to  pay  its  total  obliga- 
tions at  the  closing.  Mr.  Menken  suggested  that  American  Founders 
Corporation  loan  Insurance  Equities  Corporation  $20,000  in  order  not 


<»2  0p.   cit.  supra,  note  568,  at  705. 

««3Id.,  at  696-7. 

•»*Icl.,  at  697. 

«>=  Ibid. 

wild.,  at  14.''.7. 

«<"Id.,   at   704. 
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to  delay  the  closing.*'°®  American  Founders  Corporation  thereupon 
loaned  Insurance  Equities  Corporation  $20,000,*^^'^  which  was  paid 
over  by  Insurance  Equities  Corporation  at  the  closing  to  Domestic  & 
Foreign  Investors  Corporation  in  part  payment  for  that  corpora- 
tion's holdings  of  the  Class  B  stock  of  North  and  South  American 
Corporation.  Notwithstanding  the  fact  that  Mr.  Devendorf  had  been 
informed  by  Mr.  Menken  that  his  clients  had  possessed  resources  of 
over  $5,000,000,  Mr.  Devendorf  found  nothing  suspicious  in  the 
request  of  Insurance  Equities  Corporation  for  a  loan  of  $20,000.*^^° 

On  the  morning  of  March  21,  1932,  the  date  of  the  closing  of  the 
contract  for  the  sale  of  control  of  North  and  South  American  Cor- 
poration, all  of  the  representatives  of  the  United  Founders  Corpora- 
tion group  and  of  A.  G.  Becker  &  Co.,  Inc.,  resigned  as  officers  and 
directors  of  North  and  South  American  Corporation  and  were 
replaced  by  representatives  of  the  Cohen  group."^^  At  this  point, 
however,  the  United  Founders  Corporation  group  of  investment  com- 
panies had  received  no  payment  for  their  stock  in  North  and  South 
American  Corporation.''^- 

After  control  of  North  and  South  American  Corporation  was  thus 
turned  over  to  the  Cohen  group  before  they  had  made  any  payment 
for  such  control,  the  representatives  of  the  United  Founders  Corpora- 
tion group  of  investment  companies  and  of  A.  G.  Becker  &  Co.,  Inc., 
retired  from  the  meeting.  The  new  directors  thereupon  passed  a 
resolution  authorizing  North  and  South  American  Corporation  to 
borrow  $508,000  from  the  Bank  of  Manhattan  Trust  Company  and 
to  deliver  the  entire  portfolio  *^^^  of  North  and  South  American  Cor- 
poration to  the  representative  of  the  bank  who  was  present  at  the 
meeting.  The  bank's  representative  delivered  its  check  for  $508,000 
and  received  the  portfolio  securities.  The  bank  was  authorized  to 
sell  the  securities,  deduct  the  amount  of  its  loan  from  the  proceeds  of 
their  sale,  and  to  remit  the  balance  of  such  proceeds  to  North  and 
South  American  Corporation.*^^-^  The  bank  subsequently  disposed  of 
the  portfolio  of  North  and  South  American  Corporation  for  proceeds 
of  approximately  $609,000,  deducted  its  $508,000  loan,  and  remitted 
$101,000  to  North  and  South  American  Corporation. 


"OS  Id.,    at    1544. 

609  The  check  for  the  $20,000  loan  was  signed  by  Mr.  Devendorf  (id..  Commission's  Ex- 
hibit No.  81). 

810  Id.,  at  795. 

*"  The  new  directors  included  Franklin  Berwin,  E.  D.  Belknap,  Esmond  P.  O'Brien, 
Lewis  H.  Pounds,  and  Victor  Sincere  (Moody's  Manual  of  Investments,  Banks,  etc.,  1933. 
p.  2511). 

8^  Op.  cit.  supra,  note  568,  at  1569.  Mr.  Devendorf,  who  was  the  president  and  a  director 
of  North  and  South  American  Corporation,  testified  (id.,  at  609)  : 

Q.  When   vou  came  to  the  meeting  on  March  21,  1932.  you  didn't  ask  to  see  the 
certified  check  of  Insurance  Equities  before  you  resigned,  did  you? 
A.  I  did  not.     I  had  nothing  to  do  with  receiving  the  payment. 

813  The  portfolio  of  North  and  South  American  Corporation  was  physically  present  at 
the  closing  in  accordance  with  the  terms  of  the  contract  for  the  purchase  of  control  of  North 
and  South  American  Corporation  by  Insurance  Equities  Coi-poration. 

•  8"  Mr.  Cohen  testified  that  Mr.  Menken  had  made  this  arrangement  with  the  Bank  of 
Manhattan  Trust  Company  prior  to  the  closing  of  the  contract  for  the  purchase  by  Insur- 
ance Equities  Corporation  of  control  of  North  and  South  American  Corporation  (op.  cit. 
supra,  note  568,  at  1229).  Mr.  Cohen  further  testified  that  all  loans  made  by  Insurance 
Equities  Corporation  from  banks  were  arranged  through  Mr.  Menken  because  he  "knew 
most  of  the  banking  people  which  I  didn't"  and  "he  would  talk  to  them  in  advance  and 
make  arrangements  in  advance,  and  I  would  come  in  toward  the  end"    (id.,  at  1360-1). 
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In  Slim,  virtually  the  entire  portfolio  of  North  and  South  American 
Corporation  was  almost  immediately  liquidated  by  Insurance  Equities 
Corporation  for  proceeds  of  $609,000.  Of  this  sum,  $208,000  was 
used  to  repay  an  existing  indebtedness  of  North  and  South  American 
Corporation  to  the  Central  Hanover  Bank  &  Trust  Company.'^^^  The 
bulk  of  the  remaining  $401,000  of  assets  of  North  and  South  Amer- 
ican Corporation  was  in  effect  transferred  to  Insurance  Equities 
Corporation  in  order  to  enable  it  to  derive  the  funds  to  pay  the 
United  Founders  Corporation  group  of  investment  companies  and 
Domestic  &  Foreign  Investors  Corporation  for  control  of  North  and 
South  American  Corporation. 

On  March  21,  1932,  directly  after  the  receipt  of  the  $508,000  from 
the  Bank  of  Manhattan  Trust  Company,  the  Cohen  group-controlled 
board  of  directors  of  North  and  South  American  Corporation  passed 
a  resolution  to  have  North  and  South  American  Corporation  expend 
$350,350  in  the  purchase  of  3,500  shares  of  the  common  stock  and 
3,500  shares  of  the  preferred  stock  of  Insurance  Equities  Corpora- 
tion.'''^ Insurance  Equities  Corporation,  in  this  manner,  for  the  first 
time  came  into  possession  of  some  assets.  Late  in  the  afternoon  of 
March  21,  1932,  the  date  of  the  closing  of  the  purchase  agreement, 
Insurance  Equities  Corporation  delivered  its  certified  checks  for 
$253,139  and  $51,850,  respectively,  to  the  United  Founders  Corpora- 
tion group  of  investment  companies  and  to  Domestic  &  Foreign  In- 
vestors Corporation  in  payment  for  the  controlling  block  of  stock  of 
North  and  South  American  Corporation.*'"  These  funds,  as  has  been 
stated,  had  been  derived  from  the  assets  of  North  and  South  Amer- 
ican Corporation,  so  that  in  effect  the  funds  of  the  company  itself 
had  been  used  by  Insurance  Equities  Corporation  to  pay  for  its 
control.  Louis  H.  Seagrave,  the  president  of  American  Founders 
Coi'poration,  although  he  denied  that  he  had  prior  knowledge  of  the 
method  by  which  Insurance  Equities  Corporation  intended  to  acquire 
the  funds  to  pay  for  the  control  of  Insurance  Equities  Corporation, 
conceded  that  Insurance  Equities  Corporation  had  used  the  assets  of 
North  and  South  American  Corporation  for  this  purpose.*'''^  It 
will  be  recalled,  however,  that  the  United  Founders  Corporation 
group  of  investment  companies  had  made  no  investigation  of  the 
financial  worth  of  Insurance  Equities  Corporation. 

As  a  result  of  the  passage  of  control  of  North  and  South  American 
Corporation,  $350,350  of  its  approximate  net  assets  of  $400,000  which 
previously  had  consisted  of  marketable  securities,  had  been  trans- 
formed into  an  investment  in  the  stock  of  Insurance  Equities  Cor- 
poration. The  stock  of  Insurance  Equities  Corporation  held  by  North 
and  South  American  Corporation  had  an  asset  value  of  approxi- 
mately $11,000."'°    Against  these  assets,  however.  Insurance  Equities 


»i5  Id.,  at  542. 

<«»  Id.,  Commission's  Exhibits  89A,  89B,  SO.  90B,  90C,  90D. 

»"Id.,  at  520-2  and  613-4.  It  will  be  recalled  that  Insurance  Equities  Corporation  had 
paid  $20,000  of  its  total  obligation  of  $71,85'0  to  Domestic  &  Foreign  Investors  Corporation 
by  means  of  a  loan  obtained  from  American  Founders  Corporation. 

oi^Op.  cit.  supra,  note  553,  a,t  26581. 

"i"  Aside  from  its  holdings  of  the  stock  of  Insurance  Equities  Corporation,  the  assets  of 
North  and  South  American  Corporation  had  a  value  of  $50,000  and  in  these  assets  Insurance 
Equities  Corporation  had  an  approximately  22%  interest  by  virtue  of  i,ts  holdings  of  42,713 
shares  of  the  Class  A  stock  of  North  and  South  American  Corporation  which  it  had  acquired 
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Corporation  owed  American  Founders  Corporation  $20,000.  More- 
over, the  $45,361  balance "-"  of  the  $350,350  which  had  been  received 
by  Insurance  Equities  Corporation  from  North  and  South  Amer- 
ican Corporation  in  payment  for  the  preferred  and  common  stock  of 
Insurance  Equities  Corporation,  was  promptly  disbursed  to  members 
of  the  Cohen  group  and  others.  On  March  24,  1932,  Insurance 
Equities  Corporation  paid  $8,425  to  the  law  firm  of  Sherman  and 
Goldring.'^-i  Frederic  P.  Eobert,  the  broker  in  the  transfer  of  con- 
trol of  North  and  South  American  Corporation  from  the  United 
Founders  Corporation  group  of  investment  companies  to  Insurance 
Equities  Corporation,  received  $10,000  from  Insurance  Equities  Cor- 
poration as  a  commission.*^-- 

Finally,  Insurance  Equities  Corporation  paid  $25,000  and  issued 
35,000  shares  of  its  common  stock  to  Frank  Cohen  in  return  for 
4,000  shares,  or  10%,  of  the  stock  of  Detroit  Fidelity  and  Surety 
Company  and  10,000  shares,  or  5%,  of  the  stock  of  Lloyds  Casualty 
Company  of  New^  York.*-^  Thus,  Mr.  Cohen,  by  the  use  of  the  funds 
of  North  and  South  American  Corporation,  had  acquired  large 
blocks  of  the  stock  of  two  insurance  companies  which  were  included 
in  this  general  plan  to  acquire  control  of  and  to  merge  casualty  and 
life  insurance  companies.  In  addition,  Mr.  Cohen  had  acquired 
control  of  Insurance  Equities  Corporation.''-* 


from  the  United  Founders  Corporation  group  of  investment  companies.  The  Class  B  stock 
of  North  and  South  American  Corpora,tion  held  by  Insurance  Equities  Corporation,  it  will  be 
recalled,  had  no  asset  value. 

"-"  Insurance  Equities  Corporation  had  obtained  $350,350  by  the  sale  of  its  stock  to  North 
and  South  American  Corporation  and  had  immediately  disbursed  $304,989  to  pay  for  control 
of  North  and  South  American  Corporation. 

621  Op.  cit.  supra,  no,te  568,  at  520-2. 

622  Id.,  at  522-5>  and  Commission's  Exhibits  Nos.  79,  SOB,  80C,  and  SOD.  The  United 
Founders  Corporation  group  of  investment  companies  also  paid  Mr.  Robert  $10,000  for  his 
services  in  connection  with  the  sale  of  control  of  North  and  South  American  Corporation  to 
Insurance  Equities  Corporation  (op.  cit.  supra,  note  553,  Commission's  Exhibit  No.  X3S02). 

"-•sOp.  cit.  supra,  note  568,  at  520-6,  1259,  and  1275-8.  Lloyds  Casualty  Company  of 
New  York  then  had  outstanding  200,000  shares  of  $5  par  value  capital  stock,  and  Detroit 
Fidelity  and  Surety  Company  had  outstanding  40,000  shares  of  capital  s,tock  (id.,  at  1,118). 
Mr.  Cohen  had  entered  into  an  agreement  with  Insurance  Equities  Corporation  which  bound 
that  corporation  to  purchase  from  him  an  aggregate  of  32,000  shares  of  the  stock  of  Detroit 
Fidelity  and  Surety  Company  and  100,000  shares  of  Lloyds  Casualty  Company.  In  all,  Mr. 
Cohen,  by  May  19,  1932,  delivered  22,315>  shares  of  the  stock  of  Lloyds  Casualty  Company 
and  4,000  shares  of  Detroit  Fidelity  and  Surety  Company  to  Insurance  Equities  Corporation 
(id.,  at  997)  for  which  he  received,  from  March  22,  1932,  to  April  13,  1933,  a  total  of 
$233,210  in  cash  and  307,648  shares  of  its  common  stock  from  Insurance  Equities  Corpora- 
tion (id.,  at  990-4).  The  market  value  of  the  stock  of  Lloyds  Casualty  Company  was  aj)- 
proximately  $2  a  share  and  that  of  Detroit  Fidelity  and  Casualty  Company  approximately 
$7  a  share,  so  that  the  total  market  value  of  the  stocks  of  these  companies  delivered  by  Mr. 
Coben  ,to  Insurance  Equities  Corporation  was  approximately  $73,000.  .  The  $233,210  which 
Mr.  Cohen  received  from  Insurance  Equities  Corporation  was  derived  by  that  corporation 
almost  entirely  from  its  various  transactions  with  North  and  South  American  Corporation 
and  Insuranshares  Corporation  of  Delaware,  control  of  which  was  acquired  by  Insurance 
Equities  Corporation  from  ,the  United  Founders  Corporation  group  of  investment  companies 
on  May  3,  1932  (id.,  at  993).  Max  Frendel,  a  certified  public  accountant  who  had  examined 
the  books  and  records  of  Insurance  Equities  Corporation,  testified  that  of  the  $233,210  paid 
by  that  corporation  to  Mr.  Cohen,  $30,000  went  into  Mr.  Cohen's  personal  bank  account  and 
the  remainder  was  used  to  pay  "debts,  I  presume  of  Cohen  and  others"  (id.,  at  995). 

621  Mr.  Cohen  testified  (id.,  at  1250)  : 

Q.  In  essence,  Mr.  Cohen,  that  was  the  arrangement,  wasn't  it,  that  all  of  the  money 
to  make  the  payment  to  the  broker,  to  the  attorneys,  for  the  payment  of  the  shares  of 
Lloyds  and  De.troit,  that  you  were  getting— the  payment  to  American  Founders  and  the 
payment  to  Domestic  «&  Foreign   Securities — was   to  come  out  of  the  subscription  by 
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As  has  been  stated,  $350,350  of  the  total  assets  of  $401,000  of 
North  and  South  American  Corporation  had  been  invested  in  the 
preferred  and  common  stock  of  Insurance  Equities  Corporation. 
All  of  the  remaining  funds  of  North  and  South  American  Corpora- 
tion were  invested,  in  May  1932,  in  the  purchase  from  United  States 
Shares  Corporation  of  contracts  to  distribute  and  manage  the  assets 
of  nine  semifixed  trusts.^-'^  By  May  31,  1933,  these  management  and 
distribution  contracts  had  been  written  down  to  one  dollar  on  the 
books  of  North  and  South  American  Corporation,"-*'  and  on  Feb- 
ruary 14,  1934,  Insurance  Equities  Corporation,  which  throughout 
its  active  existence  had  been  insolvent,*'"  was  placed  in  receiver- 
ship.*'^^ As  a  result,  the  $350,350  investment  of  North  and  South 
American  Corporation  in  the  stock  of  Insurance  Equities  Corpora- 
tion became  worthless. 

As  a  result,  therefore,  of  the  passage  of  control  of  North  and 
South  American  Corporation  to  Insurance  Equities  Corporation,  the 
Class  A  stockholders  of  North  and  South  American  Corporation  had 
suffered  a  complete  loss  of  the  remaining  value  of  their  investment 
in  the  company.  However,  the  United  Founders  Corporation  group 
of  investment  companies,  which  had  sponsored,  unsuccessfully  man- 
aged, and  controlled  North  and  South  American  Corporation,  had 
received  an  attractive  price  for  their  holdings  of  the  stock  of  North 
and  South  American  Corporation.  In  the  course  of  their  advan- 
tageous disposition  of  their  holdings  in  and  their  control  of  North 
and  South  American  Corporation,  the  United  Founders  Corporation 
group,  however,  had  taken  no  substantial  steps  to  protect  the  com- 
pany's minority  stockholders.  No  investigation  of  the  financial 
worth  of  Insurance  Equities  Corporation  had  been  attempted  by  the 


North  and  Soutti  American  for  the  preferred  and  common  stock  of  Insurance  Equities  ? 
A.  I  have  tried  to  tell  you  it  would  come  out  of  the  sale  of  preferred  stock  and  what- 
ever we  could  borrow  on  the  North  and  South  American  shares  and  on  the  Detroit  and 
Lloyd  Casualty  stock     *     *     *. 

^^^ Moody's  Manual  of  Investments,  Bunkft.  etc.,  1935.  p.  1598.  The  semifixed  trusts  whose 
sponsorship  was  acquired  by  North  and  South  American  Corporation  were  Common  Stock 
Trust  Shares,  Series  A-1 ;  United  Common  Trust  Shares,  Series  2 ;  United  Insurance  Trust 
Shares,  Series  F ;  United  Oil  Trust  Shares,  Series  H  ;  United  Fixed  Shares,  Series  Y  ;  Common 
stock  Trust  Shares,  Series  A  ;  Bank  Trust  Shares,  Series  1  and  2  ;  and  United  New  York 
Bank  Trust  Shares.  While  the  record  does  not  indicate  the  purpose  of  the  Cohen  group  i» 
acquiring  ,the  sponsorship  of  these  semifixed  trusts,  it  is  significant  that  one  of  the  plans 
later  evolved  by  the  Cohen  group  in  order  to  derive  funds  for  Insurance  Equities  Corporation 
was  to  exchange  the  stock  of  Insuranshares  Corporation  of  Delaware,  which  Insurance 
Equities  Corporation  had  acquired  from  the  United  Founders  Corporation  group  of  invest- 
ment companies,  for  certificates  of  beneficial  interest  in  fixed  trusts.  The  fixed  trust  certifi- 
cates were  then  to  be  tendered  to  the  trustee  for  conversion  into  the  marketable  securities 
held  by  the  trustee  for  the  benefit  of  the  certificate  holders.  Insurance  Equities  Corporation 
would  then  derive  cash  by  selling  the  marketable  securities  so  acquired  (op.  cit.  supra,  note 
568,  at  1405-12).  The  position  of  sponsorship  held  by  North  and  South  American  Corpora- 
tion in  the  9  semifixed  trusts  would  give  the  Cohen  group  access  to  the  lists  of  the  certificate 
holders  of  the  ,trusts,  a  desirable  advantage  of  an  exchange  offer  program  for  t'le  certificates 
of  the  trust.  In  July  1932,  Insurance  Equities  Corporation  actively  retained  Allied  General 
Corporation,  a  company  engaged  in  the  distribution  of  investment  company  securities,  to 
conduct  a  program  of  exchanging  Insuranshares  Corporation  of  Delaware  stock  for  tbe 
certificates  of  beneficial  interest  of  fixed  trusts.  However,  Allied  General  Corporation  termi- 
nated the  arrangement  shortly  after  it  was  made,  and  Insurance  Equities  Corporation  appar- 
en,tly  discontinued  the  program  (id.,  at  1639^0). 

"^a  Op.  cit.  supra,  note  553,  Commission's  Exhibit  No.  X3796. 

"2^  Op.  cit.  supra,  note  568.  at  993.  See  infra,  Insuransharef:  Coiporation  of  Delawme — 
Insurance  Equities  Corporation,  pp.  1193-1225. 

'^^^  Moody's  Manval  of  Investments,  Banks,  etc.,  1935,  p.  1597. 
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United  Founders  Corporation  group.  The  United  Founders  Cor- 
poration group  did  not  exact  any  commitment  from  Insurance  Equi- 
ties Corporation  to  continue  the  existing  investment  policy  of  North 
and  South  American  Corporation.  They  accepted  only  Mr.  Men- 
ken's oral  assurance  that  the  new  management  "expected  to  continue 
North  and  South  American  Corporation  more  or  less  the  same  way 
it  had  been  run  in  the  past."  ^-^  Finally,  in  June  1932,  when  the 
United  Founders  Corporation  group  of  investment  companies  be- 
came aware  of  the  f act  ^^^  that  North  and  South  American  Corpora- 
tion had  invested  all  of  its  funds  in  the  stock  of  Insurance  Equities 
Corporation,  the  officers  of  the  United  Founders  Corporation  group 
took  no  steps  to  compel  Insurance  Equities  Corporation  to  restore 
the  original  portfolio  of  North  and  South  American  Corporation-^^^ 

h.  Insuranshares  Corporation  of  Delaware — Insurance  Equities 
Corporation 

Almost  immediately  after  the  acquisition  of  North  and  South 
American  Corporation  by  Insurance  Equities  Corporation,  the  Cohen 
group  which,  after  April  11,  1932,  had  the  prestige  of  the  association 
with  it  of  Julius  H.  Barnes,  the  chairman  of  the  Chamber  of  Com- 
merce of  the  United  States,*^^-  began  to  negotiate  for  the  purchase 
of  control  of  Insuranshares  Corporation  of  Deljaware  from  the 
United  Founders  Corporation  group  of  investment  companies. 

Insuranshares  Corporation  of  Delaware  had  been  incorporated  in 
Delaware  on  July  31,  1928,  with  general  power  to  invest  in  securities. 


«-''  Op.  cit,  supra,  note  568,  at  601. 

^^oMr.  Devendorf  testified  that  in  June  1932  he  saw  the  May  31,  1932  report  of  North 
and  South  American  Corporation,  which  showed  its  $350,350  investment  in  the  preferred 
and  common  stocks  of  Insurance  Equities  Corporation   (id.,  at  706—7  and  776-9). 

'^^  Id.,  at  1469.  Louis  H.  Seagrave,  the  president  of  American  Founders  Corporation, 
testified  that  in  his  opinion  protection  of  minority  stockholders  against  the  possible  in- 
jurious consequences  of  a  transfer  of  the  control  of  their  funds  of  their  companies  to 
others  was  desirable  (op.  cit.  supra,  note  553.  at  26582-3)  : 

Q.  Well,  again,  Mr.  Seagrave,  what  do  you  think  of  the  desirability  of  permitting 
one  investment  trust,  or  the  officers  of  an  investment  trust  to  sell  out  to  another  trust, 
where  it  has  been  shown  over  and  over  again  that  these  things  may  happen  ?  Shouldn't 
there  he  some  protection  to  the  stockholders  of  the  investment  trust  in  that  situation? 

A.  You  are  speaking  in  general. 

Q.  I  am  speaking  in  general.  I  am  talking  about  your  point  of  view  today — I  am 
not  talking  about  what  happened  in  the  past— as  you  look  upon  it,  sitting  here  with  the 
proof  of  your  experience. 

A.  I  certainly  think  that  if  there  is  a  feasible  way  of  protecting  the  companies  and 
the  stockholders  thereof  against  that  kind  of  operation,  it  certainly  should  be  applied. 
On  the  other  hand,  it  doesn't  seem  to  me  that  the  owners  of  an  investment  company 
should  be  pi'ohibited  by  law  from  selling  their  property.  In  between  there,  I  don't 
know  what  is  possible. 

******* 

Q.   In  other  words,  there  is  no  particular  reason  why  large  funds  of  public  moneys 
shouldn't  be  protected  at  all  times,  is  there? 
A.  I  am  with  you  100  per  cent. 

"^  See  supra,  p.  1185.  Hobart  B.  Brown,  the  president  and  a  director  of  Insuvan- 
shares  Corporation  of  Delaware  prior  to  the  shift  of  its  control  to  Insurance  Equities 
Corporation  and  who  continued  as  a  director  of  the  company  after  the  passage  of  its 
control  to  the  Cohen  group,  until  December  22,  1932  (op.  cit.,  supra,  note  568,  at  61  and 
233)  testified  that  his  confidence  in  Mr.  Barnes,  who  became  chairman  of  the  board  of 
directors  of  Insuranshares  Corporation  of  Delaware  and  whom  "he  knew  by  reputation," 
led  him  to  approve  various  transactions  between  Insurance  Equities  Corporation  and 
Insuranshares  Corporation  of  Delaware  which  subsequently  resulted  in  substantial  losses 
to  Insuranshares  Corporation  of  Delaware  (id.,  at  231).  Mr.  Barnes,  however,  testified 
that  he  approved  the  same  transactions  in  reliance  on  the  advice  of  S.  Stanwood  Menken 
and  Carl  Sherman,  counsel  for  both  Insuranshares  Corporation  of  Delaware  and  Insur- 
ance Equities  Corporation   (id.,  at  1619-20). 
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The  charter  of  the  corporation,  however,  prohibited  the  investment 
of  more  than  5%  of  its  assets  in  the  securities  of  any  one  company 
with  the  exception  that  not  more  than  10%  of  its  assets  could  be 
invested  in  the  securities  of  any  one  bank  or  insurance  company. 
However,  no  limitation  was  imposed  upon  the  amount  of  the  cor- 
porate funds  which  could  be  invested  in  the  securities  of  a  corpora- 
tion "engaged  in  a  type  of  business  similar"  to  that  of  Insuranshares 
Corporation  of  Delaware.*^^ 

Insuranshares  Corporation  of  Delaware  was  organized  by  Insur- 
anshares Corporation  of  New  York  ^^"^  and  Insuranshares  and  Gen- 
eral Management  Company ,^^^  both  of  which  were  originally  con- 
trolled by  Sterling  Pile,  Edward  B.  Twombly,  Schoellkopf,  Hutton 
&  Pomeroy,  Inc.,  investment  bankers,  and  Goodwin,  Beach  &  Co.,  an 
investment  firm  specializing  in  insurance  company  securities  and 
headed  by  Edward  S.  Goodwin,  a  reputed  authority  on  such 
securities.^^*^ 

The  original  authorized  capital  of  Insuranshares  Corporation  of 
Delaware  consisted  of  a  Class  A  common  stock  and  a  Class  B  com- 
mon stock.  The  Class  A  common  stock  was  entitled  on  liquidation 
of  the  company  to  a  preference  in  assets  to  the  extent  of  $20  a  share, 
and  thereafter  the  remaining  assets  were  to  be  divided  in  the  ratio 
of  85%  to  the  Class  A  common  stockholders  and  15%  to  the  Class  B 
stockholders.  For  all  corporate  purposes  other  than  the  election  of 
directors,  the  two  classes  of  stock  had  equal  voting  rights.  How- 
ever, for  the  election  of  directors,  the  Class  A  stock  had  one  vote 
a  share  multiplied  by  the  number  of  directors  to  be  elected,  whereas, 
the  Class  B  stock  had  three  votes  a  share  multiplied  by  the  number 
of  directors  to  be  elected.®^^ 

On  March  1,  1929,  Insuranshares  Corporation  of  New  York  pur- 
chased 50,000  shares  of  Insuranshares  Corporation  of  Delaware 
Class  B  stock  at  a  price  of  10  cents  a  share.^^^  On  the  same  day,  In- 
suranshares and  General  Management  Company  agreed  to  recommend 
investments  for  the  portfolio  of  Insuranshares  Corporation  of  Dela- 
ware .^^''  As  sole  and  complete  compensation  for  its  management 
services,  Insuranshares  and  General  Management  Companj^  was  per- 
mitted to  purchase  450,000  shares  of  the  Class  B  stock  of  Insuran- 
shares Corporation  of  Delaware  at  a  price  of  10  cents  a  share.*^*"  In 
these  transactions,  Insuranshares  Corporation  of  Delaware  had 
issued  500,000  shares  of  its  Class  B  stock  for  a  total  consideration 
of  $50,000. 


^^^  Moody's  Manual  of  Investments,  Banks,  etc..  1933,  p.  2509. 

6^  This  corporation  changed  its  name  to  Allied  General  Corporation  in  1931.  See 
infra,  pp.  1349-57. 

635  rp]^,g  original  name  of  this  corporation  was  Insuranshares  Management  Company. 
The  name  used  in  the  text  was  adopted  in  May  1930  (Moody's  Manual  of  Investments, 
Banks,   etc.,   1933,   p.   2508). 

"30  Public  Examination,  Allied  General  Corporation,  at  4948,  5010;  and  op.  cit.,  supra, 
note  568,  at  154. 

«"  Public  Examination,  The  Goldman  Sachs  Trading  Corporation.  Commission's  Exhibit 
No.   1908. 

<"8  Ibid. 

"»» Ibid.  Edward  S.  Goodwin,  a  reputed  authority  on  insurance  company  securities,  was 
hrad  of  tho  research  department  of  Insuranshares  and  General  Management  Company  (op. 
cit.  supra,  note  568,  at  80-1). 

"*"  Public  Examination.  Allied  Gen-  ral  Corporation,   at  5048. 
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On  March  5,  1929,  The  Goldman  Sachs  Tradmg  Corporation  pur- 
chased 250,000  shares  of  the  Class  A  stock  of  Insuranshares  Corpo- 
ration of  Delaware  for  $5,000,000,*^-^^  and  on  March  14,  1929,  Insur- 
anshares Corporation  of  New  York  publicly  offered  at  $21%  a  share, 
500,000  shares  of  the  Class  A  stock  of  Insuranshares  Corporation  of 
Delaware.  From  the  proceeds  of  this  public  offering,  Insuranshares 
Corporation  of  New  York  retained  $937,500  as  gross  selling  commis- 
sions and  remitted  $10,000,000  to  Insuranshares  Corporation  of 
Delaware. 

Thus,  by  the  end  of  March  1929,  Insuranshares  Corporation  oi 
Delaware  had  raised  total  capital  funds  of  $15,050,000,  of  which 
$15,000,000  represented  the  consideration  for  the  issuance  of  750,000 
shares  of  its  Class  A  stock  and  $50,000  represented  the  amount  ob- 
tained from  the  sale  of  500,000  shares  of  its  Class  B  common  stock. 
The  Class  B  common  stockholders  who  had  contributed  only  $50,000 
to  the  enterprise,  nevertheless,  were  in  permanent  control  of  the 
management  and  policies  of  the  corporation.^*^ 

The  connection  of  The  Goldman  Sachs  Trading  Corporation  with 
Insuranshares  Corporation  of  Delaware  lasted  exactly  one  year.  On 
March  5,  1930,  The  Goldman  Sachs  Trading  Corporation  and  Amer- 
ican Cities  Power  &  Light  Corporation,  to  which  The  Goldman 
Sachs  Trading  Corporation  had  previously  sold  150,000  shares  of 
the  Class  A  stock  of  Insuranshares  Corporation  of  Delaware,  sold 
to  the  United  Founders  Corporation  group  of  investment  companies 
250,000  shares  of  the  Class  A  stock  of  Insuranshares  Corporation  of 
Delaware  for  $4,000,000.  At  the  same  time,  Insuranshares  and  Gen- 
eral Management  Company  sold  20,000  shares  of  its  own  stock  to  the 
United  Founders  Corporation  group  of  investment  companies  for 
$500,000. ''^^  In  sum,  the  United  Founders  Corporation  group  of  in- 
vestment companies,  at  an  aggregate  cost  of  $4,500,000,  had  ac- 
quired, in  March  1930,  250,000  shares  or  one-third  of  the  Class  A 
stock  of  Insuranshares  Corporation  of  Delaware  and  20,000  shares 


•^  Op.  cit,  supra,  note  637,  Commission's  Exhibit  No.  1908.  The  Goldman  Sachs 
Trading  Corporation  also  purchased  from  Insuranshares  Corporation  of  New  York  25,000 
shares  of  the  Class  B  stock  of  Insuranshares  Corporation  of  Delaware  at  12  cents  a  share, 
or  a  total  price  of  $3,000,  and  10,000  shares  of  the  stock  of  Insuranshares  and  General 
Management  Company  at  a  price  of  $200,000.  Waddill  Catchings  of  Goldman,  Sachs  ..": 
Co.  was  elected  a  director  of  Insuranshares  Corporation  of  Delaware   (ibid). 

8^2  As  has  been  indicated,  the  Class  A  stock  had  one  vote  a  share  multiplied  by  the 
number  of  directors  to  be  elected,  and  the  Class  B  shares  had  three  votes  a  share  multi- 
plied by  the  number  of  directors  to  be  elected.  The  inequity  of  this  arrangement  of  the 
voting  power  of  the  corporation,  when  compared  with  the  capital  contribution  made  to 
the  enterprise  by  the  two  classes  of  stocks,  led  the  New  York  Curb  Exchange  in  May 
1929,  to  refuse  to  list  the  corporation's  Class  A  shares  unless  the  Class  B  stockholders 
agreed  to  exercise  only  one- third  of  their  voting  power,  that  is,  a  quantum  of  voting 
power  equal  to  that  of  the  Class  A  stockholders,  until  1,500,000  shares  of  Class  A  stock 
had  been  issued.  On  the  happening  of  this  event,  the  voting  power  of  the  two  classes  of 
stock  would  be  equal.  The  Class  B  stockholders  consented  to  this  modification  of  their 
voting  power  in  order  to  obtain  the  listing  of  the  corporation's  Class  A  shares  (op.  cit. 
supra,  note  687,  Commission's  Exhibit  No.  1908). 

«-'3  Public  Examination,  American  General  Corporation  et  al..  Commission's  Exhibit  No. 
X4194.  Of  the  20.000  shares  of  its  own  stock  which  it  sold  to  the  United  Founders  Cor- 
poration group,  Insuranshares  and  General  Management  Company  had  acquired  10,000 
from  the  Goldman  Sachs  Trading  Corporation  for  $250,000  (ibid.).  It  will  be  recalled 
that  at  the  formation  of  Insuranshares  Corporation  of  Delaware.  Insuranshares  and  Gen- 
eral Management  Company  bad  acquired  450,000  shares  of  the  Delaware  company's  Class  B 
stock  for  $45,000. 
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or  7%  of  the  297,509  outstanding  shares  of  Insuranshares  and  Gen- 
eral Management  Company  which  at  that  time  held  475,000  shares,  or 
75%  of  the  Class  B  stock  of  Insuranshares  Corporation  of  Dela- 
ware.*^** By  the  end  of  1931,  Insuranshares  and  General  Management 
Company  had  acquired  the  remaining  25,000  outstanding  shares  of 
the  Class  B  stock  of  Insuranshares  Corporation  of  Delaware.^*^ 

On  May  27,  1931,  Insuranshares  Corporation  of  Delaware  was  re- 
capitalized under  a  plan  whereby  the  outstanding  750,000  shares  of 
Class  A  stock  were  exchanged  for  375,000  shares  of  common  stock, 
and  the  outstanding  Class  B  shares  were  similarly  halved  to  create 
an  issue  of  250,000  Class  B  shares.  The  voting  rights  of  the  two 
classes  of  stock  remained  unchanged.  As  part  of  the  recapitalization 
plan,  the  common  stockholders  were  offered  in  July  1931,  the  right 
to  subscribe  to  93,750  additional  shares  of  common  stock  at  $9  a 
share  in  the  ratio  of  one  new  share  for  each  four  shares  then  held 
by  the  stockholders.^*'^  By  this  offering,  $843,750  of  additional  capi- 
tal was  raised  by  Insuranshares  Corporation  of  Delaware. 

The  United  Founders  Corporation  group  of  investment  companies 
was  engaged  in  accumulating  additional  stock  in  Insuranshares  Cor- 
poration of  Delaware  and  in  Insuranshares  and  General  Management 
Company  which,  as  has  been  stated,  controlled  all  of  the  Class  B  vot- 
ing stock  of  Insuranshares  Corporation  of  Delaware.  By  April 
1932,  the  United  Founders  Corporation  group  had  acquired  161,605 
shares  of  the  common  stock  of  Insuranshares  Corporation  of  Dela- 
ware, or  34%  of  the  468,750  shares  of  such  stock  then  outstanding 
and  153,000  shares  or  51%  of  the  297,509  shares  of  the  capital  stock 
of  Insuranshares  and  General  Management  Company.  The  United 
Founders  Corporation  group,  in  fact,  had  an  actual  majority  voting 
control  of  Insuranshares  Corporation  of  Delaware,  controlling  411,- 
605  voting  shares,  or  57%  of  the  718,750  voting  shares  of  the  cor- 
poration.^*^ 

Although  the  United  Founders  Corporation  group  had  voting 
control  of  Insuranshares  Corporation  of  Delaware,  only  two  of  its 
representatives,  George  E.  Devendorf  and  Erwin  Rankin,  were  mem- 
bers of  the  directorate  of  the  company,  which  consisted  of  12  indi- 


"«  On  March  5,  1930,  Insuranshares  and  General  Management  Company  had  purchased 
from  The  Goldman  Sachs  Trading  Corporation  25,000  shares  of  the  Class  B  stock  of 
Insuranshares  Corporation  of  Delaware  at  a  cost  of  $150,000  (op.  cit.  supra,  note  637, 
Commission's   Exhibit   No.    1908). 

«=  Moody's  Manual  of  Investments,  Banks,  etc.,  1933,  p.  2508. 

'^  Id.,  p.  2179.  The  new  common  stock  was  entitled  to  85%  of  the  corporate  assets  on 
liquidation  of  the  company,  and  the  new  Class  B  stock  was  entitled  to  the  residue  of  the 
corporation  assets  (ibid). 

"^''The  161,605  shares  of  common  stock  of  Insuranshares  Corporation  of  Delaware  in  the 
election  of  directors  had  one  vote  a  share  multiplied  by  the  number  of  directors  to  be  elected. 
Through  their  voting  control  of  Insuranshares  and  General  Management  Company,  the 
United  Founders  Corporation  group  had  the  power  to  vote  all  of  the  250,000  shares  of  the 
Class  B  sftock  of  Insuranshares  Corporation  of  Delaware  which,  although  entitled  by  the 
company's  charter  to  three  votes  a  share  multiplied  by  the  number  of  directors  to  be 
elected,  had  been  restricted  to  one  vote  a  share  as  a  condition  to  the  listing  of  the  com- 
pany's common  stock  on  the  New  York  Curb  Exchange  and  subsequently  on  the  New  York 
Stock  Exchange  until  750,000  shares  of  common  stock  had  been  issued.  Moody's  Manual 
of  Investments,  Banks,  etc.,  1933,  p.  2510.) 
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vidiials.*^*®  However,  Mr.  Devendorf  was  chairman  of  the  investment 
committee  of  Insuranshares  Corporation  of  Delaware.*^*® 

Insuranshares  Corporation  of  Delaware  did  not  fare  well  under 
the  combined  management  of  its  original  sponsors  and  the  United 
Founders  Corporation  group.  By  April  1932,  the  net  assets  of  the 
company  had  a  market  value  of  approximately  $4,500,000,  as  com- 
pared with  the  $15,893,750  which  had  been  contributed  to  the  com- 
pany by  its  stockholders.^^*^  In  other  words,  the  capital  contributed 
to  the  company  had  depreciated  in  value  by  approximately  $11,000,000 
in  the  3-year  period  of  the  company's  active  existence.  The  stock- 
holder who  had  purchased  his  common  stock  at  a  cost  of  $43.75  a 
share  in  March  1929,^"  held  a  security  which  had  an  asset  value  of 
$8.30  ^^-  and  a  market  value  of  $7  in  April  1932. 

However,  the  portfolio  of  Insuranshares  Corporation  of  Delaware 
consisted  of  the  dividend-paying  securities  of  well-known  insurance 
companies  which  had  been  purchased  to  hold  "for  the  long  pull."  ^^^ 
Hobart  Brown,  a  director  of  Insuranshares  Corporation  of  Delaware, 
testified  that  the  policy  of  the  company's  investment  conunittee  "was 
the  investment  from  an  investment  standpoint  and  the  question  of 
marketability — in  other  words,  not  with  the  idea  to  buy  these  things 
and  to  sell  them,  to  speculate  in  them,  but  to  hold  them."  ^^*  The 
company  had  not  invested  its  funds  with  a  view  to  obtaining  control 
of  insurance  companies.  This  policy  of  investment  had  been  an- 
nounced to  the  stockholders  at  the  inception  of  the  company  and 
thereafter  in  its  annual  reports.^"^ 

This,  then,  was  the  situation  of  Insuranshares  Corporation  of 
Delaware  in  March  and  April  1932,  when  the  Cohen  group  commenced 
to  negotiate  with  the  United  Founders  Corporation  group  of  invest- 
ment companies  for  the  purchase  by  Insurance  Equities  Corporation 
of  control  of  Insuranshares  Corporation  of  Delaware.  In  the  course 
of  these  negotiations,  Mr.  Menken  and  Mr.  Cohen  had  made  it  clear 
to  Mr.  Devendorf,  the  new  president  of  American  Founders  Corpora- 
tion, that  in  contrast  to  the  existing  investment  policy  of  Insuran- 
shares Corporation  of  Delaware,  the  intention  of  the  Cohen  group 
after  it  acquired  control  of  the  company  was  to  invest  its  funds  in 


®*^  In  May  1932,  when  control  of  Insuranshares  Corporation  of  Delaware  passed  to  Insuran- 
shares Equities  Corporation,  its  board  of  directors  consisted  of  Arthur  P.  Day,  Joseph  P. 
Harris,  Edwin  K.  Hoover,  Daniel  Pierce,  Sterling  Pile  (one  of  the  original  sponsors  of  the 
company),  Edward  B.  Twombly  (another  of  the  original  sponsors),  Henry  B.  Twombly, 
C.  Parker  Kuhn,  Hobart  B.  Brown,  Edgar  Boles,  Erwin  Rankin,  and  George  E.  Devendorf  of 
the  United  Founders  Corporation  group  of  investment  companies  (op.  cit.  supra,  note  568, 
at  207-8,  292). 

^*^  The  investment  committee  of  Insuranshares  Corporation  of  Delaware  consisted  of 
Hobart  B.  Brown,  Edward  S.  Goodwin,  C.  Parker  Kuhn,  and  Mr.  Devendorf,  the  chairman 
of  the  committee   (ibid.). 

®"  Public  Examination,  First  Income  Trading  Corporation,  et  al.,  at  1063  and  Commis- 
sion's Exhibit  No.  64. 

®i  Each  share  of  common  stock  had  been  issued  in  May  1931,  in  exchange  for  two  shares 
of  the  former  Class  A  stock  of  the  company  which  had  been  sold  to  the  public  in  March  1929, 
at  $21%  a  share. 

<^2  0p.  cit.  supra,  note  568,  at  475-6. 

«B  Id.,  at  64,  276,  967. 

«s*  Id.,  at  70. 

^'  The  prospectus  used  in  selling  the  securities  of  Insuranshares  Corporation  of  Delaware 
to  the  public  stated : 

It  is  the  policy  of  the  corporation  adequately  to  diversify  its  holdings  to  include  the 
securities  of  leading  insurance  companies  engaged)  in  writing  life,  fire,  surety,  casualty, 
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the  purchase,  in  cooperation  with  Insurance  Equities  Corporation, 
of  controlling  blocks  of  the  stocks  of  various  life  and  casualty  com- 
panies,*^^^  as  a  preliminary  step  to  the  merger  and  consolidation  of 
such  insurance  companies.*^^^ 

Furthermore,  as  Mr.  Barnes  conceded,  the  plan  of  the  Cohen  group 
for  the  merger  and  consolidation  of  insurance  companies  was  ven- 
turesome, since  it  was  probable  that  control  of  only  insurance  com- 
panies then  in  financial  difficulties  could  be  obtained  by  the  Cohen 
group.  Moreover,  it  would  require  a  large  reserve  of  funds  to  main- 
tain the  investments  made  in  the  insurance  companies  which  were 
acquired.     Mr.  Barnes  testified :  '^^^ 

Q.  The  program  that  has  been  referred  to  of  acquiring  a  number  of  insurance 
companies  and  the  consolidation  or  merger  of  them,  the  companies  that  were 
referred  to  were  companies  that  either  were  in  receivership  or  facing  receiver- 
ship or  companies  which  were  in  a  distressed  condition.  Isn't  that  correct  in 
general ? 

A.  Those  were  the  only  kind  of  companies  for  sale. 

Q.  And  of  course  at  the  time  they  were  not  dividend  paying  investments,  were 
they? 

A.  Some  of  them— Jefferson  Standard,  Shenandoah,  Philadelphia  Life— were 
all  dividend  payers. 

Q.  Large  or  small  dividend  payers? 

A.  Their  dividends  had  been  reduced  from  the  normal. 

Q.  And  the  acquisition  of  control  of  any  such  companies  required  finances, 
didn't  it? 

A.  Obviously. 

Q.  And  if  these  companies  were  acquired,  not  at  the  market  value  of  the 
company,  but  the  liquidation  value,  which  would  take  into  effect  every  probable 
factor  to  the  company,  40%  of  unearned  premiums,  every  other  bookkeeping 
factor,  plus  additional  payments  for  control  that  would  require  substantial 
capital,  wouldn't  it? 

A.  It  would  introduce  a  hazard  unless  there  was  capital  to  protect  it;  yes. 

Q.  And  in  order  to  hold  these  companies  beyond  a  point  were  the  market, 
or  earnings,  would  approach  the  price  that  was  paid  in  these  circumstances, 
it  would  require  capital  to  hold,  wouldn't  it? 

A.  To  insure  against  the  hazards ;  yes. 


marine,  and  other  classes  of  insurance  and  selected  banks  and  trust  companies  in  this 
country  and  abroad   (op.  cit.  supra,  note.  637,  Commission's  Exhibit  No.  1908). 

The  annual  report  of  Insuranshares  Corporation  of  Delaware  for  the  year  ending  December 
31,  1931,  stated : 

The  decline  in  portfolio  values  during  the  year  1931  has  been  in  sympathy  with  the 
general  securities  market,  but  as  it  has  always  been  the  policy  of  the  management  to  buy 
investments  for  the  portfolio  and  not  securities  for  speculation,  price  changes  may  be 
ignored  for  the  immediate  future  and  interest  concentrated  on  prospects  over  the  longer 
term  (op.  cit.  supra,  note  568,  at  68,  and  Commission's  Exhibit  No.  10). 
658  For  a  list  of  the  insurance  companies  which  the  Cohen  group  contemplated  acquiring 
see  note  580,  supra. 

«5T  Op.  cit.  supra,  note  568,  at  699  and  721.  However,  at  one  point  Mr.  Devendorf  had 
been  informed  by  S.  Stanwood  Menken,  the  attorney  for  Insurance  Equities  Corporation, 
that  it  was  the  intention  of  the  Cohen  group  to  invest  only  25%  of  the  assets  of  Insuran- 
shares Corporation  of  Delaware  in  insurance  companies  in  which  the  Cohen  group  was 
interested  (id.,  at  664).  Nevertheless,  virtually  all  of  the  assets  of  Insuranshares  Cor- 
poration of  Delaware  were  invested  in  the  acquisition  of  large  blocks  of  the  stocks  of  insur- 
ance companies  which  had  a  place  in  Mr.  Cohen's  plans  for  the  amalgamation  of  insurance 
companies.  (See  infra,  pp.  1209-25.) 
«=8  Op.  cit.  supra,  note  568,  at  1666-8. 
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Q.  And  it  was  then  in  your  judgment  a  hazardous  enterprise,  wasn't  it? 
A.  I  would  call  it  a  venturesome  enterprise,  the  whole  plan. 
Q.  And  without  such  resources  such  a  program  had  very  little  opportunity 
for  success;  isn't  that  correct? 
A.  It  was  venturesome. 

Although,  as  Mr.  Barnes  testified,  the  program  which  the  Cohen 
group  had  in  mind  required  a  substantial  amount  of  capital,  In- 
surance Equities  Corporation  by  May  3,  1932,  when  it  acquired  con- 
trol of  Insuranshares  Corporation  of  Delaware,  was  virtually  with- 
out funds.  It  will  be  recalled  that  all  of  the  cash  which  Insurance 
Equities  Corporation  had  received  from  the  sale  of  its  securities  to 
North  and  South  American  Corporation  had  been  expended  in  pay- 
ments to  the  United  Founders  Corporation  group  of  investment 
companies  and  Domestic  &  Foreign  Investors  Corporation,  in  the 
purchase  of  blocks  of  stock  in  Lloyds  Casualty  Company  of  New 
York  and  Detroit  Fidelity  and  Surety  Company  and  in  payments 
to  its  attorneys,  Menken,  Ferguson  and  Hill,  and  Sherman  ancl  Gold- 
j.jj^g  659  Furthermore,  in  April  1932  Insurance  Equities  Corporation 
had  borrowed  $70,000  from  J.  A.  Sisto  &  Company  on  the  collateral 
security  of  the  stocks  of  Lloyds  Casualty  Company  of  New  York  and 
Detroit  Fidelity  and  Surety  Company,  which  it  owned.'^''°  By  the 
end  of  April  1932  substantially  all  these  borrowed  funds  had  been 
disbursed  by  Insurance  Equities  Corporation  to  repay  its  $20,000 
indebtedness  to  American  Founders  Corporation  incurred  in  connec- 
tion with  the  acquisition  of  control  of  North  and  South  American 
Corporation  and  in  advances  to  Lloyds  Casualty  Company  and  to 
a  company  controlled  by  Frank  Cohen.*^*^^  On  May  3,  1932,  Insur- 
ance Equities  Corporation  had  an  actual  cash  position  of  only 
$2,779,^^^  and  in  fact  its  liabilities  then  exceeded  the  market  value 
of  its  assets.^^^ 

As  will  be  described  later,  the  contract  price  for  the  purchase  of 
control  of  Insuranshares  Corporation  of  Delaware  exceeded  $2,000,- 
000,  of  which  $450,000  in  cash  was  to  be  paid  immediately  and  the 
remainder  was  to  be  paid  in  installments.  Insurance  Equities  Cor- 
poration clearly  was  not  in  a  financial  position  to  pay  this  sum  in 
April  1932.     However,  Mr.  Cohen  intended  to  use  the  assets  of  In- 


e^^  See  supra,  pp.  1191-2. 

6«»  Op.  cit.  supra,  note  568,  at  532-3. 

SOI  Id.,  at  528 ;  see  supra,  pp.  1188-9. 

^83  Op.  cit.  supra,  note  568,  at  630,  1320-1,  and  1327.  Of  the  $70,000  borrowed  by 
Insurance  Equities  Corporation  from  J.  A.  Sisto  &  Company,  $65,000  was  expended  as 
follows :  The  loan  of  $20,000  obtained  from  United  Founders  Corporation  was  repaid ; 
$30,000  was  advanced  to  Motor  Vehicle  Underwriters,  a  company  controlled  by  Cohen,  as 
the  purchase  price  of  additional  blocks  of  the  stock  of  Lloyds  Casualty  Company  of  New 
York;  and  $15,000  was  advanced  to  Lloyds  Casualty  Company  of  New  York  (ibid).  The 
remaining  $5,000  of  the  $70,000  of  borrowed  funds  was  in  part  used  by  Insurance  Equities 
Corporation  to  pay  miscellaneous  expenses.  On  May  3,  1932,  Insurance  Equities  Corpora- 
tion had  only  $2,779  of  actual  cash  on  hand  (id.,  at  530). 

««3  Insurance  Equities  Corporation,  on  May  3,  1932,  owed  $70,000  to  J.  A.  Sisto  &  Com- 
pany. Its  assets  consisted  of  its  holdings  of  North  and  South  American  Corporation 
stock  having  an  asset  value  of  $11,000  (see  note  619,  supra),  $2,779  in  cash,  10,000  shares 
of  Lloyds  Casualty  Company,  with  a  market  value  of  $20,000,  and  4,000  shares  of  Lloyds 
Casualty  Company,  having  a  market  value  of  $28,000.  Insurance  Equities  Corporation 
thus  had  total  assets  having  a  market  value  of  approximately  $62,000  (op.  cit.  supra, 
note  568,  at  533). 
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suransliares  Corporation  of  Delaware  both  to  pay  for  its  control  and 
to  further  his  program  for  the  acquisition  of  control  and  the  con- 
solidation of  Insurance  companies.  Mr.  Cohen  testified  that  the 
same  method  which  was  used  by  Insurance  Equities  Corporation  to 
acquire  control  of  North  and  South  American  Corporation  was  to 
be  applied  in  the  case  of  Insuranshares  Corporation  of  Delaware :  ^^'^ 

Q.  On  May  3,  1932,  you  know,  don't  you,  that  Insurance  Equities  Corporation 
had  in  its  portfolio  4,000  shares  of  Detroit  Fidelity  &  Surety  Company  and 
10,000  shares  of  Lloyds  Casualty  Company  of  New  York  which  were  pledged 
as  security  for  a  loan,  it  had  the  shares  of  North  and  South  American  relating 
to  its  domestic  securities  and  which  company  had  at  that  time  as  the  total 
t^nlue  of  its  domestic  securities  $6,000;  and  it  had  between  two  and  three 
thousand  dollars  in  the  bank  altogether.  Insurance  Equities  was  to  pay  Amer- 
ican Founders,  wasn't  it,  by  getting  the  money  from  Insuranshares  through 
having  Insuranshares  subscribe  to  the  preferred  and  common  stock  of  Equities 
as  it  had  done  in  North  and  South  American;  isn't  that  a  fact? 

A.  Insuranshares  was  to  buy  preferred  sto'^k  of  the  Insurance  Equities. 

Q.  And  the  money  which  it  was  to  get  from  Insuranshares  was  to  be  used 
in  part  at  least  to  make  this  first  payment  of  $450,000  to  American  Founders? 

A.  The  proceeds  of  the  preferred  stock  would  be  used  to  pay  for  the  stock ; 
yes. 

:|  *****  * 

A.  We  never  would  have  bought  Insuranshares  if  they  wouldn't  buy  pre- 
ferred stock  of  the  Insurance  Equities,  if  that  is  what  you  mean. 

Q.  Insurance  Equities  had  no  means  of  financing  this  purchase  otherwise ; 
that  is  true,  isn't  it  at  this  time? 

A.  We  were  going  to  do  it  by  the  preferred  stock. 

Although  the  United  Founders  Corporation  companies  were  un- 
aware''^^  of  the  plan  by  which  Mr.  Cohen  intended  to  procure  the 
funds  to  pay  for  control  of  Insuranshares  Corporation  of  Delaware, 
they  took  no  steps  to  investigate  the  financial  status  of  Insurance 
Equities  Corporation  during  the  course  of  the  negotiations  by  that 
corporation  for  the  purchase  of  control  of  Insuranshares  Corpora- 
tion of  Delaware.  They  did  not  demand  any  balance  sheet  of  In- 
surance Equities  Corporation.*'*'*'  The  United  Founders  Corporation 
group  relied  solely  on  the  oral  declarations  of  the  Cohen  group  that 
they  had  resources  in  excess  of  $5,000,000.*'*'^ 

Although  the  investment  policy  which  the  Cohen  group  intended  to 
pursue  with  the  assets  of  Insuranshares  Corporation  of  Delaware 
was,  as  Mr.  Barnes  testified,  a  "venturesome  one,"  totally  at  variance 
with  the  company's  existing  investment  policy,  the  United  Founders 
Corporation  group  took  no  steps  to  inform  the  stockholders  of  In- 
suranshares Corporation  of  Delaware  of  the  prospective  shift  in  the 


««  Id.,  at  1259,  1274. 

"06  Id.,  at  1395. 

***  Id.,  at  619.  It  will  be  recalled  that  in  the  case  of  North  and  South  American  Cor- 
poration no  investigation  had  been  made  by  the  United  Founders  Corporation  group  of 
investment  companies  of  the  financial  resources  of  Insurance  Equities  Corporation  because, 
as  Mr.  Devendorf  testified,  the  United  Founders  Corporation  group  was  to  receive  a  single 
cash  payment  for  the  control  of  North  and  South  American  Corporation  (ibid.).  In  the 
case  of  Insuranshares  Corporation  of  Delaware  payment  was  to  be  made  in  installments. 
(See  infra,  p.  1203.) 

««^  Id.,  at  699,  1388. 
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control  of  their  assets  and  of  the  policies  which  the  new  controlling 
group  intended  to  adopt. '''^^ 

Despite  the  fact  that  the  stockholders  of  Insuranshares  Corporation 
of  Delaware  had  presumably  invested  in  and  retained  their  stock  in 
the  company  in  reliance  on  the  continuance  of  its  existing  investment 
policy,  Mr.  Seagrave,  the  president  of  American  Founders  Corpora- 
tion, testified  that  any  change  of  the  investment  policy  of  the  com- 
pany was  a  matter  solely  for  the  determination  of  the  Cohen  group 
after  it  acquired  control :  ^"^ 

Q.  Were  you  particularly  concerned  with  whether  or  not  the  purchasers, 
when  they  came  in  later,  would  want  to  change  the  policy  of  the  company? 

A.  Well,  I  don't  believe  that  I  was  particularly  concerned.  I  was  told  in 
advance  of  any  need  for  concern,  they  had  various  insurance  companies  which 
they  intended  to  put  together  and  that  they  wanted  to  acquire  this  company 
[Insuranshares  Corporation  of  Delaware]  which  was  in  that  field.  The  ques- 
tion of  whether  they  would  change  a  policy  or  not  was  a  question  of  their 
determination  from  time  to  time. 

As  has  been  stated,  during  the  course  of  the  negotiations  between 
the  Cohen  group  and  the  United  Founders  Corporation  companies 
in  connection  with  purchase  of  control  of  Insuranshares  Corporation 
of  Delaware,  the  United  Founders  Corporation  group  made  no  at- 
tempt to  investigate  the  financial  condition  of  Insurance  Equities 
Corporation.  Nor  were  the  officials  of  the  United  Founders  Corpora- 
tion group  made  suspicious  by  a  request  made  by  the  Cohen  group 
that  Insuranshares  Corporation  of  Delaware  realize,  by  the  liquidation 
of  part  of  its  portfolio,  $1,000,000  in  cash  prior  to  the  closing  of  any 
contract  for  the  passage  of  control  of  the  company  to  the  Cohen  group. 
Mr.  Devendorf  testified  that  this  request  was  made  by  the  Cohen 
group  in  order  that  Insuranshares  Corporation  of  Delaware  have 
funds  available,  on  the  passage  of  its  control  to  the  Cohen  group,  for 
immediate  investment  in  insurance  companies  in  which  the  Cohen 
group  was  interested  or  about  to  become  interested.®^"  This  request 
was  embodied  in  one  of  the  covenants  in  a  draft  contract  for  the 
purchase  of  control  of  Insuranshares  Corporation  of  Delaware  pre- 
pared by  the  Cohen  group  on  April  13,  1932.'^''^  The  United  Founders 
Corporation  group,  however,  refused  to  accede  to  any  such  covenant 
in  the  contract,  and  the  final  contract  did  not  contain  any  such  posi- 


808  At  the  insistence  of  Edward  B.  Twombly,  one  of  the  original  sponsors  of  Insuranshares 
Corporation  of  Delaware,  the  Cohen  group,  on  June  14,  1932,  after  it  had  been  in  control  of 
Insuranshares  Corporation  for  more  than  a  month,  informed  the  company's  stockholders 
of  the  change  in  its  management  and  of  the  investment  policy  which  the  Cohen  group 
intended  to  follow  (id.,  at  419  ;  Moody's  Manual  of  InvestmentSj  Banks,  etc.,  1933, 
p.  2509).  However,  by  June  14,  1929,  approximately  $900,000  of  the  total  assets  of 
$4,500,000  owned  by  Insuranshares  Corporation  of  Delaware  had  been  expended  in  the 
purchase  of  blocks  of  the  stock  of  Insurance  Equities  Corporation  and  of  Constitution 
Indemnity  Company,  both  of  which  blocks  subsequently  became  worthless.  (See  infra, 
pp.  1206-12.) 

««9  0p.  cit.  supra,  note  568,  at  1460. 

"»Id.,  at  6.30. 

*"  Id.,  at  671.     The  provision  in  the  draft  contract  was  as  follows  : 

Such  purchase  shall  be  made  with  the  understanding  that  you  will  liquidate  and 
turn  into  cash  to  the  extent  of  a  million  dollars  part  of  the  portfolio  of  the  Insuran- 
shares Corporation  of  Delaware   (ibid.). 
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tion.  Mr.  Devendorf ,  vice  president  of  American  Founders  Corpora- 
tion, testified :  ^'^^ 

Q.  You  didn't  want  that  provision  in  tlie  contract,  did  you? 

A.  We  didn't  want  it  in  the  contract  or  agree  to  it  in  any  form. 

Q.  But  you  wanted,  if  you  could,  to  have  a  million  available  for  the  new 
group,  didn't  you? 

A.  No. 

Q.  Weren't  you  concerned  about  attempting  to  meet  their  desire  and  to  have 
cash  on  hand? 

A.  Yes. 

Q.  And  did  you  try  to  do  what  you  could  to  have  on  hand  the  cash  which 
they  wanted? 

A.  Insofar  as  the  rest  of  the  committee  of  Insuranshares  Corporation  of 
Delaware  were  willing  to  agree  with  me,  as  being  a  move  to  the  interest  of 
Delaware,  yes. 

Altliougli  the  United  Founders  Corporation  ^roup  refused  to  per- 
mit the  existence  of  any  written  agreement  to  liquidate  the  portfolio 
of  Insuranshares  Corporation  of  Delaware  to  the  extent  of  $1,000,000, 
Mr.  Devendorf  testified  that  it  was  his  independent  opinion,  based  on 
existing  market  conditions  for  insurance  company  stocks,  that  Insur- 
anshares Corporation  of  Delaware  should  convert  a  substantial  por- 
tion of  its  portfolio  into  cash."'^^  However,  he  was  aware  that  the 
Cohen  group  intended  to  invest  any  cash  assets  of  Insuranshares  Cor- 
poration of  Delaware  in  the  stock  of  insurance  companies  in  which 
the  Cohen  group  was  interested. 

On  April  14,  1932,  Mr.  Devendorf,  as  the  chairman  of  the  invest- 
ment committee  of  Insuranshares  Corporation  of  Delaware,  recom- 
mended a  liquidation  by  the  company  of  a  portion  of  its  portfolio 
sufficient  to  realize  from  $600,000  to  $1,000,000.^^*  Mr.  Devendorf 
based  his  recommendations  on  "economic  conditions  and  the  condition 
of  the  market,"  but  did  not  recommend  the  sale  of  any  particular 
securities.^^^  However,  Mr.  Devendorf  did  not  reveal  to  the  members 
of  the  investment  committee  that  the  United  Founders  Corporation 
group  of  investment  companies  were  contemplating  the  sale  of  their 
control  of  Insuranshares  Corporation  of  Delaware  to  Insurance 
Equities  Corporation.''^'' 

Hobart  Brown,  a  member  of  the  investment  committee  of  Insuran- 
shares Corporation  of  Delaware,  testified  that :  ®^^ 

We  had  every  reason  to  have  confidence  in  Mr.  Devendorf  and  the  committee 
did  agree  to  sell  some  securities  and  Mr.  Goodwin  prepared  a  list. 

Mr.  Brown  also  testified  ^^^  that  the  portfolio  securities  selected  by 
Mr.  Goodwin  were  ones  which  were  "lacking  in  merit"  "^^  as  invest- 
ments but  which  were  also  easily  marketable  : 


•"2  Id.,  at  626. 

«™  Id.,  at  632. 

"'^  Id.,  at  79,  628. 

«'e  Id.,  at  182,  185. 

«'6Id.,  at  81. 

»"Id.,  at  79. 

»"  Id.,  at  86-8. 

■"^Id.,  at  184.  Mr.  Brown  also  testified  that  prior  to  April  1932,  all  sales  of  portfolio 
securities  were  made  either  to  derive  funds  for  the  payment  of  dividends  or  to  procure 
funds  for  reinvestment  in  other  securities  selected  from  an  investment  standpoint  (id.,  at 
262-4). 
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Q.  They  were  selected,  you  say,  because  it  was  the  view  of  the  committee  that 
the  market  would  best  support  a  sale  of  such  shares  in  blocks? 
A.  I  would  say  that  was  correct. 

By  May  3,  1932,  when  control  of  Insuranshares  Corporation  of 
Delaware  was  obtained  by  Insurance  Equities  Corporation,  a  portion 
of  the  portfolio  of  Insuranshares  Corporation  of  Delaware  had  been 
liquidated  for  cash  proceeds  of  $360,833.42.««o  The  use  made  of  these 
funds  by  Insurance  Equities  Corporation  will  be  described  later. 

JNIeanwhile,  on  April  21,  1932,  Insurance  Equities  Corporation  had 
entered  into  a  contract  *^^^  to  purchase  from  the  United  Founders  Cor- 
poration group  of  investment  companies  153,000  shares  of  the  capital 
stock  of  Insuranshares  &  General  Management  Company  at  $2.50  a 
share,  161,605  shares  of  the  common  stock  of  Insuranshares  Corpora- 
tion of  Delaware  at  an  average  price  of  $8.89  a  share,*'^-  and  61,497 
shares  of  the  common  stock  of  Insuranshares  Certificates,  Inc."*^  at  a 
price  of  $3.25  a  share.  The  total  purchase  price  of  all  of  these 
securities  was  $2,028,917.25. 

The  stock  of  Insuranshares  &  General  Management  Company  and 
of  Insuranshares  Corporation  of  Delaware  was  to  be  paid  for  in  in- 
stallments as  follows :  $450,000  on  the  date  of  the  closing  of  the  con- 
tract, which  occurred  on  May  3,  1932 ;  $550,004  on  May  31,  1932 ;  and 
$819,297  on  July  31,  1932.  the  United  Founders  Corporation  group 
of  companies  was  to  retain  the  stock  of  Insuranshares  &  General  Man- 
agement Company  as  security  for  the  payment  of  the  installments  and 
was  to  release  such  stock  only  after  the  receipt  of  full  payment  for  all 
of  the  securities  which  were  to  be  sold.®®*  The  stock  of  Insuranshares 
Corporation  of  Delaware,  however,  was  to  be  released  by  the  United 
Founders  Corporation  group  of  companies  to  Insurance  Equities  Cor- 
poration at  the  rate  of  one  share  for  each  $9  of  payments  made  by 
Insurance  Equities  Corporation. 

The  payment  for  the  stock  of  Insuranshares  Certificates,  Inc.,  was  to 
be  made  within  60  days  after  the  closing  of  the  contract  between  the 
parties. 

The  United  Founders  Corporation  group  also  agreed  to  deliver  at 
the  closing  the  resignation  of  all  of  the  officers  and  8  of  the  12  direc- 
tors of  Insuranshares  Corporation  of  Delaware  and  all  of  the  officers 
and  9  of  the  10  directors  of  Insuranshares  &  General  Management 
Company.  The  United  Founders  Corporation  group  also  agreed  to 
cause  the  representatives  of  Insurance  Equities  Corporation  to  be 
elected  as  officers  and  directors  of  the  two  companies  to  fill  the  vacan- 


880OP.  cit,  supra,  note  650,  Commission's  Exhibit  No.  99.  Mr.  Brown  testified  that  the 
portfolio  securities  were  sold  as  fast  as  the  market  permitted  and  that  Mr.  Devendorf  had 
protested  that  the  sales  "weren't  going  fast  enough"  (op.  cit.  supra,  note  568,  at  91). 

«^  Op.  cit.  supra,  note  650,  Commission's  Exhibit  No.  98. 

"5-  Of  the  161,605  shares  of  the  common  stock  of  Insuranshares  Corporation  of  Delaware, 
70,572  were  to  be  purchased  by  Insurance  Equities  Corporation  at  a  price  of  $8.75  a  share 
and  91,033  shares  were  to  be  purchased  at  $9  a  share  (ibid.). 

"*  Insuranshares  Certificates,  Inc.  had  been  formed  in  Maryland  on  October  15,  1929,  by 
the  same  group  which  had  originally  sponsored  Insuranshares  Corporation  of  Delaware 
(op.  cit.  supra,  note  640,  at  5031-2)  as  a  consolidation  of  five  fixed  investment  trusts  which 
had  previously  been  sponsored  by  the  same  group  (Moody's  Manual  of  Investments,  Banks, 
etc.,  1933,  p.  2510) .  In  April  1932,  Insuranshares  Certificates,  Inc.  had  outstanding  894,539 
shares  of  capital  stock  'ibid.),  so  that  the  64,497  shares  of  such  stock  which  Insurance 
Equities  Corporation  had  agreed  to  purchase  from  the  United  Founders  Corporation  group 
did  hot  represent  control  of  Insuranshares  Certificates.  Inc. 

"^'  Op.  cit.  supra,  note  650,  Commisson's  Exhibit  No.  98. 
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cies  created  by  the  resignations.  By  this  procedure  the  United  Foun- 
ders Corporation  group  would  place  Insurance  Equities  Corporation 
in  effective  control  of  the  management  and  of  the  funds  of  both 
Insuranshares  Corporation  of  Delaware  and  of  Insuranshares  &  Gen- 
eral Management  Company. 

However,  the  contract  contained  an  agreement  by  Insurance  Equi- 
ties Corporation  to  cause  the  resignation  of  its  own  representatives 
and  the  election  of  representatives  of  the  United  Founders  Corporation 
group  of  companies  to  the  offices  and  directorates  of  Insuranshares 
Corporation  of  Delaware  and  of  Insuranshares  &  General  Manage- 
ment Company  in  the  event  that  Insurance  Equities  Corporation 
defaulted  in  any  of  the  installment  payments  on  its  purchase  contract. 

The  United  Founders  Corporation  group  had  obtained  an  advan- 
tageous price  for  their  sale  of  control  of  Insuranshares  Corporation 
of  Delaware.^^5  They  had  a  contract  to  sell  161,605  shares  of  the 
common  stock  of  Insuranshares  Corporation  of  Delaware  at  an  aver- 
age price  of  $8.89  a  share,  although  on  April  22,  1932,  the  asset  value 
of  such  stock  was  $8.30  a  share  on  the  basis  of  the  bid  market  price  of 
the  company's  portfolio  of  securities  on  that  day.*'®^  The  market  price 
of  the  stock  on  the  same  day  was  $7  a  share.  The  United  Founders 
Corporation  group  had  thus  disposed  of  their  holdings  of  the  common 
stock  of  Insuranshares  Corporation  of  Delaware  at  an  aggregate  price 
of  $305,433.45  in  excess  of  the  market  value  and  $95,346.95  in  excess 
of  the  asset  value  of  such  stock.  Similarly,  the  153,000  shares  of  the 
stock  of  Insuranshares  &  General  Management  Company  which  the 
United  Founders  Corporation  group  sold  at  a  price  of  $2.50  a  share 
had  an  asset  value  of  $1.90'^^'^  a  share  and  a  market  value  of  $1  a 
share.  The  United  Founders  Corporation  group  obtained  for  their 
holdings  of  this  stock  a  price  which  exceeded  the  asset  value  of  such 
stock  by  approximately  $92,000  and  its  market  value  by  $229,500.  The 
United  Founders  Corporation  group's  holdings  of  the  64,497  shares 
of  Insuranshares  Certificates,  Inc.,  were  sold  at  a  price  approximately 
$34,000  less  than  their  asset  value.®^®  However,  the  price  obtained  for 
such  stock  by  the  United  Founders  Corporation  group  from  Insur- 
ance Equities  Corporation  exceeded  the  market  value  of  the  stock  by 
$64,497.'^«^ 

For  all  of  the  securities  sold  by  the  United  Founders  Corporation 
group  to  Insurance  Equities  Corporation,  they  were  to  obtain  an 
aggregate  price  which  exceeded  the  market  value  of  the  securities  by 
$609,430,®^°  and  which  exceeded  the  aggregate  asset  value  of  such 
securities  by  approximately  $153,000. 


•^  Edward  B.  Twombly,  one  of  the  original  sponsors  of  Insuranshares  Corporation  of 
Delaware,  testified  that  in  his  opinion  the  United  Founders  Corporation  group  of  investment 
companies  had  obtained  a  "good  price"  for  their  holdings  of  the  common  stock  of  Insuran- 
shares Corporation  of  Delaware  and  for  their  minority  holdings  of  Insuranshares  Certificates, 
Inc.  (op.  cit.  supra,  note  568,  at  415,  426). 

<««  Id.,  at  476. 

•^'This  asset  value  is  at  December  31,  1931  (Moody's  Manual  of  Investments,  Banks,  etc., 
1933,  p.  2508). 

"'''As  at  April  22,  1932,  the  asset  value  of  the  stock  of  Insuranshares  Certificates,  Inc., 
based  on  the  bid  market  prices  of  its  portfolio  on  that  day,  was  $3.78  a  share  (op.  cit. 
supra,  note  568,  at  476K  The  price  Insurance  Equities  Corporation  agreed  to  pay  for  the 
Stock  was  $3.25  a  share. 

«8»The  market  value  of  the  stock  of  Insuranshares  Certificates,  Inc..  on  April  21,  1932. 
was  .$2.25  a  share. 

«»» Op.  cit.  supra,  note  568,  Exhibit  No.  22. 
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On  May  3,  1932,  the  closing  of  the  contract  for  the  purchase  of 
control  of  Insuranshares  Corporation  of  Delaware  by  Insurance  Equi- 
ties Corporation  took  place.  Before  receiving  the  $450,000  down 
pa3mient  required  by  the  contract,  the  United  Founders  Corporation 
group  of  investment  companies  caused  8  of  the  12  directors  of  Insur- 
anshares Corporation  of  Delaware  to  resign  *^^^  and  to  be  replaced  by 
representatives  of  Insurance  Equities  Corporation.*''^^  C.  Parker 
Kuhn,  Hobart  B.  Brown,  Edward  B.  Twombly,  and  Edgar  Boles  of 
the  existing  board  of  directors  of  Insuranshares  Corporation  of  Dela- 
ware, continued  in  their  positions  in  order  to  protect  minority 
interests.^''^ 

Murray  Taylor,  the  attorney  for  the  United  Founders  Corporation 
group  of  investment  companies,  conceded  that  control  of  the  manage- 
ment of  Insuranshares  Corporation  of  Delaware  was  turned  over  to 
Insurance  Equities  Corporation  before  the  United  Founders  Corpora- 
tion group  had  received  any  payment  from  Insurance  Equities  Cor- 
poration.   Mr.  Taylor  testified :  ^^^ 

Q.  Now,  on  the  May  3  closing,  it  is  equally  true,  isn't  it,  that  you  did  not  see 
the  certified  check  before  the  directors  of  the  corporation  resigned  and  the 
nominees  of  Insurance  Equities  were  elected  in  their  place? 

A.  That  is  true. 

The  control  of  the  directorate  of  Insuranshares  Corporation  of 
Delaware  was  thus  gratuitously  placed  in  the  hands  of  Insurance 
Equities  Corporation.  Over  the  protest  of  Mr.  Twombly  and  Mr. 
Kuhn,^'^^  two  of  the  minority  directors,  the  eight  representatives  of 
Insurance  Equities  Corporation,  immediately  after  they  were  elected 
as  directors  of  Insuranshares  Corporation   of  Delaware,  voted  to 


^"  The  directors  who  resigned  were  Arthur  P.  Day,  Joseph  P.  Harris,  Edwin  K.  Hoover, 
Daniel  Pierce,  Sterling  Pile,  Henry  B.  Twombly,  Erwin  Rankin,  and  George  E.  Devendorf. 
Edward  B.  Twombly,  one  of  the  original  founders  of  the  company,  at  the  request  of  Mr. 
Devendorf,  procured  the  resignation  of  several  of  these  directors  (id.,  at  289),  because  he 
felt  they  would  be  deposed  at  the  next  annual  meeting  (which  was  to  occur  on  May  10, 
1932)  anyway  and  he  wanted  to  expedite  matters  (id.,  at  336). 

*^  The  directors  elected  as  representatives  of  Insurance  Equities  Corporation  were : 
Julius  H.  Barnes,  who  became  the  chairman  of  the  board  of  directors  of  Insuranshares 
Corporation  of  Delaware,  Franklin  Berwin,  Esmond  P.  O'Brien,  Griswold  Daniell,  Edward 
C.  Denby,  Kenneth  Gayle,  Carl  Sherman  and  Victor  Sincere  (id.,  at  207-9). 

^  On  May  2,  1932,  Edward  B.  Twombly  had  asked  Mr.  Devendorf  to  request  the  Cohen 
group  to  permit  several  of  the  existing  directors  to  remain  to  represent  minorities,  and 
the  Cohen  group  had  agreed  to  this  request  (id.,  at  291-2).  Mr.  Twombly,  as  a  director 
of  Insuranshares  Corporation  of  Delaware,  opposed  all  of  the  later  transactions  between 
Insurance  Equities  Corporation  and  Insuranshares  Corporation  of  Delaware  (id.,  at  312). 
Messrs.  Twombly,  Brown,  Kuhn  and  Boles  resigned  as  directors  of  Insuranshares  Corpora- 
tion of  Delaware  in  December  1932,  when  Mr.  Twombly  felt  he  could  no  longer  "be 
effective  on  behalf  of  the  minority  group"  (id.,  at  327  and  232).  On  March  23,  1933,  Mr. 
Twombly  and  Mr.  Brown  filed  a  complaint  with  the  Attorney  General  of  the  State  of 
New  York  with  reference  to  the  activities  of  Insurance  Equities  Corporation  in  the 
management  of  Insuranshares  Corporation  of  Delaware,  but  the  Attorney  General  took 
no  action  on  the  complaint  (id.,  at  255-6,  327). 

««Id.,   at   1581. 

®5  Mr.  Kuhn  and  Mr.  Twombly  inquired  about  the  necessity  for  the  loan,  and  Mr. 
Twombly  testified : 

They  said  they  had  plans,  development  plans  that  they  wanted  to  invest  in  a 
company  in  which  they  were  interested,  that  they  would  not  want  to  liquidate  the 
portfolio.  They  wanted  to  make  a  loan  so  that  they  could  make  an  investment 
which  had  to  be  made  immediately.  Both  Mr.  Kuhn  and  I  objected  on  the  ground  that 
we  didn't  consider  the  company  should  be  operated  in  that  way ;  that  future  funds 
from  the  sale  of  securities  should  be  anticipated  and  borrowing  made ;  we  objected 
to  the  borrowing  on  principle  and  they  said  it  was  part  of  their  plans  ;  so  Mr.  Kuhn 
and  I  merely  did  not  vote   (id.,  at  295). 
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borrow  $300,000  from  the  National  City  Bank  of  New  York,  to  be 
secured  by  portfolio  securities  of  Insuransliares  Corporation  of  Dela- 
ware which  the  bank  was  empowered  to  liquidate  to  satisfy  its  loan. 
A  representative  of  the  bank  present  at  the  meeting  turned  over  the 
bank's  check  for  $300,000  and  received  portfolio  securities  of  Insuran- 
sliares Corporation  of  Delaware  as  collateral  for  the  loan.'^'^*' 

It  will  be  recalled  that  Insuranshares  Corporation  of  Delaware  had 
derived  cash  proceeds  of  $360,833*^^  as  the  result  of  the  liquidation 
of  a  portion  of  its  portfolio  securities  between  April  14,  1932,  and 
May  3,  1932.  The  $300,000  loan  thus  increased  the  company's  avail- 
able cash  to  $660,833. 

Immediately  following  the  passage  of  the  resolution  to  borrow 
$300,000,  the  Cohen  group  representatives  on  the  directorate  of 
Insuranshares  Corporation  of  Delaware,  over  the  protests  of  Edward 
B.  Twombly  and  C.  Parker  Kuhn,  two  of  the  minority  directors, 
adopted  a  resolution  to  authorize  the  purchase  at  a  cost  of  $651,300 
of  6,500  shares  of  the  preferred  and  13,000  shares  of  the  common 
stock  of  Insurance  Equities  Corporation. '^*^^  Mr.  Twombly  and  Mr. 
Kuhn  futilely  voted  against  the  purchase  after  their  demand  for  a 
financial  statement  of  Insurance  Equities  Corporation  had  been 
denied.*'^''  Mr.  Twombly  also  contended  that  the  investment  in  the 
securities  of  Insurance  Equities  Corporation  was  a  violation  of  the 
charter  of  Insuranshares  Corporation  of  Delaware  which  prohibited 
the  investment  of  more  than  10%  of  the  assets  of  the  company  in 
the  securities  of  any  other  company  ^*°  with  the  exception  of  a  com- 
pany engaged  in  a  type  of  business  similar  to  that  of  Insuranshares 
Corporation  of  Delaware.  Mr.  Twombly  argued  that  Insurance 
Equities  Corporation  which  was  engaged  in  acquiring  control  of 
insurance  companies  was  engaged  in  a  business  dissimilar  to  that  of 
Insuranshares  Corporation  of  Delaware  which,  prior  to  the  advent 
of  the  Cohen  group,  had  only  invested  in  minority  blocks  of  the 
stocks  of  insurance  companies.'^°^ 

Murray  Taylor,  the  counsel  for  the  United  Founders  Corporation 
group  of  investment  companies,  who  had  remained  at  the  meeting 
to  obtain  the  down  payment  of  $450,000  from  Insurance  Equities 
Corporation  required  by  its  purchase  contract  with  the  United 
Founders   Corporation   group   of   investment   companies,   witnessed 


"""On  May  2,  1932,  Franklin  Berwin  of  the  Cohen  group  had  arranged  this  loan  with 
the  National  City  Bank   (id.,  at  1626-7). 

'^''  Op.  rit.  supra,  note  650,  Commission's  Exhibit  No.  99. 

«»8  Op.  cit.  supra,  note  568,  at  303-4  and  Exhibit  No.  25A. 

«»»Mr.  Twombly  testified  that  he  "complained  that  the  directors  had  no  right  to  invest 
in  any  organization  as  to  which  they  were  not  fully  apprised  both  as  to  the  security  they 
were  buying  and  what  the  statement  of  the  company  showed"  (id.,  at  304).  The  Cohen 
group  promised  to  submit  a  financial  statement  of  Insurance  Equities  Corporation  to  the 
board  of  directors  of  Insuranshares  Corporation  of  Delaware  at   a  later  date. 

■'""The  then  assets  of  Insuranshares  Corporation  of  Delaware  had  a  value  of  approxi- 
mately $4,500,000.  The  investment  of  $651,300  made  in  the  securities  of  Insurance  Equi- 
ties Corporation  thus  exceeded  10%  of  the  value  of  the  assets  of  Insuranshares  Corpora- 
tion of  Delaware. 

™i  Op.  cit.  supra,  note  568,  at  309  and  348-9.    Mr.  Twombly  testified  : 

I  told  him  [Menken]  that  I  thought  it  was  an  entirely  improper  transaction  to 
invest  tbe  money  of  Insuranshares  Corporation  of  Delaware  in  the  stock  of  a  so- 
called  parent  company.  I  protested  that  it  was  a  direct  violation  of  the  provisions 
of  the  certificate  of  incorporation.  I  told  him  that  steps  would  have  to  be  taken 
promptly  to  undo  the  transaction  or  to  substitute  other  securities  for  it  (id.,  at  309). 
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without  protest  this  purchase  by  Insuraiishares  Corporation  of  Dela- 
ware of  the  securities  of  Insurance  Equities  Corporation.^"^ 

As  a  result  of  the  sale  of  its  securities  to  Insuranshares  Corpora- 
tion of  Delaware,  Insurance  Equities  Corporation  derived  $651,300 
of  funds.  Late  in  the  afternoon  of  May  3,  1932,  Insurance  Equities 
Corporation  turned  over  to  Mr.  Taylor,  the  attorney  for  the  United 
Founders  Corporation  group,  a  certified  check  for  $450,000  as  the 
down  payment  of  its  purchase  of  control  of  Insuranshares  Corpora- 
tion of  Delaware.'"'^  Thus,  the  United  Founders  Corporation  group 
of  companies  received  in  part  payment  for  their  sale  of  control  of 
Insuranshares  Corporation  of  Delaware,  $450,000  in  cash  which  was 
derived  from  the  assets  of  Insuranshares  Corporation  of  Delaware  it- 
self. George  E.  Devendorf,  although  he  denied  that  the  United 
Founders  Corporation  group  had  been  previously  aware  of  the  fact 
that  the  Cohen  group  intended  to  use  the  assets  of  Insuranshares  Cor- 
poration of  Delaware  to  pay  for  its  control,""*  admitted  that  the 
United  Founders  Corporation  group  of  investment  companies  had 
actually  been  paid  a  large  part  of  the  price  for  its  sale  of  control  of 
Insuranshares  Corporation  of  Delaware  with  the  assets  of  that  cor- 
poration itself.    Mr.  Devendorf  testified :  ^°^ 

Q.  Now,  Insuranshares  Corporation  of  Delaware,  that  had  a  pretty  unfortu- 
nate experience,  too,  did  it  not? 

A.  "Well,  it  didn't  have  a  very  unfortunate  experience  in  its  investments,  it 
had  an  unfortunate  experience  in  its  change  of  sponsorship. 

Q.  That  is  new  management  came  in  and  then  things  happened;  isn't  that  so? 

A.  That  is  correct. 

******* 

Q.  Did  you  participate  in  the  negotiations  which  looked  forward  to  the  sale 
of  control  of  Insuranshares  Corp.  of  Delaware,  by  the  Founders  group  to 
the     *     *     *     two  new  sjwnsors,  Barnes  and  Frank  Cohen? 

A.  Yes. 

Q.  And  after  Barnes  and  Cohen  got  into  that  picture  they  had  bought  control 
of  Insuranshares  Corp.  of  Delaware  from  the  Founders  on  the  installment  plan ; 
isn't  that  so? 

A.  On  time  payments. 

Q.  You  are  not  squeamish  about  "installment  plan"  are  you  ? 

A.  No. 

Q.  It  subsequently  turned  out  that  Mr.  Barnes  and  Mr.  Cohen  made  those 
payments  with  receipts  that  they  had  obtained  from  the  sale  of  securities  to 
Insuranshares  Corp.  of  Delaware;  isn't  that  so? 

A.  At  least  partly  ;  yes. 

Q.  At  least  a  good  part  of  it,  isn't  that  so? 

A.  I  don't  remember  just  what  part  of  it  it  was. 

Substantially  all  of  the  remaining  $201,300  of  the  $651,300  which 
Insurance  Equities  Corporation  had  derived  from  the  sale  of  its 
securities  to  Insuranshares  Corporation  of  Delaware,  were  disbursed 
by  Insurance  Equities  Corporation  by  May  10,  1932.  J.  A.  Sisto  & 
Company  received  $40,000  in  partial  repayment  of  its  $70,000  loan 


'"^  Id.,  at  1555-7.     After  hearing  the  resolution  to  make  the  purchase,   Mr.   Taylor  re- 
marked to  Mr.  Twombly,  "that  sounds  like  an  upstream  investment"    (ibid.). 
™3ld.,  at  544,   1555-7. 
'»<'Id.,   at  334. 
■^0=  Public  Examination,  General  Investment  Corporation,  at  15046-7. 
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to  Insurance  Equities  Corporation ;  $50,000  was  paid  to  Frederic  P. 
Kobert,  of  E.  A.  Pierce  &  Company,  for  his  services  as  a  "finder"  of 
Insuranshares  Corporation  of  Delaware  for  Insurance  Equities  Cor- 
poration; Menken,  Ferguson  and  Hill  received  $15,000  for  legal 
services;  Sherman  and  Goldring  received  $10,000  for  legal  services; 
$17,000  was  advanced  to  Frank  Cohen  ostensibly  for  the  delivery  of 
further  shares  of  the  stock  of  Lloyds  Casualty  Company  of  New 
York  and  of  Detroit  Fidelity  and  Surety  Company;  $2,500  was  ad- 
vanced to  Franklin  Berwin,  a  member  of  the  Cohen  group;  $7,500 
was  advanced  to  Lloyds  Casualty  Company  of  New  York;  the  re- 
mainder of  the  funds  were  used  to  purchase  various  other  securities. 
At  May  10,  1932  Insurance  Equities  Corporation  had  a  cash  balance 
of  about  $1,500.^0*5 

At  the  insistence  of  Mr.  Twombly,  the  Cohen  group  promised  to 
substitute  for  the  securities  of  Insurance  Equities  Corporation,  at 
some  later  date,  the  stock  of  Lloyds  Insurance  Company  of  America, 
a  company  which  the  group  intended  to  form  as  a  consolidation  of 
Lloyds  Casualty  Company,  Detroit  Fidelity  and  Surety  Company, 
and  other  casualty  insurance  companies. ^"'^  However,  on  June  10, 
1932,  there  were  removed  from  the  portfolio  of  Insuranshares  Cor- 
poration of  Delaware  2,880  shares  of  the  preferred  and  2,310  shares 
of  the  common  stock  of  Insurance  Equities  Corporation  in  exchange 
for  96,077  shares  of  the  capital  stock  of  Insuranshares  Certificates, 
Inc.,  held  by  Insuranshares  &  General  Management  Company.^"^  The 
blocks  of  Insurance  Equities  Corporation  stock  involved  in  the  "in- 
tercompany" exchange  had  cost  Insuranshares  Corporation  of  Dela- 
ware $288,231.^0^  The  Insuranshares  Certificates,  Inc.,  stock  received 
by  Insuranshares  Corporation  of  Delaware  for  the  stock  of  Insurance 
Equities  Corporation  had  a  market  value  $96,077  ^^°  less  than  th0 
cost  of  the  stock  of  Insurance  Equities  Corporation.  In  other  words, 
the  exchange  resulted  in  a  loss  to  Insuranshares  Corporation  of  Dela- 
ware of  approximately  $96,077.  Subsequently,  however.  Insurance 
Equities  Corporation  removed  these  and  other  shares  of  Insuran- 
shares Certificates,  Inc.,  from  the  portfolio  of  Insuranshares  Cor- 
poration of  Delaware  as  part  of  a  series  of  transactions  by  which 
various  securities  ^"  held  by  Insuranshares  Corporation  of  Delaware 
were  delivered  to  Insurance  Equities  Corporation  in  exchange  for 
common  stock  of  Insuranshares  Corporation  of  Delaware  itself. 
These  transactions  will  be  described  in  detail  later. 

On  December  31,  1933,  the  date  when  the  Cohen  group  control  of 
Insuranshares  Corporation  of  Delaware  terminated,  that  company 
still  had  in  its  portfolio  2,777  shares  of  the  preferred  stock  and  9,442 
shares  of  the  common  stock  of  Insurance  Equities  Corporation.^^^ 


'08  Op.  cit.  supra,  note  568,  at  544,  816. 

707  Mr.  Twombly  testified  : 

*  *  *  we  eventually  obtained  an  agreement,  a  gentlemen's  agreement  by  the 
controlling  parties  that  they  would  eliminate  Insurance  Equities  stock  from  the  port- 
folio and  substitute  the  stock  of  a  new  company  to  be  formed,  called  Lloyds  Casualty 
Company  of  America   (id.,  at  309). 

708  Id.,  Exhibit  No.  138. 

'»» Id.,  at  889,  1687  (testimony  of  Julius  H.  Barnes). 

■"»  Ibid. 

■"i  These  securities  removed  from  the  portfolio  of  Insuranshares  Corporation  of  Delaware 
in  exchange  for  its  own  stock  included  43  shares  of  the  preferred  and  1,248  shares  of  the 
common  stock  of  Insurance  Equities  Corporation  itself. 

■'^  Moody's  Manual  of  Investments^  Banks,  etc.,  1934,  p.  2699. 
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These  remaining  shares  of  the  stock  of  Insurance  Equities  Corpora- 
tion had  cost  Insuranshares  Corporation  of  Delaware  $278,644.  On 
February  13,  1934,  Insurance  Equities  Corporation,  which  was  then 
insolvent,  was  placed  in  receivership.'^^^  The  securities  of  Insurance 
Equities  Corporation  then  held  by  Insuranshares  Corporation  of 
Delaware  thus  became  worthless.''^'^ 

From  the  moment  it  had  acquired  control  of  Insuranshares  Cor- 
poration of  Delaware,  Insurance  Equities  Corporation  began  to 
liquidate  the  portfolio  of  Insuranshares  Corporation  in  order  to  pro- 
vide cash  for  further  payments  on  its  purchase  obligation  to  the 
United  Founders  Corporation  group  of  investment  companies  and 
to  provide  funds  to  be  invested  by  Insuranshares  Corporation  of 
Delaware  in  furtherance  of  Mr.  Cohen's  plan  for  the  consolidation 
and  merger  of  various  insurance  companies."^  Between  April  1932 
and  December  1933,  when  the  Cohen  group  lost  control  of  Insuran- 
shares Corporation  of  Delaware,  that  company  sold  nearly  its  entire 
portfolio  of  securities  for  proceeds  of  approximately  $4,500,000  in 
cash.'"  Based  on  the  cost  of  the  securities  sold,  Insuranshares  Cor- 
poration of  Delaware,  as  a  result  of  the  liquidation  of  its  portfolio, 
suffered  a  realized  loss  of  approximately  $11,800,000.'"  The  funds 
realized  by  the  sale  of  the  company's  portfolio  were  nearly  all  rein- 
vested in  the  stocks  of  insurance  companies  acquired  from  or  through 
Insurance  Equities  Corporation  at  prices  in  excess  of  the  market 
prices  of  the  securities  or  in  companies  in  which  Frank  Cohen  was 
interested. 

In  several  of  these  transactions  Insurance  Equities  Corporation  was 
enabled  to  derive  funds  to  meet  nearly  all  of  the  installment  payments 
due  to  the  United  Founders  Corporation  group  of  investment  com- 
panies on  the  purchase  price  of  control  of  Insuranshares  Corporation 
of  Delaware. 

On  May  31,  1932,  there  was  due  the  United  Founders  Corporation 
group  by  Insurance  Equities  Corporation  an  installment  payment 
of  $550,004.  At  that  date  Insurance  Equities  Corporation  had  a 
cash  balance  in  banks  of  $453."^  Insurance  Equities  Corporation 
failed  to  meet  its  installment  payments  to  United  Founders  Corpo- 
ration group  on  May  31,  1932.  However,  as  a  result  of  a  series  of 
transactions  between  Insuranshares  Corporation  of  Delaware,  Insur- 
ance Equities  Corporation  and  two  insurance  companies  under  the 
control  of  Insurance  Equities  Corporation,  the  latter  company,  bv 
June  10,  1932,  derived  $306,000  which  it  paid  over  to  the  United 
Founders  Corporation  group  in  partial  satisfaction  of  the  $550,004 
due  them  on  May  31,  1932. 

Prior  to  May  31,  1932,  Insurance  Equities  Corporation  had  bor- 
rowed $500,000  ^"  from  the  National  City  Bank  of  New  York  and 
had  purchased  at  a  price  of  $5  a  share  all  of  the  outstanding  100,000 
shares  of  capital  stock  of  Constitution  Indemnity  Company  of  Phila- 


'w  Id.,  1935,  p.  1597. 

"*  As  at  December  31,  1933,  Insuranshares  Corporation  of  Delaware  had  written  its  in- 
vestment in  the  stock  of  Insurance  Equities  Corporation  down  to  $1    (ibid.). 
"=  See  supra,  pp.  1197-99. 

'18  Op.  cit.  supra,  note  650,  Commission's  Exhibit  No.  99. 
w  Ibid. 

•^8  Op.  cit.  supra,  note  568,  at  832-3. 
™Id.,  at  1695. 
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delphia."°  Insurance  Equities  Corporation  had  transferred  45,000 
shares  of  the  stock  of  Constitution  Indemnity  Company  to  Lloyds 
Casualty  Company  of  New  York  for  $225,000/-i 

However,  on  June  6,  1932,  Insuranshares  Corporation  of  Delaware 
acquired,  by  purchase  from  Insurance  Equities  Corporation,  45,000 
shares  of  the  stock  of  Constitution  Indemnity  Company  at  a  price 
of  $225,000  plus  a  "loading  charge"  '^~  of  $22,500  or^a  total  price  of 
$247,500.^-3 

Edward  B.  Twombly,  C.  Parker  Kuhn,  and  Edgar  Boles,  the 
minority  directors  of  Insuranshares  Corporation  of  Delaware,  ob- 
jected to  the  purchase  by  the  company  of  the  45,000  shares  of  the 
stock  of  Constitution  Indemnity  Company  on  the  ground  that,  as 
Mr.  Barnes  testified,  "they  had  grave  doubts  as  to  the  value  of  the 
stock  to  be  purchased."  ^^* 

At  the  same  time  that  Insurance  Equities  Corporation  derived 
$247,500  from  the  sale  of  the  stock  of  Constitution  Indemnity  Com- 
pany to  Insuranshares  Corporation  of  Delaware,  Insurance  Equities 
Corporation  sold  to  Constitution  Indemnity  Company,  which  it  con- 
trolled, 57,000  shares  of  the  common  stock  of  Insuranshares  Corpo- 
ration of  Delaware  at  $8.75  a  share  or  a  total  price  of  $498,750.  This 
price,  paid  by  Constitution  Indemnity  Company,  was  approximately 
$235,000  in  excess  of  the  then  market  price  of  the  stock  of  Insuran- 
shares Corporation  of  Delaware.^^^ 

From  these  transactions  with  its  controlled  companies.  Insurance 
Equities  Corporation  derived  a  total  of  $746',250,  Of  these  funds, 
$306,000  was  paid  to  the  United  Founders  Corporation  group  in  par- 
tial satisfaction  of  the  installment  payment  of  $550,004  which  had 


■^  Ibid.  The  stock  of  Constitution  Indemnity  Company  had  been  acquired  from  the 
Fire  Association  of  Philadelphia  (id.,  at  1140).  Prank  Cohen,  Percy  H.  Biglin.  Franklin 
Berwin  and  Carl  Sherman  became  directors  of  Constitution  Indemnity  Company  (id.,  at 
831-2).  In  addition,  Esmond  P.  O'Brien,  a  representative  of  the  Cohen  group  on  the 
directorate  of  Insuranshares  Corporation  of  Delaware,  also  became  a  director  of  Consti- 
tution Indemnity  Company   (ibid.). 

'aid.,  at  1141.  The  remaining  55,000  shares  of  the  stock  of  Constitution  Indemnity 
Company  plus  25,000  shares  of  the  stock  of  Lloyds  Casualty  Company  bad  been  deposited 
with  the  National  City  Bank  as  security  for  the  loan  which  it  had  made  to  Insurance 
Equities  Corporation  to  enable  it  to  purchase  the  stock  of  Constitution  Indemnity  Com- 
pany (id.,  at  1695). 

■^23  Id.,  at  1076.  Mr.  Barnes  testified  that  this  and  other  "loading  charges"  required  of 
Insuranshares  Corporation  of  Delaware  in  connection  with  the  purchase  of  securities  from 
Insurance  Equities  Corporation  were  fixed  at  10%  of  the  cost  of  the  securities  sold  to  In- 
surance Equities  Corporation  and  were  intended  to  defray  the  expenses  of  Insurance 
Equities  Corporation  attendant  on  its  investigation  of  insurance  companies  over  which  it 
was  seeking  control  (id.,  at  1658).  A  total  of  $182,727  was  ultimately  derived  by 
Insurance  Equities  Corporation  as  "loading  charges"  on  securities  sold  to  Insuranshares 
Corporation  of  Delaware  (id.,  at  1076).  However,  the  total  expenses  of  Insurance  Equities 
Corporation,  from  May  1932  to  October  1933,  did  not  exceed  $117,000  (id.,  at  1081  and 
1089). 

■^Id.,  at  822-8. 

"*  Id.,  at  1670.  For  the  year  1930,  the  combined  loss  on  underwritings  and  investments 
suffered  by  Constitution  Indemnity  Company  was  $1,071,403 ;  in  1931  Such  loss  totaled 
$889,518.  The  company's  ratio  of  losses  to  premiums  earned  for  1930  was  72.17%.  For 
1931  the  ratio  was  68.55%.  The  company  had  paid  no  dividends  after  July  1,  1930 
(Moody's  Manual  of  Investments.  Banks,  etc.,  1932,  p.  1908). 

'25  Op.  cit.  supra,  note  568,  at  827-9.  The  highest  market  price  for  the  common  stock  of 
Insuranshai'C's  Corporation  of  Delaware,  in  June  1932,  was  $4.63  a  share,  or  a  total  market 
price  of  $264,000  for  the  57,000  shares  of  such  stock  acquired  by  Constitution  Indemnity 
Company. 
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been  payable  on  May  31,  1932,  to  the  United  Founders  Corporation 
group  by  Insurance  Equities  Corporation.  The  Founders  companies, 
on  the  receipt  of  this  payment,  released  34,000  shares  of  the  stock  of 
Insuranshares  Corporation  of  Delaware  to  Insurance  Equities  Cor- 
poration/-^ These  shares  of  the  stock  of  Insuranshares  Corporation 
of  Delaware,  together  with  23,000  additional  shares  of  such  stock 
which  Insurance  Equities  Corporation  had  purchased  from  Allied 
General  Corporation  at  $4.75  ^^'  a  share,  or  a  total  price  of  $119,250, 
were  delivered  to  Constitution  Indemnity  Company  by  Insurance 
Equities  Corporation. 

Finally,  Insurance  Equities  Corporation  paid  $225,000  to  Lloyds 
Casualty  Company  of  New  York  and  received  45,000  shares  of  the 
stock  of  Constitution  Indemnity  Company,  which  were  delivered 
by  Insurance  Equities  Corporation  to  Insuranshares  Corporation  of 
Delaware.  It  will  be  recalled  that  Insuranshares  Corporation  of 
Delaware  had  agreed  to  pay  and  had  paid  $247,500  for  these  shares. 

On  November  4,  1932,  the  Cohen  group  effected  a  consolidation  ^^s 
of  Lloyds  Casualty  Company  of  New  York,  Detroit  Fidelity  and 
Surety  Company,  and  Constitution  Indemnity  Company,  all  of  which 
had  suffered  large  losses  on  their  underwritings  and  investments  in 
1930  and  1931.^-^  Under  the  terms  of  the  merger,  Insuranshares  Cor- 
poration of  Delaware  acquired  18,000  shares  of  the  new  company, 
Lloyds  Insurance  Company  of  America,  in  exchange  for  its  holdings 
of  45,000  shares  of  the  stock  of  Constitution  Indemnity  Company.'^^° 

The  consolidated  company,  Lloyds  Insurance  Company  of  America, 
did  not  fare  well.  On  August  4,  1933,  within  eight  months  after  the 
formation  of  the  company,  the  Insurance  Department  of  the  State 
of  New  York  placed  Lloyds  Insurance  Company  of  America  in  liqui- 
dation.'^^^    As  a  consequence,  Insuranshares  Corporation  of  Delaware 


'^'Id.,  at  827-9. 

'27  Ibid.  In  June  1932,  Allied  General  Corporation,  which  under  its  former  name  of  In- 
suranshares Corporation  of  New  York  had  distributed  the  stock  of  Insuranshares  Corpora- 
tion of  Delaware  to  the  public  in  1929  (see  supra),  had  agreed  to  sell  43,000  shares  of  the 
common  stock  of  Insuranshares  Corporation  of  Delaware  to  Insurance  Equities  Corporation. 
Insurance  Equities  Corporation  was  to  purchase  these  shares  on  an  installment  plan  of 
payments  (id.,  at  359  and  op.  cit.  supra,  note  640,  at  5284). 

''^^  Moody's  Manual  of  Investments,  Banks,  etc.,  1933,  p.  2345.  Insurance  Equities  Cor- 
poration, it  will  be  recalled,  held  substantial  blocks  of  the  stocks  of  Lloyds  Casualty  Com- 
pany and  of  Detroit  Fidelity  and  Surety  Company.  See  note  623,  supra.  Three  of  the  five 
voting  trustees  of  the  stocks  of  Lloyds  Casualty  Company  of  New  York  and  Detroit  Fidelity 
and  Surety  Company  were  members  of  the  Cohen  group  (op.  cit.  supra,  note  568,  at 
1342-3). 

"9  See  notes  577  and  724,  supra.  In  a  letter  (op.  cit.  supra,  note  568,  Exhibit  No.  193-A) 
written  to  Mr.  Barnes  by  Edward  S.  Goodwin,  one  of  the  founders  of  Insuranshares  Corpo- 
ration of  Delaware,  and  a  reputed  authority  in  insurance  company  stocks  (id.,  at  91),  Mr. 
Goodwin   stated : 

In  the  first  place,  you  and  your  associates  must  know  that  the  operating  results  of 
the  Detroit  Fidelity  and  Surety  Company  and  the  Lloyds  Casualty  Company  during 
1931  were  very  unfavorable,  and  a  very  large  aggregate  loss  was  sustained.  The  surplus 
accounts  of  both  companies  have  been  greatly  depleted.  Both  are  stocks  which  were 
eliminated  from  our  [Insuranshares  Coi-poration  of  Delaware]  portfolio  when  the  turn 
for  the  worse  in  their  affairs  became  apparent.  This  was  done  some  time  ago,  and 
since  then  matters  have  gone  from  bad  to  worse,  and  it  is  difficult  to  see  how  anyone 
could  recommend  these  stocks  at  the  present  time  as  proper  purchases  for  the  port- 
folio of  the  investment  company. 

'=oid.,  at  829. 
■''I  Id.,    at   832. 

15337.3 — 41 — pt.  .3 28 
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suffered  a  loss  of  $247,500,  its  entire  investment  in  the  stock  of  Lloyds 
Insurance  Company  of  AmericaJ^^ 

On  July  3,  1932,  the  oblip^ation  of  Insurance  Equities  Corporation 
to  purchase  64,497  shares  of  the  stock  of  Insuranshares  Certificates, 
Inc.  at  $3.25  a  share  from  the  United  Founders  Corporation  group, 
matured.  On  June  30,  1932,  the  Cohen  controlled  investment  com- 
mittee ^^^  of  Insuranshares  Corporation  of  Delaware  agreed  to  pur- 
chase 64,497  shares  of  the  stock  of  Insuranshares  Certificates,  Inc. 
from  Insurance  Equities  Corporation  at  a  price  of  $3,25  a  share, 
although  the  market  price  of  such  stock  was  $1.50  a  share.^^* 

Early  in  July  1932,  Insuranshares  Corporation  of  Delaware  ten- 
dered its  own  check  to  the  United  Founders  Corporation  group  in 
payment  for  the  64,497  shares  of  the  stock  of  Insuranshares  Certifi- 
cates, Inc.  The  United  Founders  Corporation  group,  on  the  advice  of 
counsel,^^^  refused  to  accept  the  check  of  Insuranshares  Corporation 
of  Delaware  in  a  performance  of  the  obligation  of  Insurance  Equities 
Corporation.  Thereafter,  Insuranshares  Corporation  of  Delaware 
paid  to  Insurance  Equities  Corporation  $209,615.25  for  the  64,497 
shares  of  the  stock  of  Insuranshares  Certificates,  Inc.,  and  Insurance 
Equities  Corporation  by  its  own  check  paid  this  sum  over  to  the 
United  Founders  Corporation  group  in  satisfaction  of  its  obligation 
to  purchase  such  shares  from  the  United  Founders  Corporation 
group.''^^  As  a  result,  Insuranshares  Corporation  of  Delaware  had 
acquired  64,497  shares  of  the  stock  of  Insuranshares  Certificates,  Inc., 
at  a  cost  of  $209,615.25  when  the  market  value  of  such  stock  was 
$96,745.40.  In  other  words,  Insuranshares  Corporation  of  Delaware 
incurred  an  excessive  cost  of  $112,869.85  as  a  result  of  the  transaction. 
Furthermore,  Insurance  Equities  Corporation,  as  will  be  described 
later,  removed  the  shares  of  Insuranshares  Certificates,  Inc.,  from  the 
portfolio  of  Insuranshares  Corporation  of  Delaware  by  exchanging 
for  such  stock  the  common  stock  of  Insuranshares  Corporation  of 
Delaware  itself. 

Meanwhile,  on  June  6,  1932,  Edward  B.  Twombly  and  C.  Parker 
Kuhn,  two  of  the  minority  directors  of  Insuranshares  Corporation  of 
Delaware,  met  Mr.  Seagrave,  Mr.  Devendorf,  and  Mr.  Taylor  of  the 
United  Founders  Corporation  group  of  companies  in  the  office  of  Mr. 
Seagrave.  At  this  meeting,  Mr.  Twombly  charged  that  the  United 
Founders  Corporation  group  had  been  aware  of  the  fact  that  Insur- 
ance Equities  Corporation  had  sold  its  own  stock  to  Insuranshares 
Corporation  of  Delaware  in  order  to  derive  funds  to  make  the  down 


''^  At  December  31,  1933,  Insuranshares  Corporation  of  Delaware  valued  its  holdings  of 
18,000  shares  of  the  stock  of  Lloyds  Insurance  Company  of  America  at  one  dollar  {Moody's 
Manual  of  Investments,  BanTcs,  etc.,  1935,  p.  1597). 

■''^'Mr.  Barnes  testified  that  after  the  objection  of  the  minority  directors  of  Insuranshares 
Corporation  of  Delaware  to  the  purchase  of  the  stock  of  Constitution  Indemnity  Company, 
all  transactions  of  Insuranshares  Corporation  of  Delaware  with  Insurance  Equities  Corpo 
ration  were  approved  by  the  investment  committee  of  the  company  which  reported  them  to 
the  hoard  of  directors  as  "accomplished  facts"  (op.  cit.  supra,  note  568,  at  1670).  Mr. 
Barnes  also  testified  that  meetings  of  the  investment  committee  were  so  arranged  that 
Hobart  B.  Brown,  the  minority  member  of  the  committee,  "never  quite  got  to  the  meetings 
until  they  were  over"  (id.,  at  1671).  Mr.  Twombly  protested  several  times  t^^at  control 
over  the  purchase  of  securities  by  Insuranshares  Corporation  of  Delaware  should  remain 
in  the  company's  board  of  directors  and  not  in  its  investment  committee    (id.,   at   381). 

■^3*  Id.,  at  896  and  Commission's  Exhibit  No.  140. 

••^lA.,  at  1561. 

"8  Id.,  at  892. 
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payment  due  the  United  Founders  Corporation  group  of  investment 
companies  for  control  of  Insuranshares  Corporation  of  Delaware. 
Mr.  Twombly  testified :  ^^^ 

"The  demand  was  made  that  United  Founders  refund  the  money 
and  undo  the  transaction.  We  said  we  believed  that  the  transaction 
was  an  improper  transaction  and  could  be  upset  by  proper  legal 
action  and  we  threatened  legal  action  at  that  time," 

Mr.  Twombly  further  testified  ^^^  that  in  reply  to  his  charge  and 
his  demand  that  the  United  Founders  Corporation  group  "undo  the 
transaction,"  the  statement  was  made  by  Mr.  Seagrave  that  "the 
[United  Founders  Corporation]  companies  had  been  without  knowl- 
edge of  the  purposes  of  the  new  management  in  respect  of  this  in- 
vestment [by  Insuranshares  Corporation  of  Delaware  in  the  stock  of 
Insurance  Equities  Corporation],  that  they  assumed  no  responsibility 
for  it,  the  sale  had  been  a  bona  fide  one,  and  good  afternoon  gentle- 
men    *     *     *.""9 

However,  after  this  meeting  Mr.  Devendorf  went  to  see  Mr.  Men- 
ken, who  was  counsel  for  Insurance  Equities  Corporation.  Mr. 
Menken  informed  Mr.  Devendorf  that  he  thought  the  purchase  by 
Insuranshares  Corporation  of  Delaware  of  the  stock  of  Insurance 
Equities  Corporation  was  a  legally  sound  transaction. ^*°  Mr.  Sea- 
grave  later  was  informed  that  the  Cohen  group  had  consented  to  sub- 
stitute other  securities  for  the  securities  of  Insurance  Equities  Cor- 
poration in  the  portfolio  of  Insuranshares  Corporation  of  Delaware. 

However,  the  officials  of  the  United  Founders  Corporation  group 
of  investment  companies  never  took  any  steps  to  ascertain  whether  or 
not  the  substitution  had  been  made.     Mr.  Seagrave  testified :  ^*^ 

Q.  In  July,  August,  September,  October,  November  and  December  of  1932, 
did  you  find  out  whether  or  not  that  transaction  [the  purchase  of  the  stock 
of  Insurance  Equities  Corporation  of  Delaware]  had  been  rescinded? 

A.  No,  because  every  one  of  the  men  who  complained  remained  on  that  board 
and  throughout  that  period  there  was  no  further  complaint. 

Q.  Did  you  find  out  whether  or  not  the  transaction  had  been  rescinded? 

A.  No,  I  did  not. 

Q.  Were  you  ever  told  that  that  transaction  had  ever  been  rescinded? 

A.  I  don't  believe  I  was  told  that  it  actually  had  been  done. 

At  this  time,  June  1932,  Insurance  Equities  Corporation  had  only 
paid  $306,000  of  its  $550,004  obligation  to  the  United  Founders  Cor- 
poration group,  which  had  matured  on  May  31, 1932.  Insurance  Equi- 
ties Corporation  was  also  obligated  to  pay  United  Founders  Corpora- 
tion group  on  July  31,  1932,  the  final  installment  of  $819,297  on  the 
purchase  price  for  control  of  Insuranshares  Corporation  of  Delaware. 
In  June  1932,  Insurance  Equities  Corporation  informed  the  United 
Founders  Corporation  group  that  it  would  not  be  able  to  meet  the 
payment  due  them  on  July  31,  1932,  and  requested  an  extension  of 
time  to  pay  its  total  indebtedness^*^ 

"^Id.,  at  313-4. 
'«Id.,  at  334. 

"0  Mr.   Seagrave  testified  that  he  told  Mr.  Twombly  "to   sue  all  he  wanted  to.     I  was 
very  much  annoyed  and  I  said  it  very  emphatically"  (id.,  at  1398K 
'«  Id.,  at  742,  1399. 
"iJd.,  at  1477-8. 
'<2ld.,  at  1406-7. 
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In  this  situation,  the  United  Founders  Corporation  group  of  invest- 
ment companies,  for  the  first  time,  demanded  a  financial  statement  of 
Insurance  Equities  Corporation,  and  on  June  21,  1932,  Insurance 
Equities  Corporation  submitted  to  the  United  Founders  Corporation 
group  an  uncertified  financial  statement  of  its  affairs  as  of  May  31, 
1932/^^  The  United  Founders  Corporation  group  did  not  insist  on 
a  balance  sheet  of  Insurance  Equities  Corporation  certified  by  inde- 
pendent public  accounts.^**  The  uncertified  statement  set  forth 
the  assets  of  Insurance  Equities  Corporation  as  having  a  value  of 
$6,341,000.  However,  this  valuation  represented  the  cost  of  the  se- 
curities listed  as  owned  by  Insurance  Equities  Corporation. ^^^  More- 
over, the  securities  listed,  for  the  most  part,  represented  securities 
which  Insurance  Equities  Corporation  had  agreed  to  purchase  but 
had  not  yet  acquired.^*^  The  unpaid  purchase  prices  which  Insur- 
ance Equities  Corporation  was  obligated  to  pay  for  such  securities 
were  carried  as  liabilities.  The  total  liabilities  of  Insurance  Equities 
Corporation  were  listed  at  $3,787,000.  However,  the  securities  listed 
by  Insurance  Equities  Corporation  as  assets  at  a  cost  of  $6,341,000  had 
an  actual  market  value,  in  June  1932,  of  approximately  $2,937,628,^*^ 
so  that,  based  on  the  market  value  of  its  assets.  Insurance  Equities 
Corporation  with  listed  liabilities  of  $3,787,000  was  then  actually 
insolvent.^*^ 

Furthermore,  Mr.  Barnes  testified  that,  during  the  course  of  his 
negotiations  with  Mr.  Seagrave  to  obtain  for  Insurance  Equities  Cor- 
poration an  extension  of  time  for  the  payment  of  its  indebtedness  to 
the  United  Founders  Corporation  companies,  he  had  informed  Mr. 
Seagrave  that  it  would  be  "suicidal"  for  Insurance  Equities  Corpora- 
tion to  dispose  of  its  portfolio  in  the  market  to  derive  funds :  ^^^ 

Q.  And  isn't  it  correct,  Mr.  Barnes,  that  in  tliese  discussions  that  you  had 
with  Mr.  Seagrave,  you  frankly  expressed  yourself  and  that  he  agreed  with  yoii 
that  it  would  be  suicidal,  to  use  your  phrase,  to  have  Insurance  Equities  Cor- 
poration attempt  to  simply  sell  in  the  market  such  securities  as  it  had? 

A.  In  the  manner  you  describe  of  telling  a  broker  to  sell  it  in  the  market, 
yes,  it  would  have  been  suicidal. 

Mr.  Seagrave,  himself,  testified  that  during  his  discussions  with 
Mr.  Barnes,  it  became  obvious  to  him  that  the  Cohen  group  did  not 


'«Id.,  at  1450  and  Exhibit  M. 

■^^Id.,  at  1466. 

^«Id.,  at  1446-7. 

746  poj.  example,  the  64,497  shares  of  the  stock  of  Insuranshares  Certificates,  Inc.,  which 
Insurance  Equities  Corporation  was  obligated  to  purchase  from  the  United  Pounders 
Corporation  group  on  July  3,  1932,  and  which  wei-e  later  purchased  by  Insuranshares 
Corporation  of  Delaware  from  Insurance  Equities  Corporation  (see  supra),  were  carried 
on  the  balance  sheet  of  Insurance  Equities  Corporation  at  cost.  Similarly,  100,000  shares 
of  Lloyds  Casualty  Company  were  carried  as  owned  by  Insurance  Equities  Corporation 
when  it  actually  held  only  approximately  22,000  shares  of  the  stock  of  Lloyds  Casualty 
Company  (ibid.). 

■'■'''  Op.  cit.  supra,  note  568,  Exhibit  192. 

'^'''  Mr.  Seagrave,  however,  contended  that  market  values  were  not  fair  values  in  view 
of  the  then  demoralized  and  depressed  condition  of  securities  markets  (id.,  at  1449).  Mr. 
Seagrave  testified   (id.,  at  1451)  : 

Q.  With  a  company  which  was  owing  $1,500,000  to  American  Founders,  didn't  you 
concern  yourself  with  what  the  realizable  value  of  its  securities  was?  Did  you  or 
didn't  you? 

A.   I  did  not  attempt  to  find  the  market. 
™  Id.,  at  1690. 
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have  the  $5,000,000  of  resources  which  they  had  represented  they 
possessed/^°  However,  Mr.  Barnes  informed  Mr.  Seagrave  that  In- 
surance Equities  Corporation  expected  to  raise  money  to  meet  its 
instalhnent  payments  due  the  United  Founders  Corporation  group  by 
borrowing  $800,000  after  the  formation  of  Lloyds  Insurance  Com- 
pany of  America  as  a  consolidation  of  Constitution  Indemnity  Com- 
pany, Lloyds  Casualty  Company,  and  Detroit  Fidelity  and  Surety 
Company;  by  exchanging  Insuranshares  Corporation  of  Delaware 
stock  for  the  stock  of  two  California  insurance  companies  and 
$400,000  in  cash;  and  finally  by  exchanging  Insuranshares  Cor- 
poration of  Delaware  stock  through  Allied  General  Corporation  for 
the  certificates  of  beneficial  interest  in  various  fixed  trusts.  The 
fixed  trust  certificates  were  to  be  turned  in  for  the  underlying  port- 
folio securities  held  by  the  various  fixed  trusts,  and  the  sale  of  the 
portfolio  securities,  according  to  Mr.  Barnes,  would  bring  to  Insur- 
ance Equities  Corporation  approximately  $350,000.^^^ 

It  will  be  recalled  that  the  contract  for  the  purchase  of  control  of 
Insuranshares  Corporation  of  Delaware  by  Insurance  Equities  Corpo- 
ration provided  that  a  majority  of  the  board  of  directors  of  Insuran- 
shares Corporation  of  Delaware  was  to  be  restored  to  the  United 
Founders  Corporation  group  of  investment  companies  by  Insurance 
Equities  Corporation  if  it  defaulted  on  any  of  its  payments  to  the 
United  Founders  Corporation  group.  However,  despite  Mr.  Twom- 
bly's  charge  that  Insurance  Equities  Corporation  had  used  the  assets 
of  Insuranshares  Corporation  of  Delaware  itself  to  make  payments 
to  the  United  Founders  Corporation  group,  and  Insurance  Equities 
Corporation's  acknowledgement  in  July  1932  of  its  inability  to  meet 
the  installments  due  to  the  United  Founders  Corporation  group  on 
the  purchase  contract,  the  United  Founders  Corporation  group  did 
not  exercise  its  privilege  to  be  restored  to  control  of  Insuranshares 
Corporation  of  Delaware.    Mr.  Seagrave  testified :  ^^- 

Q.  After  these  accusations  of  fraud  that  Mr.  Twombly  had  made  that  the 
Insurance  Equities  people  were  acting  improperly,  after  they  had  defaulted  in 
their  payments  and  after  they  had  told  you  that  they  would  have  to  have 
extensions  of  time  and  after  you  saw  Exhibit  M  [the  uncertified  financial  state- 
ment of  Insurance  Equities  Corporation  as  at  May  31,  1932]  neither  you  nor 
anyone  else  of  American  Founders  ever  made  any  demand  on  Insurance  Equi- 
ties Corporation  to  restore  to  the  control  of  the  corporation  [Insuranshares] 
until  full  payment  had  been  made,  the  nominees  of  American  Founders? 

A.  No,  because  I  had  been  informed  that  these  matters  complained  of  on 
June  6th  had  been  or  were  in  the  process  of  being  corrected. 

Instead,  the  United  Founders  Corporation  group  of  investment 
companies  granted  to  Insurance  Equities  Corporation  an  extension 
of  time  on  the  following  terms :  $63,000  was  to  be  paid  to  the  United 
Founders  Corporation  group  on  August  4,  1932;  the  balance  of 
$1,000,000  then  remaining  due  was  to  be  paid  in  equal  installments 


™Mr.  Seagrave  testified  (id.,  at  1481)  : 

Q.   *      *     *     the     obvious  reason  was  that  these  people  did  not  liave  it  and  could 
not  pay;  isn't  that  the  fact? 
A.  They  told  me  that. 

■^^1  Id.,  at  1405,  1412. 
'»2ld.,  at  1474. 
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of  $250,000  on  September  4,  October  4,  November  4,  and  December  4, 

1932J53 

On  August  4,  1932,  Insurance  Equities  Corporation  paid  $63,000  to 
the  United  Founders  Corporation  group  and  was  thereby  permitted  to 
remain  m  control  of  Insuranshares  Corporation  of  Delaware.^^* 
Thereafter,  Insurance  Equities  Corporation  continued  to  use  the  assets 
of  Insuranshares  Corporation  of  Delaware  both  as  a  source  of  funds 
to  meet  its  installment  obligations  to  the  United  Founders  Corpora- 
tion group  of  investment  companies  and  for  the  consummation  of 
Mr.  Cohen's  program  for  the  consolidation  of  insurance  companies. 

After  the  passage  of  control  of  Insuranshares  Corporation  of  Dela- 
ware to  Insurance  Equities  Corporation,  Frank  Cohen  and  Albert 
Greenfield,  a  Philadelphia  banker,  agreed  to  contribute  the  funds  neces- 
sary to  purchase  all  of  the  assets  of  Inter-Southern  Life  Insurance 
Company  which  on  April  16, 1932,  had  been  taken  over  for  liquidation 
by  the  Insurance  Department  of  the  State  of  Kentucky .^^^  Among  the 
principal  assets  of  Inter-Southern  Life  Insurance  Company  were  its 
holdings  of  148,500  shares,  or  approximately  30%,  of  the  stock  of 
Missouri  State  Life  Insurance  Company.^^^ 

On  July  19,  1932,  Mr.  Cohen  and  Mr.  Greenfield  organized  the  Ken- 
tucky Home  Life  Insurance  Company  with  a  capitalization  of  50,000 
shares  of  $10  par  value  stock.^"  Mr.  Greenfield  purchased  37,500 
shares  of  the  new  company's  stock  at  a  price  of  $20  a  share,  or  a  total 
of  $750,000,  and  on  July  29,  1932,  Insuranshares  Corporation  of  Dela- 
ware purchased  from  the  new  company  12,500  shares  of  its  stock  at  a 
total  price  of  $275,000  which  included  a  $25,000  "loading  charge"  paid 
to  Insurance  Equities  Corporation.^^^ 

On  August  4,  1932,  the  new  company,  Kentucky  Home  Life  Insur- 
ance Company,  purchased  all  the  assets  of  Inter-Southern  Life  Insur- 
ance Company.^^^ 

The  plan  of  the  Cohen  group  was  eventually  to  merge  the  Kentucky 
Home  Life  Insurance  Company  with  the  Jefferson  Standard  Life  In- 
surance Company  and  to  use  Missouri  State  Life  Insurance  Company 
as  the  nucleus  for  a  merger  of  various  life  insurance  companies  doing 
business  in  the  Southwest.^^* 

Subsequently,  Insurance  Equities  Corporation,  with  $1,000,000  bor- 
rowed from  The  Continental  Bank  &  Trust  Company  of  New  York,'''*'^ 
purchased  Mr.  Greenfield's  holdings  of  the  stock  of  Kentucky  Home 
Life  Insurance  Company. 

Thus,  the  Cohen  group  through  its  controlled  companies.  Insurance 
Equities  Corporation  and  Insuranshares  Corporation  of  Delaware, 


™Id.,  at  1406-7,   1640. 

'M  Ibid. 

■'■''=Icl.,  at  1143  and  Moody's  Manual  of  Investments,  Banks,  etc.,  1933,  p.  2163. 

'''^<^  Moody's  Manual  of  Investments,  BanJcs,  etc.,  1933,  pp.  2184  and  2700;  and  op.  cit. 
supra,   note  568,  at  1143. 

'"  Moody's  Manual  of  Investments,  Banks,  etc.,  1933,  p.  2700. 

''"s  Op  cit.  supra,  note  568,  at  909-10,  1143. 

'™  Moody's  Manual  of  Investments,  Banks,  etc.,  1933,  p.  2163. 

■""•  Op.  cit.  supra,  note  568,  at  1148,  1150-1.  As  will  tie  described  later,  Insuranshares 
Corporation  of  Delaware  was  caused  by  Insurance  Equities  Corporation  to  purchase  1,000 
shares,   or  10%,   of  the  stock  of  Jefferson   Standard  Life   Insurance  Company. 

''^  Id.,  at  1160.  The  loan  was  secured  hy  26,000  shares  or  57%  of  the  stock  of  Kentucky 
Home  Life  Insurance  Company,  28,000  shares  of  the  stock  of  Insuranshares  Corporation  of 
Delaware,  and  "$500,000  Avorth"  of  the  stock  of  Lloyds  Casualty  Company  of  New  York 
(id.,  at  1152). 
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acquired  substantially  all  of  the  stock  of  Kentucky  Home  Life  Insur- 
ance Company,'*^-  and.  through  their  control  of  Kentucky  Home  Life 
Insurance  Company  '^^^  the  Cohen  group  acquired  a  substantial  influ- 
ence in  the  management  of  Missouri  State  Life  Insurance  Company/^* 
30%  of  the  stock  of  which  was  owned  by  Kentucky  Home  Life  Insur- 
ance Company. 

Without  the  expenditure  of  any  of  their  own  funds  the  Cohen  group 
thus  had  acquired  control  or  a  substantial  influence  in  the  affairs  of 
two  life  insurance  companies  which  had  combined  assets  of  approxi- 
mately $175,000,000  ''^^  and  combined  insurance  written  and  in  force  of 
approximately  $1,216,000,000J6« 

By  December  1933,  Insuranshares  Corporation  of  Delaware  had  ac- 
cumulated 17,160  shares  ^^^  of  the  stock  of  Kentucky  Home  Life  Insur- 
ance Company  at  a  cost  of  $391,500/^^  In  addition,  by  the  same  date 
Insuranshares  Corporation  of  Delaware  had  acquired,  at  a  cost  of 
$143,799.88,  a  total  of  15,770  shares  of  the  stock  of  Missouri  State 
Life  Insurance  Company ,^*^^  a  company  in  which,  as  has  been  indi- 
cated, Kentucky  Home  Life  Insurance  Company  also  had  a  substantial 
interest. 

Meanwhile,  in  June  1933,  the  Cohen  group  had  drawn  a  plan  for 
the  merger  of  Kentucky  Home  Life  Insurance  Company  with  Jeffer- 
son Standard  Life  Insurance  Company  "°  which,  however,  The  Con- 
tinental Bank  &  Trust  Company  of  New  York,  which  held  52%  of  the 
stock  of  Kentucky  Home  Life  Insurance  Company  as  collateral  for 
a  loan  to  Insurance  Equities  Corporation,  refused  to  approve.^^^ 


™2  Mr.  Cohen  testified  that  between  them  Insurance  Equities  Corporation  and  Insuran- 
shares Corporation  of  Delaware  held  49,955  shares  of  the  stock  of  Kentucky  Home  Life 
Insurance  Company   (id.,  at  1144). 

'"^  Julius  H.  Barnes,  Franklin  Berwin,  Carl  Sherman,  and  Frank  Cohen,  all  members  of 
the  Cohen  group,  became  directors  of  Kentucky  Home  Life  Insurance  Company  {Moody's 
Manual  of  Investments,  Banks,  etc.,  1933,  p.  2700). 

'**  Julius  H.  Barnes  became  chairman  of  the  board  of  directors  and  a  voting  trustee  of 
the  stock  of  Missouri  State  Life  Insurance  Company  {Moody's  Manual  of  Investments, 
Banks,  etc.,  1933,  p.  2183-4). 

705  The  total  assets  of  Missouri  State  Life  Insurance  Company  at  the  end  of  1931  had  a 
balance-sheet  value  of  approximately  $155,000,000  and  the  total  assets  of  Kentucky  Home 
Life  Insurance  Company  were  approximately  $20,000,000  (Moody's  Manual  of  Investments, 
Banks,  etc.,  1933,  pp.  2184,  2701). 

™  The  Missouri  State  Life  Insurance  Company  had  at  the  end  of  1931  total  insurance 
written  and  in  force  of  approximately  $1,125,000,000  (id.,  at  2183).  Kentucky  Home  Life 
Insurance  Company  had  at  the  end  of  1932  insurance  written  and  in  force  of  approximately 
$91,000,000,  representing  principally  reinsurance  of  policies  which  had  been  issued  by 
Inter-Southern  Life  Insurance  Company  (id.,  at  2700). 

'•'^  As  has  been  described,  12,500  shares  of  the  stock  were  acquired  from  Kentucky  Home 
Life  Insurance  Company  itself.  The  remaining  4,660  shares  of  the  stock  were  acquired 
from  Insurance  Equities  Corporation  and  other  controlled  companies  in  1933  in  an  exchange 
of  securities.     (See  infra,  pp.  1223-5.) 

"*  Op.  cit.  supra,  note  650,  Commission's  Exhibit  No.  99  ;  Moody's  Manual  of  Investments, 
Banks,  etc.,  p.  1597  ;  and  derived  from  supplementary  information  supplied  the  Commission 
for  Insuranshares  Corporation  of  Delaware. 

'«»  Ibid. 

™By  this  time  Insuranshares  Corporation  of  Delaware  had  been  caused  by  Insurance 
Equities  Corporation  to  purchase  10%  of  the  stock  of  Jefferson  Standard  Life  Insurance 
Company. 

''^Op.  cit.  supra,  note  568,  at  1150.  In  September  1933  The  Continental  Bank  &  Trust 
Company  of  New  York,  which  had  advanced  $1,000,000  to  Insurance  Equities  Corporation 
to  enable  it  to  secure  control  of  Kentucky  Home  Life  Insurance  Company,  on  the  failure 
of  Insurance  Equities  Corporation  to  repay  the  loan,  acquired  the  collateral  for  such  loan, 
which  included  52%  of  the  stock  of  Kentucky  Home  Life  Insurance  Company,  at  a  public 
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Thereafter,  on  August  28,  1933,  Missouri  State  Life  Insurance 
Company  became  insolvent  and  was  taken  over  by  the  Insurance 
Department  of  the  State  of  Missouri."-  E.  B.  McHaney,  who  at 
the  time  was  chief  counsel  for  the  Insurance  Department  of  the 
State  of  Missouri,  testified :  "^ 

A.  The  Superintendent  as  plaintiff  instituted  an  action  under  tlie  law  of 
Missouri  on  the  ground  that  the  company  [Missouri  State  Life  Insurance 
Company]  was  insolvent     *     *     * 

Q.  Had  the  difficulty  with  the  Missouri  State  Life  been  that  in  the  past 
various  individuals  had  obtained  control  of  that  company  and  had  used  the 
company  for  their  own  purposes? 

A.  That  is  true.  The  Missouri  State  Life  had  an  unfortunate  experience  or 
experiences.  Beginning  in  the  '20's  the  stock  of  Missouri  State  Life  had  been 
sold  repeatedly  to  various  interests  and  as  the  result  of  those  interests  abusing 
the  assets,  the  Missouri  State  Life  combined  with  the  financial  depression  at 
the  time  the  suit  was  brought,  the  company  was  impaired  to  the  extent  of  at 
least  twenty-nine  million  dollars. 

As  a  result  of  the  insolvency  of  Missouri  State  Life  Insurance 
Company,  Insuranshares  Corporation  of  Delaware's  investment  of 
$143,799.88  in  the  stock  of  Missouri  State  Life  Insurance  Company 
was  appraised  by  directors  of  Insuranshares  Corporation  of  Dela- 
ware at  $23,655  at  the  end  of  1933."*  An  unrealized  loss  of 
$120,846.88  had  then  been  suffered  by  Insuranshares  Corporation  of 
Delaware  on  this  investment. 

The  insolvency  of  Missouri  State  Life  Insurance  Company  caused 
a  sharp  depreciation  in  the  value  of  the  holdings  of  Insuranshares 
Corporation  of  Delaware  in  the  stock  of  Kentucky  Home  Life  In- 
surance Company,  which  owned  30%  of  the  stock  of  Missouri  State 
Life  Insurance  Company.  As  at  December  31,  1933,  the  17,160  shares 
of  Kentucky  Home  Life  Insurance  Company  which  had  been  ac- 
quired at  a  cost  of  $391,500  were  valued  by  the  directors  of  Insuran- 
shares Corporation  of  Delaware  at  $171,600."^  An  unrealized  loss 
of  $219,900  had  thus  been  suffered  in  this  investment. 

On  September  4,  1932,  Insurance  Equities  Corporation  was  obli- 
gated to  pay  $250,000  to  the  United  Founders  Corporation  group. 
On  August  30,  1932,  Insurance  Equities  Corporation  had  a  bank 
balance  of  only  $1,000.^^*^  However,  on  that  day  Insurance  Equities 
Corporation  had  agreed  to  purchase  6,500  shares,  or  13%,  of  the 
capital  stock  of  Shenandoah  Life  Insurance  Company  at  a  price  of 


auction  of  such  collateral  (id.,  at  1160  and  Moody's  Manual  of  Investments,  Banhs  etc., 
1935,  p.  1597).  Mr.  Cohen  testified  that  at  this  point  the  credit  of  Insurance  Equities 
Corporation  "went  all  to  pieces."  (Op.  cit.  supra,  note  568,  at  1169.)  On  Fehruary  13, 
1934,  Insurance  Equities  Corporation  was  placed  in  the  hands  of  a  receiver  by  the  Chancery 
Court  of  Delaware  (Moody's  Manual  of  Investments,  Banks,  etc.,  1935,  p.  1697). 

"2  Poor's  Fiscal  Volume,  1934,  p.  1784.  On  September  7,  1933,  all  of  the  assets  and  the 
policies  of  Missouri  State  Life  Insurance  Company  were  taken  over  by  General  American 
Life  Insurance  Company  (ibid.),  which  had  been  formed  and  was  controlled  by  The  Equity 
Corporation,  an  investment  company  of  the  general-management  type  (Public  Examination, 
The  Equity  Corporation,  at  7987,  et  seq.) 

'"  Id.,  at  7990-1. 

'"^Moody's  Manual  of  Investments.  Banks,  etc.,  1934,  p.  2699. 

"5  Ibid. 

""  Op.  cit.  supra,  note  568,  at  922. 
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$42  a  share."'  Insurance  Equities  Corporation  was  to  pay  $142,671 
in  cash  for  this  stock  and  to  deliver  its  note  for  $121,000  for  the 
balance  of  the  purchase  price."^  On  the  same  day  Insurance  Equi- 
ties Corporation  sold  these  6,500  shares  of  the  stock  of  Shenandoah 
Life  Insurance  Company  to  Insuranshares  Corporation  of  Delaware 
for  a  total  price  of  $301,500,"^  or  a  per  share  price  of  $46.  The 
highest  market  price  of  the  stock  of  Shenandoah  Life  Insurance 
Company  on  the  Kichmond  Stock  Exchange  during  the  year  1932 
was  $30  a  share;  the  low  was  $15.'8o  The  payment  of  $301,500  made 
to  Insurance  Equities  Corporation  for  this  stock  was  therefor© 
$104,000  in  excess  of  its  maximum  market  price  for  the  year  1932. 

Of  the  $301,500  so  obtained  by  Insurance  Equities  Corporation, 
$142,671  was  paid  by  it  to  the  sellers  of  the  stock  of  Shenandoah 
Life  Insurance  Company  and  $28,500  was  paid  as  a  commission  to 
one  David  Baird.^^^  The  remaining  $130,329,  plus  an  additional 
$120,000  which  Insurance  Equities  Corporation  had  borrowed,  was 
paid  over  to  the  United  Founders  Corporation  group  on  September 
1,  1932.^^-  In  this  manner,  Insurance  Equities  Corporation  met  its 
installment  payment  of  $250,000  due  to  the  United  Founders  Cor- 
poration group  on  that  date.  To  meet  this  payment  Insurance 
Equities  Corporation  had  used  $130,000  of  the  assets  of  Insuranshares 
Corporation  of  Delaware.  Furthermore,  by  the  use  of  the  funds  of 
Insuranshares  Corporation  of  Delaware  and  without  the  expenditure 
of  their  own  funds,  the  Cohen  group  had  acquired  a  position  of 
influence  in  Shenandoah  Life  Insurance  Company,  which  at  the  end 
of  1932  had  total  assets  of  approximately  $7,000,000  and  insurance 
written  and  in  force  of  approximately  $127,000,000.^^^ 

On  October  4,  1932,  another  installment  payment  of  $250,000  was 
due  by  Insurance  Equities  Corporation  to  the  United  Founders  Cor- 
poration group.  On  that  day  Insurance  Equities  Corporation  had 
available  cash  of  only  $3,000.^**  On  that  day,  however,  Insuranshares 
Corporation  of  Delaware  paid  over  $250,000  to  Insurance  Equities 
Corporation  against  the  future  delivery  of  16,363  shares  of  the  stock 
of  Philadelphia  Life  Insurance  Company."^  On  the  same  day  In- 
surance Equities  Corporation  paid  to  the  United  Founders  Corpora- 


"'  Id.,  at  918  and  Exhibit  162.  The  sellers  were  Shenandoah  Holding  Corporation  and 
Foundation  Finance  Corporation,  two  Virginia  corporations   (ibid.). 

"8  Id.,  at  1295.  The  note  given  by  Insurance  Equities  Corporation  to  the  sellers  of  the 
Shenandoah  Life  Insurance  Company  stock  was  never  paid  by  Insurance  Equities  Corpora- 
tion (ibid.). 

™  Id.,  at  918. 

''^Moody's  Manual  of  Investments,  Banks,  etc.,  1933,  p.  2175. 

''^  Op.  cit.  supra,  note  568,  at  918,  and  Commission's  Exhibit  No.  163. 

TS2  Id.,  at  918  and  923.  The  $120,000  of  loans  were  obtained  from  The  Continental  Bank 
&  Trust  Company  of  New  York  and  from  William  Morris  and  Co.  of  Philadelphia  (id.,  at 
923). 

^^3  Julius  H.  Barnes  became  chairman  of  the  board  of  directors  and  Frank  Cohen  and 
Franklin  Berwin,  other  members  of  the  Cohen  group,  became  directors  of  Shenandoah  Life 
Insurance  Company  {Moody's  Manual  of  Investments,  Banks,  etc.,  1933,  p.  2175). 

™  Op.  cit.  supra,  note  568,  at  837. 

''"s  Id.,  at  839.  The  transaction  was  set  up  as  a  loan  by  Insuranshares  Corporation  of 
Delaware  to  Insurance  Equities  Corporation  and,  pending  the  delivery  of  the  stock  of  Phila- 
delphia Life  Insurance  Company,  was  secured  by  40,000  shares  of  the  common  stock  of 
Insuranshares  Corporation  of  Delaware,  which  were  released  by  the  United  Founders  Cor- 
poration group  to  Insurance  Equities  Corporation  on  the  payment  of  the  $250,000  to  the 
United  Pounders  Corporation  group  on  October  4,  1932  (id.,  at  841,  1060,  1416). 
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tion  group  of  investment  companies  the  $250,000  which  it  had  obtained 
from  Insuranshares  Corporation  of  Delaware/®^ 

In  November  1932,  Insurance  Equities  Corporation  acquired  16,363 
shares,  or  23%,'^*'^  of  the  stock  of  Philadelphia  Life  Insurance  Com- 
pany from  various  individuals  in  Philadelphia  for  a  total  price  of 
$212,734,^^^  or  approximately  $37,000  less  than  the  price  Insuranshares 
Corporation  of  Delaware  had  paid  for  the  shares.  Insurance  Equities 
Corporation,  however,  paid  only  $51,734  in  cash  for  the  stock  and 
delivered  its  note  for  $161,000,  collateralized  by  24,306  shares  of 
the  stock  of  Insuranshares  Corporation  of  Delaware,  to  the  sellers 
of  the  Philadelphia  Life  Insurance  Company  stock/^''  This  note, 
however,  was  never  paid  by  Insurance  Equities  Corporation/^" 

The  16,363  shares  of  the  stock  of  Philadelphia  Life  Insurance  Com- 
pany were  transferred  by  Insurance  Equities  Corporation  to  Insur- 
anshares Corporation  of  Delaware  in  November  1932/^^  These  16,363 
shares  cost  Insuranshares  Corporation  of  Delaware  $250,000,  or  an 
average  price  of  $15.  No  quoted  market  price  for  the  stock  existed. 
However,  it  is  significant  that  in  December  1932,  Insuranshares  Cor- 
poration of  Delaware  purchased  an  additional  440  shares  of  such  stock 
at  a  price  of  $5  a  share.^^^ 

However,  the  Cohen  group  did  not  permit  Insuranshares  Corpo- 
ration of  Delaware  to  retain  the  Philadelphia  Life  Insurance  Com- 
pany stock.  On  February  21,  1933,  Insurance  Equities  Corporation 
exchanged  18,000  shares  of  the  stock  of  Insuranshares  Corporation 
of  Delaware  for  8,500  shares  of  the  stock  of  Philadelphia  Life  In- 
surance Company  held  by  Insuranshares  Corporation  of  Delaware. 
The  total  cost  of  the  Philadelphia  Life  Insurance  Company  stock 
exchanged  by  Insuranshares  Corporation  of  Delaware  for  its  own 
stock  was  approximately  $127,500.^®^  The  18,000  shares  of  its  own 
stock  which  Insuranshares  Corporation  of  Delaware  received  in  ex- 
change had  a  then  market  value  of  $2.75  a  share,^^*  or  a  total  market 
value  of  $49,500.  In  other  words,  the  effect  of  the  sale  to  Insur- 
anshares Corporation  of  stock  of  Philadelphia  Life  Insurance  Com- 
pany and  the  subsequent  exchange  for  its  own  stock  was  to  cause 
Insuranshares  Corporation  of  Delaware  to  purchase  its  own  stock 
at  a  price  $78,000  in  excess  of  its  market  value. 

On  May  26,  1933,  Insurance  Equities  Corporation  exchanged  4,610 
shares  of  the  stock  of  Kentucky  Home  Life  Insurance  Company  for 
the  remaining  shares  of  the  stock  of  Philadelphia  Life  Insurance  Com- 
pany held  by  Insuranshares  Corporation  of  Delaware.^^^  A  substan- 
tial loss  was  later  incurred  by  Insuranshares  Corporation  of  Dela- 
ware ^^"^  on  the  Kentucky  Home  Life  Insurance  Company  stock  so 
acquired  from  Insurance  Equities  Corporation. 


™Id.,  at  839. 

■787  At  December  31,  1931,  Philadelphia  Life  Ins-irance  Company  had  outstanding  70,000 
shares  of  capital  stock  (Moody's  Manual  of  Investments,  Banks,  etc.,  1932,  p.  2059). 
''«'*  Op.  cit.  supra,  note  568,  at  843. 
''s"  Ibid. 
■"«  Id.,  at  844. 
■"•1  Id.,  at  840. 
'»=  Id.,  at  849. 
■"•3  Id.,  at  846-7. 
'"'■'  Id.,  at  867. 
'"E  Id.,  at  846-7. 
■""  See  supra. 


investme:n^t  trusts  and  investment  companies      1221 

On  November  4,  1932,  the  installment  payment  of  $250,000  due 
from  Insurance  Equities  Corporation  to  the  United  Founders  Cor- 
poration group  was  not  paid,  and  on  November  23,  1932,  the  United 
Founders  Corporation  group  demanded  final  payment  of  the  $500,000 
still  due  them  by  Insurance  Equities  Corporation.  However,  on  the 
agreement  of  Insurance  Equities  Corporation  to  pay  $250,000  in 
December  1932,  the  United  Founders  Corporation  group  permitted 
the  continuation  of  the  control  of  Insurance  Equities  Corporation 
over  Insuranshares  Corporation  of  Delaware/^^  The  United  Founders 
Corporation  group  did  not  assert  their  contractual  right  to  be  restored 
to  the  management  of  Insuranshares  Corporation  of  Delaware  until 
they  had  been  fully  paid  by  Insurance  Equities  Corporation. 

On  December  17,  1932,  Insurance  Equities  Corporation  paid 
$250,000  to  the  United  Founders  Corporation  group  of  investment 
companies.  Although  the  record  does  not  indicate  the  source  from 
which  Insurance  Equities  Corporation  had  derived  these  funds,  on 
December  12,  1932,  Insurance  Equities  Corporation  had  sold  to  In- 
suranshares Corporation  of  Delaware,  1,000  shares  of  the  stock  of  Jef- 
ferson Standard  Life  Insurance  Company  at  a  profit  of  $45,000.^"* 

Early  in  December  1932,  Insurance  Equities  Corporation  had 
agreed  to  purchase  from  Julian  Price,  the  president  of  Jefferson 
Standard  Life  Insurance  Company /^^  51,000  shares  or  51%  of  the 
stock  of  that  company,  at  a  price  of  $350  a  share,^°°  a  sum  $85  a  share 
in  excess  of  the  liquidating  value  of  the  stock.^°^  On  December  12, 
1932,  Insuranshares  Corporation  of  Delaware,  through  Insurance 
Equities  Corporation,  purchased  1,000  shares  or  10%  of  the  stock  of 
Jefferson  Standard  Life  Insurance  Company  for  $350,000,  plus  a 
$45,000  "loading  charge"  to  Insurance  Equities  Corporation,  or  a  total 
price  of  $395,000.«o2 

The  Jefferson  Standard  Life  Insurance  Company  stock  which 
Insuranshares  Corporation  of  Delaware  had  then  acquired  had  no 
quoted  market  value,^°^  and,  as  has  been  stated,  had  been  acquired 
at  a  price  approximately  $85  a  share  in  excess  of  the  asset  value  of 
such  stock.  On  December  31,  1933,  after  the  termination  of  the  con- 
trol of  Insuranshares  Corporation  of  Delaware  by  Insurance  Equities 
Corporation,  the  directors  of  Insuranshares  Corporation  of  Delaware 
appraised  the  value  of  the  1,000  shares  of  Jefferson  Standard  Life 
Insurance  Company  stock  held  bv  Insuranshares  Corporation  of 
Delaware  at  $218,500.^°^    Thus,  by  December  31,  1933  Insuranshares 


">7  Op.  cit.  supra,  note  568,  at  1417-8. 

788  Id.,  at  947-9. 

'''">  Mr.  Cohen  described  JefiEerson  Standard  Life  Insurance  Company  as  a  "very  important 
company"  in  his  plans.  This  company  was  to  form  the  nucleus  for  a  consolidation  of 
various  life  insurance  companies,  including  Shenandoah  Life  Insurance  Company,  Phila- 
delphia Life  Insurance  Company  (large  blocks  of  which,  as  has  been  seen,  were  acquired 
by  Insuranshares  Corporation  of  Delaware),  Kentucky  Home  Life  Insurance  Company,  and 
Occidental  Life  Insurance  Company,  Raleigh,  N.  C.   (id.,  at  1148). 

s""  Id.,  at  945  and  Commission's  Exhibit  No.  173.  The  1,000  shares  of  the  stock  acquired 
by  Insuranshares  Corporation  of  Delaware  were  the  only  shares  of  the  company's  stock 
actually  acquired  by  the  Cohen  group  (id.,  at  945). 

8»i  Id.,  at  953-4. 

802  The  actual  expense  (including  commissions)  of  Insurance  Equities  Corporation  in 
negotiating  the  purchase  of  this  stock  was  $2,050   (id.,  at  949,  952-3). 

8»3  Id.,  at  95.3-4. 

8»i  Moody's  Manual  of  Investments,  Banks,  etc.,  1934,,  p.  2699. 
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Corporation  of  Delaware  had  suffered  an  unrealized  loss  of  $176,500 
on  this  investment. 

The  final  installment  of  $250,000  due  by  Insurance  Equities  Cor- 
poration on  December  4,  1932,  was  not  paid  on  maturity  nor  was  it 
ever  fully  paid  by  Insurance  Equities  Corporation.  Nevertheless,  the 
United  Founders  Corporation  group  of  companies  permitted  In- 
surance Equities  Corporation  to  remain  in  sole  control  of  Insuran- 
shares  Corporation  of  Delaware. 

On  March  17,  1933,  Insurance  Equities  Corporation,  as  a  result  of 
a  series  of  transactions  with  Insuranshares  Corporation  of  Delaware, 
was  enabled  to  pay  $75,000  of  its  final  $250,000  installment  payment 
to  the  United  Founders  Corporation  group. 

During  February  and  up  to  March  7,  1933,  Insuranshares  Corpora- 
tion of  Delaware  had  purchased  through  Insurance  Equities  Cor- 
poration 43,135  shares  of  the  stock  of  Penn  General  Casualty  Com- 
pany at  a  cost  of  $6.30  a  share,  or  a  total  of  $271,780.25,  a  price  which 
included  a  $35,000  "loading  charge,"  or  commission  retained  by  In- 
surance Equities  Corporation.^"^ 

On  March  10,  1933,  a  total  of  32,000  shares  of  the  stock  of  Perm 
General  Casualty  Company  were  transferred  to  Insurance  Equities 
Corporation  by  Insuranshares  Corporation  of  Delaware  in  exchange 
for  32  000  shares  of  its  own  stock.  The  32,000  shares  of  its  own  stock 
which  Insuranshares  Corporation  of  Delaware  thus  acquired  had  a 
market  value  of  $2.50  a  share,«°^  or  a  total  market  value  of  $80,000. 
On  the  other  hand,  the  32,000  shares  of  Penn  General  Casualty  Com- 
pany had  cost  Insuranshares  Corporation  of  Delaware  $6.30  a  share, 
or  a  total  of  $201,600.  The  effect  of  the  transaction,  therefore,  was 
to  compel  Insuranshares  Corporation  of  Delaware  to  reacquire 
32.000  shares  of  its  own  stock  at  a  cost  $121,600  in  excess  of  its 
market  value. 

Tnsurance  Equities  Corporation  immediately  sold  25,000  shares  of 
the  32.000  shares  of  the  stock  of  Penn  General  Casualty  Company 
which  it  had  acquired  in  this  exchange  to  C.  B.  Love,  one  of  the  origi- 
nal sellers  of  the  stock,^°^  to  Insuranshares  Corporation  of  Delaware  for 
$143,000,808  Mr.  Love,  however,  paid  only  $23,372.87  to  Insurance 
Equities  Corporation  itself.  For  the  account  of  Insurance  Equities 
Corporation,  Mr.  Love  paid  $75,000  to  the  United  Founders  Cor- 
poration grouD  of  investment  companies  which  applied  the  payment 
against  the  $250,000  then  due  them  by  Insurance  Equities  Corpora- 
tion. Mr.  Love  also  paid  $36,000  of  the  purchase  price  of  the  Penn 
General  Casualty  Company  stock  to  Frank  Cohen,  and  the  balance 
of  the  purchase  price  was  used  to  pay  certain  small  obligations  of 
Insurance  Equities  Corporation  to  brokers.®"^ 

As  at  December  31,  1933,  Insuranshares  Corporation  of  Delaware 
held  16,335  shares  of  the  stock  of  Penn  General  Casualty  Company ,81" 
or  approximately  32%  of  the  50,000  outstanding  shares  of  that  com- 


^5  Op.  cit.  supra,  note  568,  at  930-1  and  937.  The  actual  sellers  of  the  Penn  General 
Casualty  Company  stock  were  Edward  J.  Bonghton  of  Philadelphia  who  sold  29,560  shares 
and  C.  B.  Love  who  sold  13,575  shares  (id.,  at  931). 

SO"  Id.,  at  935. 

80'  See  note  805,  supra. 

SOS  Op.  cit.  supra,  note  568,  at  935-6. 

808  Ibid. 

810  Moody's  Manual  of  Investments,  Banks,  etc.,  1935.  p.  1597. 
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pany.  The  cost  of  these  securities  to  Insuranshares  Corporation  of 
Delaware  was  $102,256.95.*^^^  In  1933  Penn  General  Casualty  Com- 
pany was  restrained  from  doing  business.^^-  As  at  December  31, 1935, 
the  board  of  directors  of  Insuranshares  Corporation  of  Delaware 
appraised  the  company's  holdings  of  the  stock  of  Penn  General  Cas- 
ualty Company  at  $30,920.^1=^  Tj^^s  ^i^  unrealized  loss  of  $71,337  had 
been  suffered  on  this  stock  by  Insuranshares  Corporation  of  Delaware. 

As  has  been  described,  by  March  1933,  primarily  by  the  use  of  the 
assets  of  Insuranshares  Corporation  of  Delaware,  the  United  Found- 
ers Corporation  group  of  investment  companies  had  received  pay- 
ment from  Insurance  Equities  Corporation  of  all  but  $175,000  of  the 
purchase  price  for  control  of  Insuranshares  Corporation  of  Delaware. 

Although  Insurance  Equities  Corporation  had  defaulted  on  its  final 
installment  payment  to  the  United  Founders  Corporation  group  of 
investment  companies,  the  United  Founders  Corporation  group  did 
not  attempt  to  restore  themselves  to  control  of  the  management  of 
Insuranshares  Corporation  of  Delaware. 

The  Cohen  group  utilized  their  continued  control  of  Insuranshares 
Corporation  of  Delaware  to  remove  a  large  portion  of  the  portfolio 
of  Insuranshares  Corporation  of  Delaware  in  exchange  for  stock  of 
Insuranshares  Corporation  of  Delaware  itself  and  other  securities, 
many  of  which  later  proved  to  be  worthless. 

From  May  29  to  October  30,  1933,  Insuranshares  Corporation  of 
Delaware  delivered  securities  and  cash  having  a  total  value  of  $1,114,- 
987.49  to  F.  E.  C,  Inc.,  a  corporation  controlled  by  Frank  Cohen,^^"* 
in  exchange  for  securities  (principally  its  own  stock)  having  a  total 
market  value  at  the  time  of  the  exchanges  of  $884,693.50.  By  these 
exchanges  Insuranshares  Corporation  of  Delaware  therefore  suffered 
a  loss  of  $230,293.99.^^^  Insuranshares  Corporation  of  Delaware 
received  in  these  exchanges  90,018  shares  of  its  own  stock ;  ^^^  50 
shares  of  the  stock  of  Jefferson  Standard  Life  Insurance  Company; 
290,638  shares  of  the  stock  of  Insuranshares  and  General  Management 
Company ;  ^"  4,660  shares  of  the  stock  of  Kentucky  Home  Life  Insur- 
ance Company;  2,200  shares  of  the  stock  of  Penn  General  Casualty 
Company ;  ^^^  702  shares  of  the  stock  of  Missouri  State  Life  Insurance 
Company ;  ^^^  and  32,709  shares  of  the  stock  of  Brewery  and  Distil- 
leries Securities  Corporation.  The  cost  of  this  latter  block  of  stock  to 
Insuranshares  Corporation  of  Delaware  was  $156,045.^-°    On  Decem- 


^^  Derived  from  supplementary  information  supplied  the  Commission  for  Insuransliares 
Corporation  of  Delaware. 

812  Moody's  Manual  of  Investments,  Banks,  etc.,  1935,  p.  1597. 

^  Op.  cit.  supra,  note  811. 

8"  Op.  cit  supra,  note  568,  at  1197-8. 

»=  Id.,  at  955-7. 

""  Id.,  at  1717-8.  These  shares  of  its  own  stock  were  taken  in  by  Insuranshares  Cor- 
poration of  Delaware  at  $7  a  share,  although  the  average  market  value  of  such  stock  from 
May  to  October  was  approximately  $3  a  share. 

^''  This  stock  of  Insuranshares  &  General  Management  Company  had,  at  December  31, 
1936,  been  written  off  the  books  of  Insuranshares  Corporation  of  Delaware  as  practically 
worthless  {Poor's  Fiscal  Volume,  1938,  p.  2873). 

818  This  company,  as  has  been  stated,  was  restrained  from  doing  business  in  1983. 

8"  This  company,  as  has  been  described,  became  insolvent  in  1933. 

820  Derived  from  supplementary  information  supplied  the  Commission  for  Insuranshares 
Corporation  of  Delaware. 
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ber  31,  1936,  the  directors  of  Insuranshares  Corporation  of  Delaware 
valued  the  entire  block  at  $1.^-^ 

In  return  for  these  securities  Insuranshares  Corporation  of  Dela- 
ware transferred  to  F.  E.  C,  Inc.,  157,514  shares  of  the  stock  of 
Insuranshares  Certificates,  Inc.,  3,320  shares  of  the  stock  of  Shenan- 
doah Life  Insurance  Company,  8,303  shares  of  the  stock  of  Philadel- 
phia Life  Insurance  Company,  and  small  blocks  of  the  preferred  and 
common  stocks  of  Insurance  Equities  Corporation. ^^-^ 

As  a  result  of  this  exchange  with  F.  E.  C,  Inc.,  and  previous 
exchanges  of  securities  with  Insvirance  Equities  Corporation,®-^ 
Insuranshares  Corporation  of  Delaware  had  reacquired  from  these 
two  sources  a  total  of  140,018  shares  of  its  own  stock  at  a  cost  of 
approximately  $550,000  in  excess  of  the  market  value  of  such  stock.^-* 

As  has  been  stated.  Insurance  Equities  Corporation,  largely  because 
of  its  access  to  the  funds  of  Insuranshares  Corporation  of  Delaware, 
was  able  to  complete  all  but  $175,000  of  its  installment  payments  due 
the  United  Founders  Corporation  group.  In  August  1933,  because  of 
the  failure  of  Insurance  Equities  Corporation  to  meet  its  final  pay- 
ment of  $175,000,  the  United  Founders  Corporation  group  of  invest- 
ment companies  sold  its  notes  and  the  collateral  consisting  of  the  con- 
trolling block  of  stock  of  Insuranshares  &  General  Management  Com- 
pany, which  in  turn  held  all  of  the  Class  B  stock  of  Insuranshares 
Corporation  of  Delaware,  to  John  H.  Orgill,  a  Cleveland  attorney, 
for  $100,000.8-5  Mr.  Orgill  then  designated  Harry  M.  Blair  as  his 
representative  on  the  board  of  directors  of  Insuranshares  Corporation 
of  Delaware.®^'' 

By  December  31,  1933,  all  of  the  representatives  of  Insurance  Equi- 
ties Corporation  and  Frank  Cohen  had  resigned  from  the  board  of 
directors  of  Insuranshares  Corporation  of  Delaware.^-^  At  that  date, 
the  total  assets  of  Insuranshares  Corporation  of  Delaware  had  a  value 
of  approximately  $300,000,®-®  as  compared  with  the  approximately 
$15,000,000  originally  contributed  by  the  public  to  Insuranshares  Cor- 


821  Poor's  Fiscal  Volume,  1938,  p.  2873. 

8=2  Derived  from  supplementary  information  supplied  the  Commission  for  Insuranshares 
Corporation  of  Delaware. 

823  It  will  be  recalled  that  Insurance  Equities  Corporation  had  transferred  to  Insur- 
anshares Corporation  of  Delaware  32,000  shares  of  the  stock  of  the  latter  corporation  in 
exchange  for  32,000  shares  of  the  stock  of  Penn  General  Casualty  Company  and  an  addi- 
tional 18,000  shares  of  the  stock  of  Insuranshares  Corporation  of  Delaware  for  8,500  shares 
of  the  stock  of  Philadelphia  Life  Insurance  Company.      (See  supra,  pp.   1220-22.) 

^The  90,018  shares  acquired  in  the  P.  B.  C,  Inc.,  exchange  were  taken  in  by  Insur- 
anshares Corporation  of  Delaware  at  a  price  of  $7,  although  the  market  value  of  the  stock 
was  $3  a  share.  As  a  result,  the  corporation  acquired  the  90,018  shares  of  its  own  stock 
at  a  price  approximately  $360,000  in  excess  of  its  market  value.  The  total  excess  cost  over 
the  market  value  of  the  50,000  shares  of  its  own  stock  which  Insuranshares  Corporation 
had  acquired  from  Insurance  Equities  Corporation  in  exchange  for  the  stock  of  Penn  General 
Casualty  Company  and  Philadelphia  Life  Insurance  Company  was  $199,600.  (See  supra, 
pp.  1220  and  1222.) 

825  Op.  cit  supra,  note  568,  at  1563. 

82«  Public  Examination,  First  Income  Trading  Corporation,  et  al.,  at  1051. 

8"  Op.  cit.  supra,  note  568,  at  1034. 

828  Op.  cit.  supra,  note  826,  at  1063-4.     Mr.  Blair  testified  (ibid.)  : 

Q.  Well,  after  they  [the  Cohen  group]  got  through  liquidating  what  was  the  value 
of  the  portfolio? 

A.  I  think  we  could  have  liquidated  in  October,  November,  December  1933,  for  about 
$250,000  to  $300,000. 

Q.  So  that  the  portfolio  which,  if  they  had  locked  it  up  at  that  time,  you  said  in 
October  1933,  was  only  worth  a  quarter   of  a   million  dollars  ;   is   that  so  ? 

A.  Under  the  hammer,  that  is  all  we  could  have  gotten  for  it. 
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poration  of  Delaware.  In  the  period  of  approximately  one  year  and 
a  half  during  which  Insurance  Equities  Corporation  controlled  In- 
suranshares  Corporation  of  Delaware,  the  latter  company  was  caused 
to  liquidate  its  entire  portfolio  of  well-known  insurance  company 
stocks  at  a  realized  loss  on  the  basis  of  original  cost  of  approxi- 
mately $11,000,000;  and  these  portfolio  securities  were  replaced  with 
non-dividend-paying  stocks  of  the  lesser  known  casualty  and  life  in- 
surance companies,  several  of  which  it  will  be  recalled,  had  thereafter 
become  insolvent.^-^  Had  the  securities  which  were  in  the  portfolio 
of  Insuranshares  Corporation  of  Delaware  prior  to  the  passage  of  its 
control  to  Insurance  Equities  Corporation  been  kept  intact,  the  port- 
folio would  have  had  a  value  of  about  $7,000,000  at  the  end  of  1936.^="* 
Early  in  1937,  Insuranshares  Corporation  of  Delaware  received 
from  the  United  Founders  Corporation  group  approximately  $320,- 
000  ^^^  in  settlement  of  a  suit  brought  against  the  United  Founders 
Corporation  group  to  recover  the  amount  paid  by  Insurance  Equities 
Corporation  to  the  United  Founders  Corporation  group  on  the  con- 
tract to  purchase  control  of  Insuranshares  Corporation  of  Delaware, 
which  payments  were  made  with  the  cash  realized  by  Insurance 
Equities  Corporation  in  self-dealing  transactions  with  Insuranshares 
Corporation  of  Delaware.^^^ 

i.  Insuranshares  Corporation  of  Delaware — Northern  Fiscal 
Corporation 

By  December  1937  Insuranshares  Corporation  of  Delaware  had 
total  assets  of  approximately  $800,000  and  had  outstanding  284,032 
shares  of  its  common  stock.^^^  The  original  purchasers  of  these  shares 
had  contributed  approximately  $13,878,933  net  to  Insuranshares  Cor- 
poration of  Delaware,  so  that  as  at  December  31,  1937,  the  stock- 
holders ^^*  had  experienced  a  loss,  realized  and  unrealized,  of  approxi- 
mately $13,000,000  on  their  investment.^^s 

Of  284,032  shares  of  the  common  stock  of  Insuranshares  Corpora- 
tion of  Delaware  outstanding  on  December  31,  1937,  an  aggregate  of 
approximately  80,000  was  held  by  Mr.  Blair,  who  was  president  and  a 
director  of  the  company,  by  The  Continental  Bank  &  Trust  Company 


«29  Op.  cit.  supra,  note  826  at  1059,  1062-3,  and  Commission's  Exhibit  No.  99. 

^'om.,  at  1063. 

851  Id.,  at  1069. 

832  Tbe  suit  was  settled  by  the  payment  of  $750,000  by  American  General  Corporation 
(successor  by  consolidation  of  the  United  Founders  Corporation  group  of  companies),  and 
of  this  amount  approximately  $320,000  was  received  by  Insuranshares  Corporation  of  Dela- 
ware, $239,000  by  counsel  (39  Col.  L.  Rev.  814  (1939)),  and  the  remainder  by  creditors  of 
Insurance  Equities  Corporation. 

8^  Id.,  at  1070  and  Commission's  Exhibits  Nos.  53  and  64.  By  this  time  Insuranshares  & 
General  Management  Company  had  been  liquidated  and  its  holdings  of  all  of  the  Class  B 
stock  of  Insuranshares  Corporation  of  Delaware  had  been  acquired  and  retired  by  Insuran- 
shares Corporation  of  Delaware  (Moody's  Manual  of  Investments,  Banks,  etc.,  1938,  p.  1525  ; 
and  Public  Examination,  First  Income  Trading  Corporation,  et  al.,  at  1510). 

85^  As  at  December  18,  1937,  there  were  4,658  shareholders  of  Insuranshares  Corporation 
of  Delaware  (Public  Examination,  First  Income  Trading  Corporation,  et  al.,  Commission's 
Exhibit  No.  53,  p.  3). 

835  Public  Examination,  First  Income  Trading  Corporation,  et  al.,  Commission's  Exhibit 
No.  64.  The  total  capital  raised  by  the  company  was  $15,893,750,  but  the  company,  to 
December  31,  1937,  had  returned  to  its  stockholders  by  way  of  dividends  and  repurchases  of 
its  shares  $2,014,817  (ibid.). 
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of  New  York  and  by  three  Philadelphia  banks.^^'^  Mr.  Blair  had  ac- 
quired 4,000  shares  of  the  common  stock  of  Insnranshares  Corpora- 
tion of  Delaware  in  the  open  market  at  a  cost  of  $3,200,  and,  in  addi- 
tion, he  and  C.  J.  Simmons,  another  director  and  the  counsel  for 
Insnranshares  Corporation  of  Delaware,  were  jointly  obligated  to 
purchase  an  additional  10,000  shares  of  this  common  stock  from  a 
certain  bank  at  a  cost  of  $20,000.8"  ^hus,  Mr.  Blair,  in  effect,  was 
the  owner  of  14,000  shares  of  the  common  stock  of  Insnranshares 
Corporation  of  Delaware  which  had  cost  him  $23,200. 

In  December  1937,  S.  Leo  Solomont,  Kalph  H.  Robb,  and  Thomas 
W.  Morris  began  to  acquire  control  of  investment  companies.^^^  They 
first  directed  their  attention  to  the  acquisition  of  control  of  Insnran- 
shares Corporation  of  Delaware.  Mr.  Blair  testified  that,  although 
he  did  not  desire  another  "Frank  Cohen  pulled"  on  him,*^^  he  was 
particularly  impressed  with  Mr.  Eobb :  ^*° 

Q.  What  did  he  say  that  impressed  you? 

A.  Oh,  the  general  thing.  You  know,  you  judge  a  man  by  his  appearance,  and 
so  forth. 

Q.  What? 

A.  First  by  his  appearance,  by  the  way  he  comports  himself.  I  had  quite 
a  conversation  with  him.  I  happened  to  know  some  people  in  Boston  that  lie 
knew  and  we  exchanged  notes.  I  was  really  impressed.  He  was  tbe  one  man 
that  I  got  best  acquainted  with. 

On  December  15,  1937,  Mr.  Blair  agreed  to  sell  his  holdings  and  to 
cause  the  other  large  stockholders  of  Insnranshares  Corporation  of 
Delaware — The  Continental  Bank  &  Trust  Company  of  New  York 
and  other  banks  located  in  Philadelphia — to  sell  their  holdings  of 
the  common  stock  of  Insnranshares  Corporation  of  Delaware  to 
Thomas  W.  Morris.  Mr.  Morris  agreed  to  purchase  an  aggregate 
of  78,260  shares  of  the  common  stock  of  Insnranshares  Corporation 
of  Delaware  at  a  price  of  $3.60  a  share  and  also  agreed  to  pay  to  Mr. 
Blair  a  commission  of  $10,091  for  his  services  m  "arranging  that 
sale  *  *  *  to  me  of  this  stock." «"  Both  Mr.  Morris  and  the 
sellers  of  the  stock  were  aware  that  the  then  liquidating  value  of  the 
stock  to  be  sold  was  $2.87  a  share,^*^  so  that  Mr.  Blair  and  the  other 
large  selling  stockholders  of  Insnranshares  Corporation  of  Delaware 
were  conscious  of  the  fact  that  Mr.  Morris  was  willing  to  pay  a  total 
premium  above  the  asset  value  of  their  shares  of  approximately 
$78,000. 

That  Mr.  Morris  was  paying  this  price  solely  to  obtain  control  is 
evident  from  the  fact  that  although  the  total  number  of  shares  he 
had  agreed  to  purchase  constituted  only  approximately  28%  of  the 
outstanding  stock  of  Insuranshares  Corporation  of  Delaware,  he  in- 


8='=  Id.,  at  1106-7,  and  Commission's  Exhibit  No.  53. 

837  Id.,  at  1071-3. 

83S  poj.  a  detailed  discussion  of  the  activities  of  these  individuals  in  the  acquisition  of 
control  of  investment  companies,  see  supra,  pp.  1075-8,  and  Ch.  II  of  this  part  of  the 
report,  pp.  437  et  seq. 

83»  Public  Examination,  First  Income  Trading  Corporation,  et  al.,  at  1105-6. 

sio  Id.,  at  1094-5. 

s"""  Id.,  Commission's  Exhibit  No.  53. 

«2  Ibid. 
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sisted  upon  the  resignation  of  all  the  existing  directors  and  officers 
of  the  company  and  upon  their  replacement  by  his  own  nominees. 
Mr.  Blair  and  the  other  stockholders  selling  their  shares  acceded  to 
this  demand,^*^  Mr.  Blair  also  agreed  that  the  21,500  shares  of  New 
England  Fund  held  by  Insuranshares  Corporation  of  Delaware 
would  be  converted  into  cash  prior  to  the  closing  date  of  the  con- 
tract.^** The  fact  that  Mr.  Morris  agreed  to  pay  this  substantial 
premium  on  a  minority  block  of  the  company's  stock,  his  evident 
insistence  upon  obtaining  control  of  the  management  of  the  com- 
pany, and  his  demand  that  the  New  England  Fund  stock  be  con- 
verted into  cash  prior  to  the  date  of  the  closing,  might  have  sug- 
gested that  Mr,  Morris  may  have  intended  to  recoup  his  investment 
in  the  company  in  a  manner  detrimental  to  the  interest  of  the  com- 
pany's stockholders.  Yet  Mr.  Blair  took  no  steps  to  protect  the 
minority  stockholders  of  Insuranshares  Corporation  of  Delaware, 
who,  it  will  be  recalled,  had  already  suffered  tremendous  losses  as 
a  result  of  a  prior  change  in  the  management  of  their  company,  Mr. 
Blair,  when  examined  on  that  aspect,  testified :  **^ 

Q.  Did  you  ask  these  people  whether  they  would  make  the  same  offer  to 
other  stockholders  so  that  they  could  get  the  same  price  and  get  out? 

A.  No;  I  didn't. 

Q.  Did  you  ask  for  any  representation  on  the  Board  of  Directors,  the  new 
Board? 

A.  No ;  I  didn't  want  it. 

Q.  Did  you  get  any  agreement  in  writing  that  they  were  not  going  to  change 
the  nature  of  the  portfolio? 

A.  No. 

The  closing  date  for  the  contract  was  set  for  December  21,  1937.®*^ 
Prior  thereto  Paine,  Webber  &  Co.  had  agreed  to  advance  to  Mr. 
Solomont  $310,000.^*^  Of  this  amount,  $270,000  was  to  constitute  an 
advance  cash  payment  on  21,500  shares  of  beneficial  interest  in  New 
England  Fund,  which  were  owned  by  Insuranshares  Corporation  of 
Delaware.^*^    Paine,  Webber  &  Co.  were  informed  that  these  shares 


s«  Ibid. 

sMThis  conversion  into  cash  did  not  take  place.  However,  on  December  16,  1937,  five 
days  before  the  closing  of  the  contract  for  the  sale  of  control  of  Insuranshares  Corporation 
of  Delaware,  the  hoard  of  directors  of  that  corporation,  all  of  whom  were  either  the  owners 
or  represented  the  owners  of  the  stock  which  was  to  be  sold  to  the  Northern  Fiscal  group 
(Messrs.  Solomont,  Eobb,  Morris,  and  their  associates),  "authorized  the  New  England  Fund 
to  transfer  certificates  of  beneficial  interest  of  said  New  England  Fund  standing  in  the 
name  of  Insuranshares  Corporation  of  Delaware  and  aggregating  21,500  shares  to  S.  Leo 
Solomont,"  and  "further  that  they  shall  not  be  placed  in  the  name  of  S.  Leo  Solomont  until 
he  is  duly  elected  and  qualified  as  treasurer"  of  Insuranshares  Corporation  of  Delaware 
(id..  Commission's  Exhibit  No.  52).  As  will  be  seen,  infra,  the  New  England  Fund  shares 
were  used  by  the  Northern  Fiscal  group  to  derive  the  major  part  of  the  funds  necessary  to 
purchase  control  of  Insuranshares  Corporation  of  Delaware. 

8^5  Id.,  at  1113-4. 

8*9  Id.,  Commission's  Exhibit  No.  53. 

^''  Id.,  at  350-1. 

^  Id.,  at  351-3.  Mr.  Paine  testified  that  he  could  not  consider  the  investment  in  New 
England  Fund  as  collateral  for  a  loan  since  it  was  not  a  listed  security.  He  suggested  to  Mr. 
Solomont  that  the  board  of  directors  of  Insuranshares  Corporation  of  Delaware  authorize 
the  liquidation  of  this  stock.  The  transfer  of  the  shares  in  New  England  Fund  to  Paine, 
Webber  &  Co.,  therefore,  constituted  merely  a  transfer  for  the  purposes  of  their  sale  on  be- 
half of  Insuranshares  Corporation  of  Delaware  (id.,  at  352).  In  order  to  have  these  shares 
in  proper  negotiable  form,  the  board  of  directors  representing  the  old  management,  on  Decem- 
ber 16,  1937,  provided  that  the  21,500  shares  of  beneficial  interest  in  New  England  Fund  be 

153373 — 41 29 
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were  to  be  liquidated  for  the  account  of  Insuranshares  Corporation 
of  Delaware  and  the  proceeds  were  to  be  invested  in  "a  Canadian 
investment  company."  «*»  The  balance  of  $40,000,  to  the  knowledge 
of  Paine,  Webber  &  Co.,  was  to  constitute  a  loan  to  be  secured  by 
"other  securities"  of  Insuranshares  Corporation  of  Delaware  as 
collateral.«=° 

On  December  21,  1937,  checks  of  Paine,  Webber  &  Co.  totaling 
$310,000  were  made  payable  to  Mr.  Blair  and  the  other  sellers  of 
the  stock  of  Insuranshares  Corporation  of  Delaware.^^^  Immediately 
upon  the  payment  for  this  stock,  the  representatives  of  the  old  man- 
agement resigned,  in  accordance  with  the  terms  of  the  contract  of 
sale,  and  the  nominees  of  Messrs.  Solomont,  Eobb,  and  Morris  (the 
Northern  Fiscal  group)  were  placed  on  the  board.^^^  The  new  board 
of  directors  of  Insuranshares  Corporation  of  Delaware  immediately 
caused  that  investment  company  to  purchase  5,000  shares  of  preferred 
stock  of  Northern  Fiscal  Corporation,  Ltd.,  the  personal  company  of 
Messrs.  Solomont,  Eobb,  and  Morris  at  $100  a  share  for  a  total  of 
$500,000  from  Arthur  Quint,  a  representative  of  S.  Leo  Solomont.^^^ 
Portfolio  securities  of  Insuranshares  Corporation,  valued  at  $500,000, 
including  the  New  England  Fund  shares,  were  turned  over  to  Mr. 
Quint,  as  consideration  for  the  5,000  shares  of  preferred  stock  of 
Northern  Fiscal  Corporation,  Ltd.,^^^  sold  to  Insuranshares  Corpora- 
tion of  Delaware. 

Mr,  Quint  irmnediately  assigned  these  portfolio  securities  to  Mr. 
Solomont  and  Mr.  Eobb  with  the  direction  that  they  liquidate  these 
securities,  retain  $310,000,  which  constituted  the  amount  of  the  ad- 
vance made  by  Paine,  Webber  &  Co.,  and  return  the  balance  to  North- 
ern Fiscal  Corporation,  Ltd.^^^  These  portfolio  securities  were 
removed  on  December  21,  1937,  from  the  vault  of  Insuranshares  Cor- 
poration of  Delaware  and  were  transferred  to  Paine,  Webber  &  Co. 
for  the  account  of  Insuranshares  Corporation  of  Delaware  in  the 
name  of  Mr.  Solomont  and  Mr.  Eobb.^^*' 

Paine,  Webber  &  Co.  liquidated  these  securities,  deducted  its 
$310,000  advance,  and  transmitted  a  balance  of  $152,321.40  to  North- 


placed  in  the  name  of  S.  Leo  Solomont  as  soon  as  he  was  elected  and  qualified  as  treasurer 
of  Insuranshares  Corporation  of  Delaware  (id.,  at  1109-11). 

«9Id.,  at  1701-2. 

^'^  Id.,  at  351-3.  These  "other  securities"  were  already  in  marketable  form  (id.,  at 
1111).  The  contract  had  permitted  the  new  management,  between  December  15  and 
December  21,  1937,  to  check  the  portfolio  securities  of  the  investment  company,  and  pro- 
vided that  these  securities  be  in  bearer  form  (id..  Commission's  Exhibit  No.  53). 

sa  Id.,  Commission's  Exhibits  Nos.  49  and  53. 

862  The  new  officers  and  directors  were  Ralph  H.  Robb,  S.  Leo  Solomont,  Harold  J.  Tracy, 
D.  C.  Morgan,  Thomas  P.  Stanton,  Thomas  W.  Morris,  and  Arthur  Quint.  Mr.  Robb  was 
elected  president  of  the  company,  and  Mr.  Solomont  was  elected  treasurer  (id.,  Commis- 
sion's Exhibit  No.  52). 

«w  Mr.  Solomont  and  his  associates  had  organized  Northern  Fiscal  Corporation,  Ltd.,  in 
Canada  on  December  14,  1937,  as  a  personal  holding  company,  of  which  S.  Leo  Solomont 
was  president,  Ralph  H.  Robb  was  vice  president,  and  Thomas  W.  Morris  was  treasurer. 
10,000  shares  of  common  stock  were  authorized,  of  which  9,997  shares  were  issued  to 
Priscilla  French,  who  was  an  employee  of  Mr.  Morris  and  Mr.  Robb,  in  consideration  for 
3,000  shares  of  Amm  Gold  Mines,  Ltd.,  6,000  shares  of  Cook  Lake  Gold  Mines,  Ltd.,  and 
$1,000  in  cash  (id.,  Commission's  Exhibit  No.  54).  The  remaining  three  shares  of  common 
stock  were  issued  to  Messrs.  Solomont,  Robb,  and  Morris. 

*5^  Id.,  Commission's  Exhibit  No.  48. 

855  Ibid. 

s^o  Id.,  Commission's  Exhibits  Nos.  48,  50. 
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era  Fiscal  Corporation,  Ltd.«"  In  addition  to  this  $162,321.40,  the 
78,260  shares  of  Insuranshares  Corporation  of  Delaware  common 
stock  were  also  transferred  to  Northern  Fiscal  Corporation,  Ltd.,  by 
Messrs.  Robb,  Morris,  and  Solomont  as  consideration  for  the  sale  of 
5,000  shares  of  its  own  preferred  stock  to  Insuranshares  Corporation 
of  Delaware.^^^ 

To  sum  up  the  transaction,  portfolio  securities  of  Insuranshares 
Corporation  of  Delaware,  valued  at  $500,000,  were  liquidated,  and 
$310,000  of  the  proceeds  were  used  by  the  Northern  Fiscal  group  to 
acquire  control  of  Insuranshares  Corporation  of  Delaware.  In  place 
of  these  liquid  portfolio  securities,  valued  at  $500,000,  thus  removed 
by  the  Northern  Fiscal  group,  Insuranshares  Corporation  of  Dela- 
ware held  5,000  shares  of  the  preferred  stock  of  Northern  Fiscal  Cor- 
poration, Ltd.  This  preferred  stock  of  Northern  Fiscal  Corporation, 
Ltd.,  held  by  Insuranshares  Corporation  of  Delaware  represented  an 
interest  in  a  corporation  which  held,  in  turn,  78,260  shares  or  28%  of 
Insuranshares  Corporation  of  Delaware  common  stock,  $152,321  in 
cash,  and  various  Canadian  mining  stocks  of  uncertain  value.  At 
the  conclusion  of  these  transactions,  the  portfolio  of  Insuranshares 
Corporation  of  Delaware  consisted  only  of  its  holdings  of  the  pre- 
ferred stock  of  Northern  Fiscal  Corporation,  Ltd.,  which  had  no 
market,  and  certain  other  unmarketable  blocks  of  securities  of  insur- 
ance companies  and  other  companies  which  had  been  acquired  by 
Insuranshares  Corporation  of  Delaware  from  Insurance  Equities 
Corporation  during  the  period  of  the  latter's  control  and  manage- 
ment of  Insuranshares  Corporation  of  Delaware. 

Thus,  within  a  space  of  five  years,  from  1932  to  1937,  the  stock- 
holders of  Insuranshares  Corporation  of  Delaware  suffered  a  loss  of 
practically  their  entire  investment  in  the  company  as  the  result  of 
the  transfer  of  its  control  to  Insurance  Equities  Corporation  and 
thereafter  to  Northern  Fiscal  Corporation,  Ltd.  In  each  case  the 
new  controlling  interests  paid  for  their  control  by  the  use  of  the 


85T  Francis  X.  Mancuso,  a  former  judge  of  the  Court  of  General  Sessions  of  the  County 
of  New  York,  and  Lorimer  A.  Davidson  received  $15,000  as  "commissions"  for  effecting 
this  transaction  (id.,  Commission's  Exhibit  No.  89).  Upon  the  consummation  of  the 
transaction  Mr.  Mancuso  and  Mr.  Davidson  received  $7,500  in  cash  (id.,  at  791).  Two  days 
after  the  closing  of  the  contract  on  December  23,  1937,  Mr.  Mancuso  and  Mr.  Davidson 
received  the  balance  in  the  form  of  a  telegraphic  postal  money  order  (id.,  at  792).  Mr. 
Mancuso  denied  that  there  was  anything  unusual  in  this  practice.    He  testified  (id.,  at  792)  : 

Q.  Let  me  understand,  when  you  say  cash,  do  you  mean  dollars? 

A.  Currency,  actual  cash.  There  were  one-hundred-doUar  bUls — no ;  there  were  sev- 
eral flve-hundred-doUar  biUs  and  one-hundred-dollar  bills.  , 

Q.  And  the  second  seventy-five  hundred  dollars  you  got  in  a  money  order;  is  that  it? 

A.  Western  Union  Telegraph  Company. 

Q.  Didn't  it  seem  strange  to  you,  Judge,  that  you  were  being  paid  in  cash  and  not 
by  check;  did  you  give  these  people  a  receipt  for  this  seventy-five  hundred  dollars? 

A.  I  think  we  did.  There  was  nothing  strange.  As  a  matter  of  fact,  I  understand 
that  is  the  usual  way  brokers  in  those  deals  are  paid,  in  cash. 

Q.  By  hundred-dollar  bills? 

A.  Five-hundred  and  one-hundred  bills. 

However,  when  Mr.  Mancuso  received  a  commission  from  the  same  individuals  for  a 
subsequent  transaction  involving  the  acquisition  of  control  of  another  investment  com- 
pany, he  was  paid  in  check.  This  change  in  procedure  did  not,  however,  arouse  Mr.  Man- 
cuso's  suspicions. 

858  Id.,  Commission's  Exhibit  No.  54.  In  addition.  Northern  Fiscal  Corporation,  Ltd., 
received  an  assignment  of  an  oil  and  gas  lease  consisting  of  about  127  acres  on  the  G.  Ander- 
son survey  in  Texas.     (Ibid.) 
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investment  company's  own  assets.  Mr.  Blair,  when  examined  on  that 
phase  of  the  company's  history,  testified :  ^^^ 

Q.  And  do  the  things  that  have  transpired  in  the  last  couple  of  months  kind 
of  remind  you  of  the  things  that  transpired  in  that  corporation  in  1932? 

A.  The  only  difference  is  in  the  size. 

Q.  And  the  difference  in  the  name,  isn't  that  so? 

A.  Yes. 

Q.  Instead  of  Northern  Fiscal  Corporation,  Ltd.,  that  you  have  now,  all  you 
have  to  do  is  substitute  the  name  Insurance  Equities  Corporation  and  you  have 
precisely  the  same  picture  in  1932. 

A.  And  other  subordinate  corporations  that  followed  that. 

Q.  The  Northern  Fiscal  Corporation  sold  Insuranshares  Corporation  of  Dela- 
ware only  $500,000  of  its  own  stock,  and  in  1982  Insurance  Equities  Corporation 
sold  Insuranshares  Corporation  of  Delaware  $600,000  of  its  own  stock, 

A.  $650,000. 

Q.  They  made  a  loan  to  make  the  initial  down  payment  on  the  contract,  and 
then  they  went  in  and  sold  Insurance  Equities  Corporation  stock  to  Insuran- 
shares Corporation  of  Delaware  and  paid  off  the  loan  with  the  bank,  isn't 
that  so? 

A.  They  took  out  of  the  portfolio  of  Insuranshares  Corporation  of  Dela- 
ware— they  took  out  enough  good  securities  to  turn  it  over  to  the  bank  and  gave 
them  carte  blanche  to  sell  them  and  pay  them. 

Q.  In  the  case  of  the  sale  of  control  of  Insuranshares  Corporation  of  Dela- 
ware in  1938  there  was  an  assignment  to  Robb,  Morris,  Solomont  to  sell  enough 
securities  to  pay  the  $300,000? 

A.  Yes. 
******* 

Q.  And  you  know  that  Insurance  Equities  Corporation  which  sold  the  insur- 
ance stocks  to  Insuranshares  Corporation  of  Delaware,  that  Insurance  Equities 
Corporation  was  Cohen  &  Barnes,  isn't  that  so? 

A.  Practically. 

Q.  Now,  that  Insurance  Equities  Corporation  corresponds  to  the  Northern 
Fiscal  Corporation,  Ltd.,  which  was  the  holding  company  that  they  organized 
specifically  for  the  transaction,  isn't  that  so? 

A.  I  think  it  was. 

On  June  15,  1938,  Insuranshares  Corporation  of  Delaware  was 
placed  in  receivership.^*'" 

j.  Ungerleider  Financial  Corporation — Atlas  Corporation 

Ungerleider  Financial  Corporation  was  incorporated  in  Delaware 
on  May  7,  1929,  with  an  authorized  capitalization  of  3,000,000  shares 
of  stock,  all  of  one  class  and  without  par  value.  The  corporation 
had  general  power  to  buy,  sell,  and  deal  in  securities  and  to  engage  in 
the  underwriting  and  distribution  of  securities.^^^    The  corporation 


8M  Id.,  at  1053-4,  1058-9,  1064. 

8"*  On  June  15,  1938,  a  custodial  receiver  was  appointed  on  the  petition  of  a  stockholder 
to  protect  the  company's  assets  against  further  depletion  hy  the  Northern  Fiscal  group 
(The  New  York  Times,  June  16,  1938,  p.  33). 

^«-  Public  Examination,  Ungerleider  Financial  Corporation,  Commission's  Exhibit  No. 
1528. 
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was  created  at  the  instance  of  Samuel  Ungerleider  &  Company,  mem- 
bers of  the  New  York  Stock  Exchange  and  investment  bankers.^^^ 

On  May  8,  1929,  the  corporation  entered  into  a  contract  with  Sam- 
uel Ungerleider  &  Company  whereby  Samuel  Ungerleider  &  Company 
was  to  manage  the  corporation's  affairs  until  December  31,  1939,  for 
an  annual  fee  of  20%  of  the  corporation's  net  profits,  provided  that 
after  deduction  of  this  fee  the  remaining  profits  for  the  year  were 
equivalent  to  at  least  8%  of  the  corporation's  invested  capital.  The 
agreement,  however,  could  be  terminated  at  any  time  upon  the  vote 
of  a  majority  of  the  corporation's  stockholders.^^^  Since  the  corpora- 
tion's profits  at  no  time  exceeded  8%  of  its  invested  capital,  no  man- 
agement fees  were  ever  paid  to  Samuel  Ungerleider  &  Company .^^ 
During  the  period  of  the  management  of  the  corporation  by  Samuel 
Ungerleider  &  Company,  all  of  the  brokerage  business  of  the  corpo- 
ration accrued  to  that  firm.*^^ 

On  May  18,  1929,  Samuel  Ungerleider  &  Company  entered  into  an 
agreement  with  the  corporation  to  purchase  500,000  shares  of  its  stock 
at  a  price  of  $50  a  share  to  net  the  corporation  a  total  of  $25,000,000.^''^ 

The  prospectus  offering  these  shares  stated  that  Samuel  Ungerleider 
&  Company  were  purchasing  50,000  shares  of  the  corporation's  stock, 
creating  the  fair  implication  that  the  firm  was  purchasing  the  stock 
for  permanent  investment.^^^  Actually,  the  firm  only  purchased  20,000 
shares  of  the  corporation's  stock  for  its  own  account.®''^ 

Eventually  the  corporation  disposed  of  244,400  shares  of  its  stock 
for  which  it  received  a  total  consideration  of  $13,205,575.76.^^^ 

As  at  April  30, 1931,  the  date  that  control  of  Ungerleider  Financial 
Corporation  was  acquired  by  Atlas  Corporation,  the  net  assets  of 
the  corporation  totaled  $10,192,643.69,^™  as  compared  with  its  net 
contributed  capital  of  $13,205,575.76.  Losses  realized  and  unrealized 
incurred  by  the  corporation  during  its  management  by  Samuel  Un- 
gerleider &  Company  totaled,  therefore,  $3,012,932.07. 

In  large  part  these  losses  were  due  to  unsuccessful  underwritings 
and  to  defaults  on  loans  secured  by  non-liquid  collateral.  A  number 
of  these  transactions  will  be  described  in  another  chapter  of  the 
Commission's  over-all  report.^^^ 

Loans  made  by  the  corporation  and  secured  by  unmarketable  col- 
lateral totaled  approximately  $1,600,000  by  the  close  of  1929,  and 
constituted  more  than  10%  of  the  Ungerleider  Financial  Corpora- 
tion's net  contributed  capital  of  $13,205,575.^'^  The  prospectus  used 
in  selling  its  stocks  did  not  reveal  any  intention  upon  the  part  of  the 
corporation  to  act  as  a  lending  institution.^'^    Eventually  a  realized 


8<^  Id.,  at  14879. 

863  Id.,  Commission's  Exhibit  No.  1546. 
8«Id.,  Commission's  Exhibit  No.  1554. 
8S5  Id.,  Commission's  Exhibit  No.  1546. 
ss"  Id.,  Commission's  Exhibit  No.  1530. 
887  Id.,  Commission's  Exhibit  No.  1532. 
8^  Id.,  at  14986. 
889  Id.,  at  14910. 

s™  Public  Examination,  Atlas  Corporation,  Commission's  Exhibits  Nos.  2003  and  2043. 
8"  For   discussion   of   these   loans,    see    Chapter    VII    of   this   part   of   the   report,   which 
relates  to  the  management  of  assets  of  investment  companies. 
872  Op.  cit.  supra,  note  861,  at  14953. 
8"  Id.,  Commission's  Exhibit  No.  1532. 
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loss  of  approximately  $700,000  was  suffered  on  these  loans.^^*  In 
addition,  by  July  1931,  when  Atlas  Corporation  took  over  the  man- 
agement of  the  corporation,  it  had  suffered  an  unrealized  loss  on  an 
underwriting  of  the  securities  of  Bonwit  Teller,  Inc.,  of  approxi- 
mately $700,000.8^5 

As  early  as  April  9,  1930,  the  lack  of  success  of  Ungerleider  Finan- 
cial Corporation  led  to  requests  by  stockholders  of  the  company  that 
it  be  dissolved.®^^  Samuel  Ungerleider  &  Company,  however,  re- 
fused to  assent  to  a  dissolution  of  the  company,  first,  because  it  would 
have  reflected  upon  the  prestige  and  reputation  of  the  firm  and, 
second,  because  it  was  felt  that  the  downward  trend  in  the  market  for 
securities  might  cease  in  the  near  future.*^'^ 

In  addition,  in  October  1930,  the  New  York  Stock  Exchange  re- 
quested that,  for  the  protection  of  its  brokerage  clients,  the  firm  of 
Samuel  Ungerleider  &  Company  attain  a  more  liquid  asset  posi- 
tion.8'^8  In  order  to  accomplish  this,  it  was  necessary  for  the  firm  to 
dispose  of  some  of  its  securities.  On  October  31,  1930,  Louis  E. 
Lurie,  a  wealthy  San  Francisco  real-estate  operator,  whom  Mr. 
Ungerleider  described  as  a  "friend"  ®^^  of  his  firm,  was  induced  to 
purchase  the  20,000  shares  of  the  stock  of  Ungerleider  Financial 
Corporation  owned  by  Samuel  Ungerleider  &  Company.  Mr.  Lurie 
purchased  this  stock  at  a  price  of  $25  a  share,  the  then  market  price 
of  the  stock.8*°  Though  there  was  no  understanding  that  Mr.  Lurie 
would  retain  these  shares,  Mr.  Ungerleider  was  under  the  impression 
that  it  was  not  the  intention  of  Mr.  Lurie  to  dispose  of  the  shares.^^^ 
Mr.  Lurie  subsequently  became  a  special  partner  in  the  firm  of 
Samuel  Ungerleider  &  Company  ^^^  and  commenced  to  increase  his 
holdings  of  Ungerleider  Financial  Corporation  shares.  By  Febru- 
ary 1931  Mr.  Lurie  had,  apparently  by  purchases  in  the  market,  in- 
creased his  holdings  of  the  stock  of  Ungerleider  Financial  Corpora- 
tion to  70,000  shares.««3 

Meanwhile,  L.  Boyd  Hatch,  a  director  and  vice  president  of  Atlas 
Corporation,  had  approached  Mr.  Ungerleider  several  times  to  dis- 
cuss the  possible  acquisition  of  control  of  Ungerleider  Financial 
Corporation  by  Atlas  Corporation.®^*  In  December  1930,  Father 
Joseph  Conner,  a  priest  who  was  a  mutual  friend  of  both  Mr.  Odium 
and  Mr.  Ungerleider,  arranged  for  a  meeting  among  Mr.  Lurie,  Mr. 
Ungerleider,  and  Mr.  Odlum.^®^    The  meeting,  however,  did  not  re- 

874 This  loss  was  incurred  as  follows:  $95,288  on  a  loan  to  Adrian  Renz  (id.,  at  14950)  ; 
$366,975.50  on  a  loan  to  Magowan,  Cassidy  &  White  (id.,  at  14964)  ;  and  $236,283  on  a  loan 
to  Martin  T.  Manton,  formerly  a  judge  of  the  United  States  Circuit  Court  of  Appeals  for  the 
Second  Circuit  (id.,  at  14941-2).  These  loans  will  be  described  in  detail  in  Chapter  VII 
of  this  part  of  the  report,  which  relates  to  the  management  of  the  assets  of  investment 
companies. 

"5  Id.,  at  14993. 

8''8  Id.,  Commission's  Exhibit  No.  1552. 

s'^d.,  at  15003. 

™  Id.,  at  15001. 

«™  Ibid. 

880  Id.,  at  15006. 

881  Id.,  at  15006-7. 
^2  Id.,  at  15012-13. 

883  Id.,  Commission's  Exhibit  No.  1553. 

88^  Id.,  at  15007. 

885  Id.,  at  15007-8.  Father  Conner  sub.sequently  received  $30,000  in  "finder's  fees,"  of 
which  $15,000  was  paid  by  Atlas  Corporation  (op.  cit.  supra,  note  870,  Commission's  Exhibit 
No.  2001,  p.  128)  and  $15,000  was  paid  by  Mr.  Lurie.  (Derived  from  supplementary 
information  supplied  the  Commission  for  Ungerleider  Financial  Corporation.) 
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suit  in  any  definitive  arrangement.  Both  Mr.  Ungerleider  and  Mr. 
Lurie  agreed  to  submit  financial  statements  of  the  condition  of 
Ungerleider  Financial  Corporation  to  Mr.  Odium  for  his  considera- 
tion at  a  subsequent  meeting  between  the  parties.^^" 

However,  before  the  date  of  meeting  arranged  by  the  parties,  Mr, 
Lurie,  apparently  without  the  knowledge  of  Mr.  Ungerleider,  met 
with  Mr.  Odium,  who  was  under  the  impression  that  Mr.  Lurie 
represented  Mr.  Ungerleider  as  well  as  himself.^®^  As  a  result  of 
this  meeting  an  agreement  was  reached  on  February  6,  1931,  between 
Mr.  Odium  and  Mr.  Lurie.^**^  This  agreement  provided  for  the  sale 
to  Atlas  Corporation  by  Mr.  Lurie  of  his  70,000  shares  of  Unger- 
leider Financial  Corporation  at  a  price  of  $40  per  share.  The  asset 
value  of  the  stock  at  the  time  was  approximately  $40.95  per  share, 
but  its  market  value  was  approximately  $24  per  share.  In  fact  the 
market  price  for  the  stock  during  the  entire  year  of  1931  ranged 
from  a  high  of  $291/2  to  a  low  of  $20.8^9 

Mr.  Lurie  also  agreed:  ^^°  that  (a)  upon  the  request  of  Samuel 
Ungerleider  or  upon  the  request  of  Atlas  Corporation  he  would 
"cause  the  name  of  Ungerleider  Financial  Corporation  to  be  changed 
in  accordance  with  such  request";  and  (b)  he  would  "cause  Samuel 
Ungerleider  to  assist  and  advise  [Atlas  Corporation]  at  all  times  in 
the  liquidation  of  assets  of  Ungerleider  Financial  Corporation  which 
are  frozen  or  not  readily  liquid."  The  contract  with  Mr.  Lurie  fur- 
ther provided  that  Mr.  Lurie  would  "cooperate  with  [Atlas  Corpo- 
ration] and  cause  Samuel  Ungerleider  to  cooperate  with  [Atlas 
Corporation]  in  purchasing  for  [its]  account  shares  of  the  capital 
stock  of  Ungerleider  Financial  Corporation,  and  [would]  refrain 
ancl  will  cause  Samuel  Ungerleider  to  refrain  from  competing  in  any 
fashion  whatsoever  in  the  purchase  of  said  shares."  ^^^ 

Although  Atlas  Corporation  itself  was  the  nominal  contracting 
party  with  Mr.  Lurie,  it  purchased  only  2,500  of  the  70,000  shares 
of  Lfngerleider  Financial  Corporation  stock  acquired  from  Mr.  Lurie. 
Atlas  Utilities  &  Investors  Company,  Ltd.,  the  Canadian  subsidiary 
of  Atlas  CoiT^oration,  purchased  10,000  of  the  shares.  However, 
57,500  of  the  70,000  shares  were  purchased  by  Allied  Atlas  Corpora* 
tion  (originally  known  as  Exide  Securities  Corporation),  which  was 
then  90%  owned  by  Atlas  Corporation.  Allied  Atlas  Corporation 
paid  $2,800,000  for  the  shares,  purchasing  them  at  $40  a  share.^''-  As 
has  been  stated,  the  market  price  of  the  shares  was  $24  a  share,  so 
that  Allied  Atlas  Corporation  paid  a  total  of  $920,000  in  excess  of 
the  market  price  of  the  stock.  The  $2,300,000  expended  by  Allied 
Atlas  Corporation  constituted  in  excess  of  331/3%  of  its  total  assets.^''^ 
As  at  December  31,  1930,  the  public  held  29,901  shares  or  approxi- 
mately 10%  of  the  outstanding  stock  of  Allied  Atlas  Corporation.^^^ 


s'^'Op.  cit.  supra,  note  861,  at  15008. 

^^  Id.,  at  15007-8. 

888  Id.,  Commission's  Exhibit  No.  1553. 

88!>0p.  cit,  supra,  note  870,   Commission's  Exhibit  No.  2001   (p.  126). 

*9«  Op.  cit.  supra,  note  861,  Commission's  Exhibit  No.  1553. 

8M  Ibid. 

SOS  Op.  cit.  supra,  note  870,  Commission's  Exhibit  No.  2001  (p.  126). 
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Although  Mr.  Ungerleider  testified  that  he  had  not  authorized  Mr. 
Lurie  to  represent  him  in  these  negotiations  with  Mr.  Odlum,®^^  Mr. 
Ungerleider  remained  a  director  and  president  of  Ungerleider  Finan- 
cial Corporation  until  April  4, 1933,^''^  and  assisted  Atlas  Corporation 
in  its  attempts  to  salvage  the  illiquid  loans  of  Ungerleider  Financial 
Corporation,  as  well  as  aiding  Atlas  Corporation  in  its  attempts  to 
rehabilitate  Bonwit  Teller,  Inc.^^^  Samuel  Ungerleider  &  Company 
and  Fenner,  Beane  &  Ungerleider,  a  stock  exchange  firm  with  which 
Mr.  Ungerleider  became  associated  in  November  1931  and  with  which 
he  remained  until  1933,  received  a  substantial  amount  of  brokerage 
business  from  Atlas  Corporation.®*^^  In  addition,  Samuel  Ungerleider 
&  Company  acted  as  Atlas  Corporation's  brokers  in  the  purchase  of 
additional  shares  of  Ungerleider  Financial  Corporation.®^^  On  Feb- 
ruary 25,  1931,  Mr.  Ungerleider  introduced  David  Bernstein,  a 
director  of  Ungerleider  Financial  Corporation  and  the  holder  of 
30,000  shares  of  its  stock,  to  L.  Boyd  Hatch  of  Atlas  Corporation.^"" 
Mr.  Bernstein  had  become  aware  of  Mr.  Lurie's  sale  to  Atlas  Corpo- 
ration and  apparently  desired  a  similar  price  for  his  shares.  As  a 
result  of  this  introduction.  Atlas  Corporation  agreed  to  purchase  Mr. 
Bernstein's  stock  at  a  price  of  $38  a  share,  a  price  approximately  $2 
less  than  the  asset  value  of  the  stock  but  $11.62  a  share  in  excess  of 
the  market  value  of  the  stock  which  was  then  selling  at  $27%  a 
share.^°i 

These  30,000  shares  of  stock  were  not,  however,  acquired  by  Atlas 
Corporation  itself.  They  were  purchased  by  All  America  General 
Corporation,  which  was  then  approximately  60%  owned  by  Atlas 
Corporation.^"-  All  America  General  Corporation's  payment  of 
$1,140,000  for  the  shares  was  approximately  $318,750  in  excess  of  the 
market  value  of  the  stock,"°='  so  that  the  40%  public  interest  in  All 
America  General  Corporation  ""*  suffered  an  immediate  loss  on  the 
purchase  of  approximately  $127,500.  Tlie  purchase  price  of  $1,140,000 
paid  by  All  America  General  Corporation  constituted  in  excess  of 
50%  of  its  total  assets.^"' 

As  a  result  of  these  two  transactions,  Atlas  Corporation,  through  its 
controlled  companies,  acquired  control  of  100,000  shares  of  the  stock 
of  Ungerleider  Financial  Corporation,  or  approximately  41%  of  the 
244,320  shares  of  the  company  then  outstanding.^"^  On  March  31, 
1931,  L.  Boyd  Hatch,  a  director  of  Atlas  Corporation,  was  elected  a 
director  of  Ungerleider  Financial  Corporation.^"^  By  September  17, 
1931,  in  addition  to  Mr.  Hatch,  Floyd  B.  Odium,  Oswald  Johnston, 


89°  Op.  cit.  supra,  note  861,  at  15012. 

ss"  Id.,  Commission's  Exhibit  No.  1557. 

^^  Derived   from    supplementary    information    supplied    the    Commission    for   Ungerleider 
Financial  Corporation. 
SOS  Ibid. 

8"9  Op.  cit.  supra,  note  870,  Commission's  Exhibit  No.  2001,  p.  128. 
ow  Op.  cit.  supra,  note  861,  at  15012. 

""^Derived    from    supplementary    information    supplied    the    Commission    for    Ungerleider 
Financial  Corporation  and  op.  cit.  supra,  note  870,  Commission's  Exhibit  No.  2001   (p.  126). 
«'«0p.  cit.  supra,  note  870,  Commission's  Exhibit  No.  2001  (p.  22). 
o»3  Ibid. 
ow  Ibid. 
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Walter  Petersen,  and  John  W.  Donaldson,  all  directors  or  officers 
of  Atlas  Corporation,  had  been  elected  to  the  board  of  directors  of 
Ungerleider  Financial  Corporation.®"^ 

Minority  stockholders  were  not  formally  informed  of  the  shift  in 
control  of  their  corporation  to  Atlas  Corporation  until  June  4,  1932, 
when  they  received  an  exchange  offer  of  the  shares  of  Atlas  Corpora- 
tion for  their  shares. 

During  the  year  1931,  Atlas  Corporation  purchased  in  the  open 
market,  largely  through  Samuel  Ungerleider  &  Company  as  brokers, 
a  total  of  42,405  shares  of  the  capital  stock  of  Ungerleider  Financial 
Corporation  at  a  total  cost  of  $1,262,405.25.909  However,  by  December 
31,  1931,  Atlas  Corporation  had  transferred  to  its  then  subsidiaries  a 
total  of  40,580  of  these  shares.®^"  All  sales  were  made  on  the  basis  of 
market  values.®^^ 

These  sales  illustrate  the  technique  by  which  Atlas  Corporation 
caused  its  controlled  investment  companies  to  acquire  control  of  other 
investment  companies. 

As  at  December  31, 1931,  Atlas  Corporation  and  its  subsidiaries  held 
200,384  shares  of  Ungerleider  Financial  Corporation  stock  out  of  244,- 
320  shares  outstanding.  In  other  words.  Atlas  Corporation  through 
its  subsidiaries  held  82%  of  the  outstanding  stock  of  Ungerleider 
Financial  Corporation.  Atlas  Corporation  itself  held  3,525  shares. 
Its  controlled  companies  owned  the  balance  of  the  shares  held  within 
the  Atlas  Corporation  group.  All  America  General  Corporation  held 
60,000;  Allied  Atlas  Corporation,  to  which  on  May  29,  1931,  Atlas 
Corporation  had  sold  its  controlling  interest  in  All  America  General 
Corporation  held  60,000  shares;  and  Securities  Allied  Corporation, 
which  on  August  17,  1931,  had  acquired  control  of  Allied  Atlas  Cor- 
poration and,  therefore,  controlled  All  America  General  Corporation, 
held  76,859  shares.®^^ 

On  June  4, 1932,  Atlas  Corporation  addressed  a  letter  to  the  minor- 
ity stockholders  of  Ungerleider  Financial  Corporation  offering  to  ex- 
change three  and  one-half  shares  of  its  common  stock  for  each  share 
of  the  capital  stock  of  Ungerleider  Financial  Corporation.  The  letter 
revealed  the  asset  value  of  each  Ungerleider  Financial  Corporation 
share  to  be  $28.75.^13 

The  letter  did  not  reveal  that  the  then  asset  value  of  the  Atlas  Cor- 
poration common  shares  was  $2.97  a  share,  or  a  total  asset  value  of 


90S  Ibid. 

Mi>Op.  cit.  supra,  note  870,  Commission's  Exhibit  No.  2001   (p.  127). 

»i»  Ibid. 

wi  Ibid.    The  sales  were  as  follows  : 


Date  1931 

Num- 
ber of 

shares 

To  whom  sold 

Cost  to  Atlas 
Corporation 

Selling  price 

Profit  or 
Goss) 

Apr.  30-.. 

10,000 
9,635 
1.325 
2,120 

17,  500 

All  America  General  Corporation... 

$310,000.00 
298, 532. 00 
36, 711.  60 
66,883.00 
629, 060. 10 

$310, 000. 00 
269.  780. 00 
36,  711.  50 
66,883  00 
607, 425. 00 

($28r752:00) 

Sept.  12... 
Sept.  19--- 
Oct.24..-. 

Securities  Allied  Corporation 

Securities  Allied  Corporation 

Securities  Allied  Corporation 

78,364.90 

Total. 

40, 680 

1,241,186.60 

1, 290, 799.  50 

49,612.90 

Id.,  Commission's  Exhibit  No.  2001  (pp.  24,  108,  and  129). 
Id.,  Commission's  Exhibit  No.  1970. 
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$10.39  for  the  three  and  one-half  shares  offered  for  each  Ungerleider 
Financial  Corporation  share.  However,  the  offering  letter  did  state 
that  the  asset  value  of  Atlas  Corporation's  common  stock  would  be  $7.30 
a  share  if  all  of  the  stockholders  of  its  12  subsidiary  investment  com- 
panies accepted  the  exchange  offers  of  Atlas  Corporation  which  were 
being  made  simultaneously  with  the  exchange  offer  for  the  stock  of 
Ungerleider  Financial  Corporation.  On  the  basis  of  an  asset  value  of 
$2,97  for  Atlas  Corporation's  common  stock,  acceptance  of  the  Atlas 
Corporation  offer  involved  a  gross  loss  in  assets  of  $18.36  a  share  to 
stockholders  of  Ungerleider  Financial  Corporation.  On  the  basis  of 
the  hypothetical  asset  value  of  $7.30  a  share  of  Atlas  Corporation 
common  stock,  acceptance  of  the  Atlas  Corporation  offer  involved  a 
loss  in  assets  of  $3.20  a  share  to  stockholders  of  Ungerleider  Financial 
Corporation.  On  the  basis  of  market  values  the  offer  would  result  in 
a  gain  of  50  cents  per  share  for  each  Ungerleider  Financial  Corpora- 
tion shareholder.^^* 

On  September  23,  1932,  Atlas  Corporation,  which  then  owned  91% 
of  the  stock  of  Ungerleider  Financial  Corporation  renewed  its  above 
offer  and  as  an  alternative  offered  to  exchange  four-fifths  of  a  share  of 
its  preference  stock  for  each  share  of  Ungerleider  Financial  Corpora- 
tion stock.  As  a  result  of  these  offers.  Atlas  Corporation  acquired 
27,639  shares  of  Ungerleider  Financial  Corporation  stock  in  exchange 
for  2,577  shares  of  its  preference  stock  and  84,585%  shares  of  its  com- 
mon stock.  On  the  basis  of  the  June  4,  1932,  asset  value  of  $2,97  for 
each  share  of  Atlas  Corporation  common  stock,  the  loss  to  Unger- 
leider Financial  Corporation  stockholders  who  accepted  the  offer,  re- 
sulting from  the  disparity  in  asset  values  of  the  securities  exchanged, 
was  $414,552.»« 

On  November  4,  1933,  the  date  on  which  Atlas  Corporation  caused 
Ungerleider  Financial  Corporation  to  be  dissolved,  Atlas  Corporation 
and  its  subsidiaries  held  215,025  shares  of  its  stock,  or  97.35%  of  the 
220,755  shares  of  the  corporation's  stock  then  outstanding.  The  hold- 
ings of  Atlas  Corporation  and  its  subsidiaries  had  been  acquired  at  a 
book  cost  of  $7,753,429.87.  On  the  dissolution  of  Ungerleider  Finan- 
cial Corporation,  Atlas  Corporation,  and  its  subsidiaries  received  a 
total  in  cash  and  in  securities  taken  at  their  market  values,  of  $6,342,- 
646.40.  Upon  the  basis  of  the  market  values  of  the  securities  received 
as  a  liquidating  dividend  by  Atlas  Corporation  and  its  controlled 
companies,  the  Atlas  Corporation  group  of  companies  suffered  a  loss 
of  $1,410,783.47  on  its  investment  in  the  stock  of  Ungerleider  Financial 
Corporation.^^^ 

In  determining  the  cash  distributive  shares  due  to  stockholders  of 
Ungerleider  Financial  Corporation,  market  prices  of  the  securities  in 
its  portfolio  were  used  as  the  basis  of  valuation.  However,  the  port- 
folio of  Ungerleider  Financial  Corporation  which  was  distributed  to 
Atlas  Corporation  and  its  subsidiaries  and  to  minority  stockholders 
who  exercised  an  option  to  receive  their  distributive  share  of  the  cor- 
porate assets  in  portfolio  securities  included  securities  of  several  Atlas 


»"Ibid.  and  Id.,  Commission's  Exhibit  No.  2001  (p.  131). 

*i5Id.,  Commission's  Exhibit  No.  2001  (p.  130).  However,  by  becoming  stockholders  of 
Atlas  Corporation,  exchanging  Ungerleider  Financial  Corporation  stockholders  to  some 
extent  retrieved  their  loss  in  asset  values. 

»"Id.,  Commission's  Exhibit  No.  2001   (pp.  130-1  and  133-8). 
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Corporation  controlled  investment  companies  which  at  market  prices 
were  valued  at  $3,620,801.25.  As  at  December  31, 1933,  these  securities 
had  an  asset  value  of  $6,492,258.83.  On  the  basis  of  the  asset  values  of 
these  securities,  Atlas  Corporation  and  its  subsidiaries  received  a  total 
of  $9,214,103.98  as  their  distributive  shares  of  the  assets  of  Ungerleider 
Financial  Corporation.  On  this  basis  of  calculation.  Atlas  Corpora- 
tion and  its  controlled  companies  derived  a  profit  of  $1,460,673.71  on 
their  investment  in  the  stock  of  Ungerleider  Financial  Corporation. 
In  addition,  the  trustees  in  liquidation  of  Ungerleider  Financial  Cor- 
poration, as  at  June  30,  1936,  still  retained  assets  consisting  primarily 
of  the  stock  of  Bonwit  Teller,  Inc.,  totaling  $521,398.69.  The  propor- 
tionate interest  of  Atlas  Corporation  in  these  assets  was  $507,580.62.^^^ 

2.  PURCHASE  OF  MANAGEMENT  WARRANTS 

a.  To  Induce  Transfer  of  Control 

(1)  THE  INVESTMENT  COMPANY  OF  AMERICA— JONATHAN  B. 
LOVELACE  AND  ASSOCIATES 

The  Investment  Company  of  America  was  organized  as  a  common- 
law  business  trust  in  Michigan  on  March  27,  1926,  under  the  sponsor- 
ship of  E.  E.  MacCrone  &  Company,  a  Detroit  investment  banking 
firm,  which  had  membership  in  the  New  York  Stock  Exchange.^^^ 
The  trust  indenture  creating  the  company  vested  the  sole  power  of 
management  and  control  in  the  trustees  and  permitted  the  trustees 
to  deal  with  the  trust  as  principals.^^^  However,  the  indenture  pro- 
vided for  the  creation  of  an  advisory  board  which,  by  the  vote  of 
three-quarters  of  its  members,  was  given  the  power  to  veto  any  pro- 
posed transaction  between  the  trust  and  its  trustees.^^°  An  advisory 
board  of  10  prominent  businessmen  ^~^  was  subsequently  selected  by 
E.  E.  MacCrone  &  Company ,''22  and  their  names  and  corporate  affili- 
ations were  prominently  featured  in  the  prospectuses  used  to  sell  the 
securities  of  The  Investment  Company  of  America  to  the  public.^^^ 


»"Id.,  Commission's  Exhibit  No.  2001  (p.  139). 

S18  Public  Examination,  American  Capital  Corporation,  at  6994-5,  7001,  and  Commission's 
Exhibit  No.  667. 

"» Id.,  Commission's  Exhibit  No.  667.  The  trust  indenture  provided :  "The  shareholders 
shall  have  no  right  to  exercise  any  control  over  the  Investment  Fund  nor  to  participate  in 
the  management  of  the  trust"  (ibid.). 

•^o  Ibid.  The  sole  additional  power  of  the  advisory  board  vs^as  to  approve  or  disapprove 
investments  suggested  by  the  trustees  for  inclusion  in  the  "eligible  list"  of  securities  from 
which  the  trustees  were  to  select  investments  for  the  trust  (ibid.). 

»2i  The  initial  members  of  the  advisory  board  were :  Standish  Backus,  president  of  the 
Burroughs  Adding  Machine  Company  ;  Leo  M.  Butzel,  a  director  of  the  First  National  Bank 
in  Detroit ;  Roy  D.  Chapin,  chairman  of  the  board  of  directors  of  Hudson  Motor  Company ; 
Stanford  T.  Crapo,  secretary-treasurer  of  Huron  Portland  Cement  Company  and  a  director 
of  the  Pere  Marquette  Railway  Company ;  E.  E.  MacCrone,  of  E.  B.  MacCrone  &  Company ; 
James  S.  Holden,  chairman  of  the  board  of  directors  of  The  Security  Trust  Company  of 
Detroit ;  B.  D,  Stair,  president  of  the  Detroit  Free  Press ;  Charles  S.  Mott,  vice  president 
of  General  Motors  Corporation  ;  Thomas  H.  White,  vice  president  and  general  manager  of 
White  Motor  Company ;  and  E.  A.  Pierce,  of  B.  A.  Pierce  &  Company,  members  of  the  New 
York  Stock  Exchange  (id..  Commission's  Exhibits  Nos.  669  and  670).  Subsequently,  Mr. 
Pierce  was  replaced  by  Arthur  H.  Buhl  (id..  Commission's  Exhibit  No.  682). 

»22  Id.,  at  7034-7. 

"^Id.,  Commission's  Exhibits  Nos.  669  and  670.  Apparently  many  stockholders  of  The 
Investment  Company  of  America  were  under  the  impression  that  the  advisory  board  was 
responsible  for  the  actual  management  of  The  Investment  Company  of  America.  In  a 
letter  written  by  the  advisory  board  to  the  stockholders  with  reference  to  the  transaction 
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Edward  E.  MacCrone,  Jonathan  B.  Lovelace,  and  Charles  J.  Collins, 
all  of  whom  were  partners  in  E.  E.  MacCrone  &  Company,  became 
three  of  the  five  trustees  of  The  Investment  Company  of  America.^24 
In  addition,  E.  E.  MacCrone  &  Company,  on  March  21,  1927, 
obtained  an  exclusive  fiscal  agency  contract  to  distribute  the  securi- 
ties of  The  Investment  Company  of  America  for  a  period  of  10  years  ^^^ 
and  in  June  1927,  through  Investment  Research  Corporation,  which 
was  80%  owned  ^^^  by  E.  E.  MacCrone  &  Company,  obtained  a  contract 
to  furnish  investment  advice  to  The  Investment  Company  of  America 
on  a  cost  basis.^^'' 

Betv\^een  1927  and  1930  the  public  purchased  $5,000,000  face  amount 
of  debentures ;  60,000  shares  of  7%  $100  par  value  preferred  stock  and 
137,827  shares  of  common  stock  of  The  Investment  Company  of 
America  for  $14,581,658,  of  which  $550,000  was  retained  as  gross  com- 
missions by  E.  E.  MacCrone  &  Company  and  $200,000  was  retained  by 
Bonbright  &  Company,  Inc.,  which  had  offered  to  the  public  the 
$5,000,000  of  debentures  of  The  Investment  Company  of  America.^-^ 
The  net  proceeds  derived  by  The  Investment  Company  of  America 
from  the  sale  of  these  various  securities  amounted  to  $13,831,658.°-^ 

In  addition  to  the  underwriting  commissions  which  it  received,  E.  E. 
MacCrone  &  Company  also  received  from  The  Investment  Company  of 
America  option  warrants  to  purchase  within  a  period  of  10  years  a  total 
of  210,000  shares  of  the  common  stock  of  The  Investment  Company  of 
America  at  prices  of  $24  to  $37.50  a  share.^-''  These  warrants,  Mr. 
MacCrone  testified,  were  issued  to  his  firm  as  compensation  for  its 
services  in  organizing  The  Investment  Company  of  America  and  as 
permanent  compensation  for  the  firm's  management  of  the  investment 
company .^^^  Of  these  warrants,  approximately  58,000  were  distributed 
by  E.  E.  MacCrone  &  Company  to  members  of  the  advisory  board  of 


by  which  control  of  The  Investment  Company  of  America  was  transferred  from  B.  B. 
MacCrone  &  Company  to  J.  B.  Lovelace  (see  infra),  the  advisory  hoard  stated  (id.,  Com- 
mission's Exhibit  No.  683)  : 

Many  of  the  letters  [received  by  the  advisory  board  from  shareholders  with  reference 
to  the  proposed  transfer  of  control]  are  written  as  if  the  writer  were  under  the 
impression  that  the  members  of  the  Advisory  Board  had  been  managing  The  Invest- 
ment Company  of  America  or  were  charged  with  some  specific  duty  in  the  conduct 
of  its  affairs  and  were  in  some  way  responsible  for  the  present  condition  of  the 
company  or  its  affairs.  The  Advisory  Board  has  not  only  no  such  duty  but  no  such 
power. 

»2i  Id.,  at  7000  and  7025-6.  The  two  remaining  trustees  were  Raymond  K.  Dykema, 
counsel  for  E.  E.  MacCrone  &  Company  (ibid.),  and  Albert  J.  Hettinger,  Jr.,  the  head  of 
the  investment  research  department  of  B.  B.  MacCrone  &  Company  (id.,  at  7119)  and 
the  president  of  Investment  Research  Corporation,  a  company  formed  by  E.  E.  MacCrone  & 
Company  to  supply  investment  advice  to  various  investment  companies,  including  The 
Investment  Company  of  America   (id.,  at  7028  and  Commission's  Exhibit  No.  670). 

^'^  Reply  to  the  Commission's  questionnaire  for  The  Investment  Company  of  America, 
Pt.  I   (Exhibit  6). 

"20  Op.  cit.  supra,  note  918,  at  7275  ;  but  see  id.,  Commission's  Exhibit  No.  682,  which 
states  that  B.  B.  MacCrone  &  Company  had  a  90%  ownership  of  Investment  Research 
Corporation. 

^^  Id.,  at  7040  and  the  reply  to  the  Commission's  questionnaire  for  The  Investment 
Company  of  America,  Pt.  I  (Exhibit  11).  The  contract  could  be  terminated  by  either 
party  on  six  months'  notice. 

828  Id.,  at  7016,  7023^,  and  Commission's  Exhibit  No.  671,  and  derived  from  supple- 
mentary information  supplied  the  Commission  for  The  Investment  Company  of  America. 

'^'=»0p.  cit.  .supra,  note  925,  Pt.  IV  (Item  21). 

"'"Op.  cit.  supra,  note  918,  at  7016-7,  7022,  7039,  and  op.  cit.  supra,  note  925,  Pt.  VII 
(Item  76). 

»3iOp.  cit.  supra,  note  918,  at  7018. 
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The  Investment  Company  of  America  and  to  Albert  J.  Hettinger,  Jr., 
and  Raymond  Dykema,  two  of  the  trustees  of  The  Investment  Company 
of  America.''=^2 

From  the  inception  of  The  Investment  Company  of  America  until 
June  1932,  E.  E.  MacCrone  &  Company  received  all  of  the  investment 
company's  brokerage  business,  which  Mr.  MacCrone  characterized  as 
"profitable"  to  the  firm  of  E.  E.  MacCrone  &  Company.^^a 

By  June  1932  the  net  assets  of  The  Investment  Company  of  America 
had  declined  to  approximately  $4,575,000,^^*  as  against  the  approxi- 
mately $13,830,000  which  the  corporation  had  received  from  the  sale 
of  its  securities.^^^ 

As  the  assets  of  the  company  declined  in  value,  a  sharp  dispute  arose 
among  the  trustees  and  members  of  the  advisory  board  as  to  the  invest- 
ment policy  to  be  pursued.^'^''  The  immediate  problem  which  generated 
this  dispute  was  the  fact  that  the  debentures  of  The  Investment  Com- 
pany of  America  contained  a  provision  to  the  effect  that  a  default 
would  occur  on  such  debentures  if  at  any  time  the  total  resources  of  the 
company  were  less  than  125%  of  the  face  amount  of  the  outstanding 
debentures.^^^  In  June  1932  The  Investment  Company  of  America  had 
outstanding  $3,353,000  principal  amount  of  debentures  and  total  assets 
of  approximately  $4,375,000,^'^  the  equivalent  of  about  136%  of  the 
face  amount  of  the  company's  outstanding  debentures.  In  other  words, 
a  comparatively  small  further  decline  in  the  company's  assets  would 
have  resulted  in  a  default  on  the  company's  outstanding  debentures. 

Mr.  Dykema  and  Mr.  Hettinger,  two  of  the  trustees,  were  of  the 
opinion  that  the  investment  company  should  repurchase  its  debentures 
which  were  then  selling  at  a  40%  discount  from  their  face  value,  in 
order  to  increase  the  asset  coverage  of  the  remaining  debentures  and  to 
free  the  corporate  funds  for  investment  in  an  effort  to  enhance  the 
asset  value  of  the  holdings  of  the  company's  preferred  and  common 


^32  Id.,  at  7039.  The  nine  members  of  the  advisory  board  other  than  Mr.  MacCrone 
received  an  average  of  5,300  warrants ;  Mr.  Hettinger  received  6,100  warrants  ;  and  Mr. 
Dykema  received  5,000  warrants  (ibid.,  and  the  reply  to  the  Commission's  questionnaire 
for  The  Investment  Company  of  America,  Pt.  VIII  [Item  76] ) . 

'*='=' Op.  cit.  supra,  note  918,  at  7267.     Mr.  MacCrone  testified  (ihid.)  : 

Q.  Now,  in  addition  to  your  investments  in  the  stock  of  The  Investment  Company 
of  America  and  in  the  warrants,  your  firm  had  the  brokeraiie  of  the  trust? 
A.  It  had  the  brokerage  of  the  trust. 
Q.  That  was  a  valuable  source  of  business? 
A.  I  think  it  proved  profitable. 

^3i  Id.,  Commission's  Exhibit  No.  683. 

955  However,  to  December  31,  1931,  the  company  had  paid  out  in  the  form  of  interest 
and  dividends  a  total  of  approximately  $2,600,000  and  had  expended  approximately 
$1,300,000  in  the  repurchase  of  $1,508,500  principal  amount  of  its  debentures  and  2,742 
shares  of  its  preferred  stock  (Reply  to  Commission's  questionnaire  for  The  Investment 
Company  of  America,  Pt.  II  [Schedules  16-5,  18-5,  20-1-6,  and  20-A]).  If  the  total  of 
$3,900,000  expended  for  these  purposes  be  deemed  a  partial  return  to  the  security  holders 
of  their  investment  in  the  company,  the  net  capital  contributed  to  the  company  to  the  end 
of  1931  was  approximately  $10,000,000.  By  June  1932,  therefore.  The  Investment  Com- 
pany  of  America  had  suffered  a  shrinkage  in  the  value  of  its  assets  approximately  equal 
to  50%  of  its  net  contributed  capital. 

»=«  Op.  cit.  supra,  note  918,  at  7150-4,  7240-1. 

"^Md.,  at  7151.  Mr.  Hettinger,  one  of  the  trustees  of  The  Investment  Company  of 
America,  testified : 

You  can  put  the  thing  this  way  :    The  debentures  required  125%    coverage      That 
was   your   touch-off   point.       There   is    no    question    but    that   investment    policy   was 
hampered   tremendously  by  that.       I   would   say  that   in   those  stages   internal  fiscal 
policy  was  a  matter  of  at  least  large  moment  in  the  picture  as  a  whole  (ibid.). 
»38  Id.,  Commission's  Exhibit  No.  683. 
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stockholders.^3^  The  advisory  board  (particularly  James  S.  Holden), 
the  members  of  which  with  their  families  held  a  total  of  5,473  shares 
of  the  preferred  stock  and  8,143  shares  of  the  common  stock  of  The 
Investment  Company  of  America,  were  in  accord  with  Mr.  Dykema 
and  Mr.  Hettinger  as  to  the  investment  policy  to  be  pursued  by  the 
company.^*'* 

On  the  other  hand,  Mr.  MacCrone  and  Mr.  Collins,  both  of  whom 
were  partners  in  E.  E.  MacCrone  &  Company  and  trustees  of  The 
Investment  Company  of  America,  "urged  that  we  liquidate  that  fund 
[The  Investment  Company  of  America]  to  cash  and  sit  there  until  we 
were  convinced  that  the  tide  had  definitely  turned."  ^" 

By  1932  the  fifth  trustee  of  The  Investment  Company  of  America, 
Mr.  Lovelace,  who  had  severed  his  connection  with  E.  E.  MacCrone  & 
Company  at  the  end  of  1929^*^  to  become  associated  with  American 
Capital  Corporation  and  Pacific  Southern  Investors,  Inc.,''*^  two  Cali- 
fornia investment  companies,  had  become  very  inactive  in  the  affairs 
of  The  Investment  Company  of  America.^** 

As  has  been  described,  the  four  active  trustees  of  The  Investment 
Company  of  America  were  deadlocked  on  the  question  of  the  invest- 
ment policy  to  be  adopted  by  the  company.^*^  In  addition,  the  ad- 
visory board,  led  by  Mr.  Holden,  who  Mr.  MacCrone  felt  was  the 
dominant  personality  on  the  advisory  board,  had  become  "an- 
taironistic"  to  Mr.  MacCrone.^*^ 


839  Id.,  at  7152-5.     Mr.  Hettinger  testified  : 

I  was  not  worried  about  the  bondholder  because  Bonbright,  when  they  drew  that 
indenture,  drew  a  good  clean  type  of  indenture  and  the  bondholder  had  nothing  to 
worry  about.  But  I  wanted  to  be  sure  that  the  junior  shareholders  had  their  chance 
to  come  back  (id.,  at  7156). 

In  June  1932  the  net  assets  of  The  Investment  Company  of  America  were  approximately 
$4,575,000.  After  deducting  the  $3,353,000  face  amount  of  debentures  outstanding,  the 
assets  available  for  the  57,000  outstanding  shares  of  preferred  stock  and  137,627  shares 
of  common  stock  totaled  approximately  $1,200,000  (id..  Commission's  Exhibit  No.  683). 
In  this  situation  the  57,000  shares  of  preferred  stock,  which  had  a  liquidating  preference 
of  $5,700,000,  had  an  actual  asset  value  of  approximately  $21  a  share  and  the  common  stock 
had  a  negative  asset  value.  The  preferred  and  common  stocks  had  been  sold  to  the  public 
in  1927  and  1928  by  E.  E.  MacCrone  &  Company  in  units  of  one  share  each  at  a  price  of 
$116.50  a  unit  (id.,  at  7015-6  and  Commission's  Exhibit  No.  669). 

^  Id.,  at  7240-4,  7279,  and  Commission's  Exhibit  No.  683. 

»*ild.,  at  7240.     Mr.  Hettinger  testified  (id.,  at  7154)  :. 

Q.  What  was  your  recollection  of  what  Mr.  MacCrone  and  Mr.  Collins  wanted  to  do 
at  that  time?     You  say  they  were  opposed  to  further  repurchases? 

A.  As  I  recall  it,  they  were  opposed  to  further  repurchases  [of  debentures]  and 
wanted  to  keep  quite  liquid  representing  thereby  the  only  basis  for  retaining  insured 
solvency  of  the  fund. . 

0*2  Id.,  at  7320. 

«8  Mr.  Lovelace  had  been  associated  in  the  formation  of  American  Capital  Corporation  in 
May  1928  (id.,  at  7094),  and  had  purchased  30,000  shares  of  the  Class  B  stock  of  American 
Capital  Corporation  at  $2  a  share  (id.,  at  7105,  7323).  In  November  1931  Mr.  Eovelace 
had  taken  an  active  part  in  the  management  of  American  Capital  Corporation  and  of  Pacific 
Southei-n  Investors,  Inc.,  which  in  1932  was  40%  controlled  by  American  Capital  Corpora- 
tion (id.,  at  7381).  Mr.  Lovelace  had  become  a  director  and  chairman  of  the  investment 
committees  of  both  American  Capital  Corporation  and  Pacific  Southern  Investors,  Inc.  (id.. 
Commission's  Exhibit  No.  683). 

o«  Id.,  at  7368. 

»^5As  at  June  17,  1932,  the  company  had  in  fact  repurchased  $1,647,000  face  amount  of 
its  debentures  (id..  Commission's  Exhibit  No.  683).  On  the  other  hand,  on  the  same  date 
$4,434,000  of  the  company's  total  assets  of  approximately  $4,575,000  consisted  of  cash. 
United  States  Treasury  Certificates,  and  short  term  corporate  notes  (ibid.). 

MO  Id.,  at  7238,  7242-3,  7299. 
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To  some  extent  this  "antagonism"  to  Mr.  MacCrone  may  have  been 
the  result  of  the  fact  that  in  1932  E.  E.  MacCrone  &  Company  had 
begun  to  negotiate  for  the  sale  of  its  fiscal  agency  contract  with  The 
Investment  Company  of  America,  its  remaining  116,286  warrants  to 
purchase  stock  of  that  company  and  its  interest  in  Investment  Re- 
search Corporation,  which  supplied  research  services  to  The  Invest- 
ment Company  of  America.^*^  At  this  time,  E.  E.  MacCrone  &  Com- 
pany was  indebted  to  Detroit  banks  to  the  extent  of  $1,000,000  secured 
by  all  the  securities  owned  by  E.  E.  MacCrone  &  Company,  including 
rhe  116,287  warrants  to  purchase  common  stock  of  The  Investment 
Company  of  America.^*^  In  19S2  the  banks  began  to  press  for  pro- 
tection of  the  firm's  loans.^^^  In  order  to  derive  funds  to  meet  the 
banks'  demands,  Mr.  MacCrone  entered  into  negotiations  with  others 
to  sell  his  interests  in  The  Investment  Company  of  America.^^°  Mr. 
MacCrone  from  time  to  time  negotiated  with  a  Chicago  group  of 
bankers  who  desired  to  purchase  the  E.  E.  MacCrone  &  Company 
warrants  and  other  interests  in  The  Investment  Company  of  America 
for  $1,000,000  ^^^  in  order  to  invest  the  company's  funds  in  commercial 
paper,  and  with  the  New  York  Stock  Exchange  firm  of  E.  A.  Pierce 
&  Company  which  proposed  to  purchase  the  same  assets  of  E.  E.  Mac- 
Crone &  Company  for  $750,000  and  to  invest  an  additional  $1,000,000 
in  the  stock  of  The  Investment  Company  of  America.^^^  That  these 
offers  were  attractive  is  evident  from  the  fact  that  the  warrants  held 
by  E.  E.  MacCrone  &  Company  to  purchase  116,287  shares  of  the 
common  stock  of  The  Investment  Company  of  America  were  exer- 
cisable at  prices  varying  from  $24  to  $37.50  a  share  and  at  this  time 
(early  in  1932)  the  common  stock  of  The  Investment  Company  of 
America  had  no  asset  value.^"^  In  other  words,  the  warrants  had  no 
immediate  value.^°*  The  chief  value  of  the  fiscal  agency  contract  with 
The  Investment  Company  of  America  held  by  E.  E.  MacCrone  & 
Company  lay  in  the  fact  that  under  its  terms  the  sale  of  any  further 
original  issues  of  securities  by  The  Investment  Company  of  America 
would  require  the  issuance  of  additional  warrants  to  the  holder  of 


°*^  Id.,  Coinmi-ssion's  Exhibit  No.  682.  These  warrants  were  the  remainder  of  210,000 
warrants  which  E.  E.  MacCrone  &  Company  had  acquired  in  1928  as  part  compensation  for 
their  organization  and  sale  of  the  securities  of  The  Investment  Company  of  America.  (See 
supra,  pp.  1238-9.) 

9«Op.  cit.  supra,  note  918,  at  Y254-6.  In  addition,  B.  E.  MacCrone  &  Company  held 
2,000  shares  of  the  common  stock  of  The  Investment  Company  of  America  and  a  22% 
interest  in  American  Industries  Corporation,  which  held  10,000  shares  of  the  common  stock 
of  The  Investment  Company  of  America  (id.,  at  7298). 

«9  Id.,  at  7256.     Mr.  MacCrone  testified  : 

*  *  *  [the  banks]  came  to  me  and  said,  "Well,  we  feel  that  you  should  take  steps 
to  sell  these  assets  and  protect  those  loans"  (ibid.). 

850  Id.,  at  7262-3.     Mr.  MacCrone  testified  : 

*  *  *  it  was  not  until  it  became  obviously  impossible  for  me  to  influence  as  I 
thought  properly  should  be  influenced,  the  policy,  and  obtain  protection  for  the  fund 
and  my  own  personal  loans  got  to  a  point  where  it  was  necessary  to  realize  something  by 
the  sale  of  my  assets,  that  I  entered  in  actively  or  considered  the  sale  of  these  interests 
at  all  (ibid.). 

951  Id.,  at  7257. 

852  Id.,  at  7259-61. 

»53  See  note  939,  supra. 

85*  The  advisory  board,  which  also  held  warrants  to  purchase  stock  of  The  Investment 
Company  of  America,  which  had  been  given  to  them  by  E.  B.  MacCrone  &  Company  in  1928 
(see  note  932,  supra),  were  of  the  opinion  that  their  warrants  as  well  as  those  held  by 
E.  E.  MacCrone  &  Company  were  in  1932  not  of  "any  present  value"  (op.  cit.  supra,  note 
918,  Commission's  Exhibit  No.  683). 
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the  contract.^^^  The  stock  of  Investment  Eesearch  Corporation  had 
little  value  since,  according  to  the  testimony  of  Mr.  Lovelace,  the 
corporation  had  a  liability  on  a  lease  which  exceeded  its  assets.^^® 

However,  the  advisory  board,  led  by  Mr.  Holden,  refused  to  consent 
to  the  sale  of  E.  E.  MacCrone  &  Company's  contracts  and  warrants  to 
outside  interests,''^ ^  apparently  because  it  was  the  "considered  opinion" 
of  the  advisory  board  "that  if  any  interest  purchased  The  Investment 
Company  of  America  that  they  would  expect  to  get  the  value  out  of 
the  investment  in  some  way."  ^^^  Moreover,  the  advisory  board  op- 
posed the  plan  of  the  Chicago  group,  with  whom  Mr.  MacCrone  was 
negotiating  to  invest  the  assets  of  The  Investment  Company  of 
America  in  commercial  paper,  on  the  ground  "that  there  would  be 
very  small  opportunity  for  recovery  for  the  common  stockholders."  ^^^ 
In  the  face  of  this  opposition  upon  the  part  of  the  advisory  board, 
Mr.  MacCrone  abandoned  the  attempt  of  E.  E.  MacCrone  &  Company 
to  dispose  of  its  interests  in  The  Investment  Company  of  America  to 
outsiders.^®" 

Meanwhile,  the  deadlock  of  the  trustees  as  to  the  investment  policy 
to  be  adopted  by  The  Investment  Company  of  America  continued. 
The  attempts  by  E.  E.  MacCrone  &  Company  to  sell  its  various  in- 
terests in  The  Investment  Company  of  America  apparently 
heightened  the  disagreement  among  the  trustees  and  increased  the 
advisory  board's  "antagonism"  to  Mr.  MacCrone  by  creating  the 
impression  that  E.  E.  MacCrone  &  Company  were  opposed  to  any 
shrinkage  in  the  assets  of  The  Investment  Company  of  America  which 
would  result  from  the  repurchase  of  its  debentures,  solely  because  of 
its  desire  to  obtain  an  attractive  price  from  others  for  its  interests  in 
The  Investment  Company  of  America.    Mr.  Hettinger  testified :  ^^^ 

Q.  Had  you  heard  of  any  other  reason  for  wanting  to  keep  liquid?  Was  there 
any  talk  of  selling  out  to  other  interests? 

A.  Yes. 

Q.  What  talk  was  there? 

A.  That  was  a  time  when  distress  situations  were  being  purchased  by 
"companies  *  *  *  and  the  larger  the  fund  that  they  could  purchase,  the 
greater  the  price  they  would  pay  for  it.  I  think  it  would  be  obvious  that  a 
five  million  fund  presumably  would  command  something  more  than  a  three- 

855  Reply  to  the  Commission's  questionnaire  for  The  Investment  Company  of  America, 
Pt.  I  (Exhibit  6). 

»=«  Op.  cit.  supra,  note  918,  at  7379. 

o"Mr.  MacCrone  testified  (id.,  at  7296-7)  : 

The  matter  was  taken  up  with  the  Advisory  Board  through  Mr.  Butzel,  and  I  ad- 
dressed a  letter  to  him  outlining  the  plan  completely,  and  it  was  discussed  to  the  trus- 
tees and  I  received  no  consideration  for  the  plan  whatsoever,  and  I  discussed  it  with 
my  friends,  and  they  said  that  in  view  of  the  fact  that  the  Advisory  Board  would  give 
It  no  consideration,  as  they  indicated  they  would  not  do,  that  to  try  to  obtain  considera- 
tion for  it  I  would  have  to  go  to  the  courts,  and  that  it  would  conceivably — if  court 
action  ensued— the  court  might  say  that  by  reason  of  the  course  of  events  that  the 
trust  should  be  dissolved,  and  all  interests  would  be  harmed  by  such  a  course  *  *  * 
I  felt  that  I  could  get  no  place  at  all  with  the  opposition  of  the  Advisory  Board. 
0^8  Id.,  at  7372-5. 
"^Id.,  at  737S. 

^  See  note  957,  supra.  Mr.  MacCrone  was  of  the  opinion  that  the  advisory  board 
resented  the  fact  that  the  outside  individuals  who  were  negotiating  for  the  purchase  of 
E.  E.  MacCrone  &  Company's  interests  in  The  Investment  Company  of  America  intended  to 
eliminate  the  advisory  board  and  to  retain  Mr.  MacCrone  as  a  trustee  (op.  cit.  supra  note 
918,  at  7258,  7261,  7299). 
«»  Id.,  at  7154-5. 
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million  fund.  And  Mr.  MacCrone,  I  believe,  was  interested  in  negotiations  at 
various  times  for  the  transfer  of  his  interests. 

In  order  to  resolve  the  deadlock  between  the  trustees,  the  advisory 
board  had  before  it  the  possibility  of  a  resort  to  the  courts  to  obtain 
a  judicial  opinion  as  to  the  course  to  be  pursued  by  the  trust.  Ap- 
parently the  advisory  board  was  of  the  belief  that  a  court  might  order 
a  dissolution  of  The  Investment  Company  of  America,  which  would 
wipe  out  substantially  the  entire  investment  of  the  preferred  and 
common  stockholders  of  the  company.^'^^  It  will  be  recalled  that  the 
members  of  the  advisory  board  and  their  families  held  a  large  amount 
of  the  preferred  and  common  stock  of  The  Investment  Company  of 
America.  In  their  dilemma,  Mr.  Dykema  and  Mr.  Hettinger  and  the 
advisory  board  communicated  early  in  1932  with  Mr.  Lovelace,  the 
fifth  trustee  of  The  Investment  Company  of  America,^*'^  who  pre- 
sented a  plan  to  the  advisory  board  for  the  elimination  of  Mr.  Mac- 
Crone  and  Mr.  Collins  as  trustees  of  The  Investment  Company  of 
America.  Mr.  Lovelace  and  certain  associates  ^'^^  who  owned  140,000 
shares  of  the  Class  B  stock  of  American  Capital  Corporation,  a  stock 
then  having  no  asset  value  ^'^^  and  a  market  value  of  $1.50  a  share,^*^^ 
proposed  to  transfer  such  stock  to  E.  E.  MacCrone  &  Company  in 
return  for  that  firm's  fiscal  agency  contract  with  The  Investment 
Company  of  America,  the  firm's  holdings  of  116,287  warrants  to  pur- 
chase common  stock  in  The  Investment  Company  of  America,  and  the 
firm's  80%  interest  in  Investment  Kesearch  Corporation. ^'^^  In  addi- 
tion, as  further  consideration,  Mr.  MacCrone  and  Mr.  Collins  were  to 
resign  as  trustees  of  The  Investment  Company  of  America.  Mr.  Love- 
lace was  to  remain  as  a  trustee  and  Reno  Renfrew,  one  of  his  associ- 
ates, would  also  be  elected  a  trustee.*"^^  By  these  transactions  Mr. 
Lovelace  and  Mr.  Renfrew  would  acquire  a  position  of  substantial 
influence  in  the  management  of  The  Investment  Company  of  America. 

However,  Mr.  MacCrone  was,  as  has  been  stated,  in  need  of  cash  to 
meet  his  firm's  bank  loans.  Accordingly,  in  order  to  procure  Mr. 
MacCrone's  assent  to  his  plan,  Mr.  Lovelace  proposed  that  The  Invest- 
ment Company  of  America  purchase  from  E.  E.  MacCrone  &  Com- 
pany at  a  price  of  $300,000,  or  $4  a  share,  75,000  shares  of  the  140,000 
shares  of  the  Class  B  stock  of  American  Capital  Corporation  which 

9«2ld.,  Commission's  Exhibits  Nos.  682  and  683.  It  will  be  recalled  that  in  June  1932 
the  preferred  stock  of  The  Investment  Company  of  America  which  had  a  liquidating  prefer- 
ence of  $100  a  share  had  an  actual  asset  value  of  approximately  $21  a  share  and  the  common 
stock  had  a  negative  asset  value.    See  note  939,  supra. 

"•^  Op.  cit.  supra,  note  918,  at  7156  and  7369-71. 

»«*  These  associates,  and  the  number  of  shares  of  the  Class  B  stock  of  American  Capital 
Corporation  which  they  owned,  were  as  follows  : 

.1.    B.    Lovelace 30,950 

R.    B.    Renfrew 11  750 

George  J.   Snook 36",  900 

N.   S.  Dennis 23'  700 

A  California  bank 27'  300 

Others 9^400 

(Id.,  at  7375  ;  and  derived  from  supplementary  information  supplied  the  Commission  for 
The  Investment  Company  of  America.) 

M=  Op.  cit.  supra,  note  918,  Commission's  Exhibit  No.  682. 

"*^  Reply  to  the  Commission's  questionnaire  for  The  Investment  Company  of  America, 
Pt.  VII  (Item  70). 

^"  Op.  cit.  supra,  note  918,  Commission's  Exhibits  Nos.  682,  688. 

9«8  Id.,  Commission's  Exhibit  No.  682. 

153373 — 41—30 
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that  firm  was  to  acquire  from  Mr.  Lovelace  and  his  associates.^''''  In 
other  words,  Mr.  Lovelace's  proposal  essentially  was  that  The  Invest- 
ment Company  of  America  itself  was  to  pay  E.  E.  MacCrone  &  Com- 
pany $300,000  for  the  relinquishment  of  that  firm's  various  interests 
in  The  Investment  Company  of  America.^"^"  In  return  for  the  $300,- 
000  which  it  was  to  pay  to  E.  E.  MacCrone  &  Company,  The  Invest- 
ment Company  of  America  was  to  receive  75,000  shares  of  the  Class  B 
stock  of  American  Capital  Corporation  which  had  no  asset  value  and 
a  total  market  value  of  approximately  $112,500. 

On  the  other  hand,  this  last  aspect  of  the  transactions  for  the  elimi- 
nation of  E.  E.  MacCrone  &  Company  from  the  management  of  The 
Investment  Company  of  America  would  be  advantageous  to  Mr.  Love- 
lace. The  75,000  shares  of  the  Class  B  stock  of  American  Capital 
Corporation  constituted  11%  of  the  voting  stock  of  that  company, 
which  then  had  assets  of  $4,000,000,  and  which  in  turn  held  40%  of  the 
voting  stock  of  Pacific  Southern  Investors,  Inc.,  which  then  possessed 
assets  of  $5,500,000.''^^  In  other  words,  the  Lovelace  group,  as  a  result 
of  the  transactions  proposed,  would  acquire  control  and  the  manage- 
ment of  approximately  $14,000,000  of  assets.^^^ 

Although  the  advisory  board  "did  not  feel  that  as  organizer  of  the 
company  [The  Investment  Company  of  America],  one  of  the  trustees, 
president  of  the  company  or  holder  of  any  contract  with  the  company, 
Mr.  MacCrone  has  anything  to  sell,"  ^^^  nevertheless,  they  assented  to 
Mr.  Lovelace's  plani  as  a  means  of  resolving  the  deadlock  among  the 
trustees  as  to  the  investment  policy  to  be  adopted  by  the  investment 


^^  Id.,  Commission's  Exhibits  Nos.  682,  683. 

«">  Id.,  at  7289. 

""  Id.,  at  7381  and  Commission's  Exhibit  No.  682. 

»^2  Including  the  then  $4,575,000  of  assets  of  The  Investment  Company  of  America.  Mr. 
Lovelace  conceded  that  this  transaction  resulted  in  his  obtaining  control  of  The  Investment 
Company  of  America,  American  Capital  Corporation,  and  Pacific  Southern  Investors,  Inc. 
(id.,  at  7383).  In  October  1933  Mr.  Lovelace  caused  a  new  The  Investment  Company  of 
America  to  be  incorporated  in  Delaware.  To  this  new  company  all  of  the  assets  of  the 
existing  common-law  trust.  The  Investment  Company  of  America,  were  transferred.  The 
preferred  and  common  stockholders  of  the  common-law  trust  received  common  stoclj  and 
warrants,  respectively,  in  the  new  company  (id.,  Commission's  Exhibits  Nos.  687-A  and 
687-B).  As  part  of  this  reorganization,  the  new  company  entered  into  a  management 
contract  for  a  period  of  5  years  with  The  Management  Company  (now  known  as  Manage- 
ment Group,  Inc.),  a  company  controlled  by  Messrs.  Lovelace,  Dykema,  Renfrew,  and 
Hettinger,  under  the  terms  of  which  The  Management  Company  was  to  receive  as  annual 
compensation  12%%  of  the  net  profits  of  The  Investment  Company  of  America,  provided 
there  remained  an  annual  profit  to  the  company  equivalent  to  at  least  6%  of  its  investment 
capital.  The  sums  obtained  by  The  Management  Company  were  to  be  reinvested  in  the 
common  stock  of  The  Investment  Company  of  America  taken  at  its  asset  value.  No  pay- 
ment of  any  compensation  under  this  agreement,  however,  was  to  occur  unless  and  until 
the  liquidating  value  of  The  Investment  Company  of  America's  common  shares  had  increased 
to  $50  a  share.  Such  value  increased  to  an  amount  exceeding  $50  per  share  in  December 
1936  (ibid,  and  reply  to  the  Commission's  questionnaire  for  The  Investment  Company  of 
America,  Pt.  IV  [Item  21]).  From  December  3.1,  1935,  to  June  30,  1937,  The  Management 
Company  and  its  successor,  Management  Group,  Inc.,  which  were  controlled  by  Mr.  Love- 
lace and  his  associates,  received  in  management  fees  from  The  Investment  Company  of 
America  a  total  of  approximately  $400,000,  which  was  reinvested  in  common  stock  of  The 
Investment  Company  of  America  at  a  price  based  on  the  asset  value  of  such  stock  (Reply 
to  the  Commission's  questionnaire  for  The  Investment  Company  of  America,  Pt.  I  [semi- 
annual financial  reports  of  The  Investment  Company  of  America]). 

>"»  Op.  cit.  supra,  note  918,  Commission's  Exhibit  No.  683.  Mr.  MacCrone,  however, 
testified  that  he  had  consulted  counsel,  who  had  informed  him  that  his  various  interests  in 
The  Investment  Company  of  Ameria  were  legally  salable  assets  (id.,  at  7281).  Compare, 
however,  the  decisions  of  the  courts  with  reference  to  the  assignability  of  management 
contracts,  note  62  of  this  section,  supra. 
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company,  particularly  in  view  of  the  fact  that  Mr.  Lovelace  and 
Mr.  Eenfrew,  the  proposed  new  trustees,  had  agreed  to  a  policy  of 
repurchasing  the  company's  debentures.^^* 

In  the  opinion  of  the  advisory  board  the  payment  of  $300,000,  which 
was  to  be  made  to  E.  E.  MacCrone  &  Company  by  The  Investment 
Company  of  America  in  return  for  75,000  shares  of  the  negative  asset 
value  Class  B  common  stock  of  American  Capital  Corporation,  repre- 
sented primarily  not  an  investment  in  such  stock  but  the  price  for  the 
elimination  of  Mr.  MacCrone  and  Mr.  Collins  as  trustees  of  The  In- 
vestment Company  of  America.^'^  This  price,  in  the  judgment  of  the 
advisory  board,  would  be  cheaper  than  litigation  to  break  the  existing 
deadlock  among  the  trustees  of  The  Investment  Company  of  Amer- 
ica— litigation  which  might  result  in  the  dissolution  of  the  trust  with 
its  attendant  eradication  of  substantially  the  entire  investment  of  the 
trust's  preferred  and  common  stockholders."^'' 

E.  E.  MacCrone  &  Company  assented  to  this  plan  of  Mr,  Lovelace 
and  the  advisory  board.""  However,  although  the  preferred  and 
common  stockholders  of  The  Investment  Company  of  America  had  no 
legal  right  to  pass  on  the  transaction,"^^  and  the  advisory  board  on  the 
vote  of  three-quarters  of  its  members  could  have  itself  approved  this 
self-dealing  transaction  between  E.  E.  MacCrone  &  Company  and  the 
investment  trust,  the  advisory  board  determined  to  submit  the  trans- 
action to  the  preferred  and  common  stockholders  of  the  company  for 
their  opinion.  The  advisory  board  stated  in  letters  written  to  the 
investment  trust's  shareholders  on  June  1  and  July  16,  1932,  that  if  a 
substantial  number  of  stockholders  opposed  the  transaction  it  would 
be  abandoned.  However,  in  response  to  its  letters  the  advisory  board 
received  letters  of  objection  from  only  22  of  the  shareholders  of  the 
company  holding  1,200  shares  of  the  preferred  and  1,290  shares  of  the 
common  stock  out  of  the  outstanding  57,258  shares  of  preferred  and 
137,827  shares  of  the  common  stock  of  the  investment  trust."^" 

On  August  24,  1932,  the  transaction  was  consummated.  "^°  The 
Lovelace  group  transferred  140,000  shares  "^^  of  the  Class  B  stock  of 

<"*  Op.  cit.  supra,  note  918,  Commission's  Exhibit  Nos.  682,  683. 

^^  In  a  letter  dated  July  16,  1932,  addressed  to  the  preferred  and  common  stockholders 
of  The  Investment  Company  of  America,  which  described  the  proposed  transaction  for  the 
elimination  of  E.  E.  MacCrone  &  Company  from  the  management  of  the  trust,  the  advisory 
board  stated  :  "This  is  not  to  be  viewed  primarily  as  an  investment,  but  as  a  way  out  of  a 
situation  arising  from  the  many  surrounding  and  collateral  circumstances  which  have 
been  referred  to  in  these  communications,  and  secondarily  as  affording  a  means  of  ultimate 
recovery  back  of  the  present  outlay"  (id.,  Commission's  Exhibit  No.  683).  The  latter 
portion  of  the  sentence  referred  to  the  leverage  in  the  Class  B  common  stock  of  American 
Capital  Corporation,  which  was  a  leverage  investment  company  and  which  in  turn  held 
40%  of  the  common  stock  of  Pacific  Southern  Investors,  Inc.,  another  leverage  investment 
company  (id..  Commission's  Exhibit  No.  682). 

»•«  In  the  letter  referred  to  in  the  preceding  footnote  the  advisory  board  stated  (id.. 
Commission's  Exhibit  No.  683)  : 

If  litigation  were  to  be  instituted  and  to  result  in  liquidation  the  loss  to  shareholders 
would  be  much  more  than  the  $300,000  to  be  paid  in  the  proposed  transaction  and  there 
would  be  no  opportunity  to  ever  get  it  back  through  subsequent  operation  ;  and  even 
if  litigation  stopped  short  of  liquidation  before  getting  through  it  and  over  the  effect 
of  it,  the  loss  suffered  by  the  interest  of  the  shareholders  would  most  probably  exceed 
the  $300,000. 

""  Id.,  at  7299. 
"8  Id.,  at  7311. 

"» Id.,  Commission's  Exhibits  Nos.  682,  683. 

880  Reply  to  the  Commission's  questionnaire  for  The  Investment  Comcany  of  America, 
Pt.  VII  (Item  70). 
»8i  Op.  cit.  supra,  note  918,  at  7379. 
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American  Capital  Corporation  to  E.  E.  MacCrone  &  Company  in 
return  for  116,287  warrants  to  purchase  common  stock  of  The  Invest- 
ment Company  of  America  which  "were  of  no  present  value,"  ^^^  80% 
of  the  stock  of  Investment  Research  Corporation  which  the  Lovelace 
group  regarded  as  having  no  value,^^^  and  the  fiscal  agency  contract 
between  E.  E.  MacCrone  &  Company  and  The  Investment  Company 
of  America.  E,  E.  MacCrone  &  Company  on  the  same  day  transferred 
75,000  shares  of  the  Class  B  common  stock  of  American  Capital  Cor- 
poration, which  it  had  received  from  the  Lovelace  group,  to  The 
Investment  Company  of  America  for  $300,000.^^^ 

Clearly,  the  net  effect  of  this  transaction  was  to  have  The  Investment 
Company  of  America  itself  expend  $300,000  for  the  elimination  of 
E.  E.  MacCrone  &  Company  from  its  management  and  control,  and 
the  transfer  of  control  of  the  company  to  the  Lovelace  group.  Mr. 
E.  E.  MacCrone  conceded  that  the  $300,000  which  he  had  received  for 
the  sale  of  his  warrants  and  other  interests  to  the  Lovelace  group,  had 
been  paid  to  him  by  The  Investment  Company  of  America  itself :  ®®^ 

Q.  If  this  three  hundred  thousand  dollars  did  not  come  out  of  the  trust,  from 
where  did  it  come? 

A,  In  the  long  run,  of  course,  apparently  it  did  come  out  of  the  trust.  I  do  not 
know  that  as  a  fact,  but  I  assume  it  did. 

Despite  the  poor  performance  of  The  Investment  Company  of 
America  under  the  sponsorship,  management,  and  control  of  E.  E. 
MacCrone  &  Company,  Mr.  MacCrone  testified  that  he  saw  nothing 
wrong  in  accepting  $300,000  from  the  investment  company  itself  as 
the  price  of  the  termination  of  his  firm's  relationship  with  it.  Mr. 
MacCrone  testified :  ®^^ 

Q.  Wasn't  the  net  result  of  this  transaction  that  there  was  a  shrinkage  from 
$15,000,000  to  $3,000,000  under  your  control  and  domination  during  this  period 
and  it  had  to  pay  an  additional  premium  of  $300,000  in  order  that  you  might 
get  out  and  Mr.  Lovelace  take  it  over.  Isn't  that  the  net  result  of  the  transac- 
tion? And  in  the  judgment  of  these  trustees  it  was  worth  apparently  this  addi- 
tional $300,000  which  brought  the  net  assets  of  the  trust  to  the  point  where 
I  think  a  5  percent  fluctuation  in  the  market  would  touch  off  the  debentures.*" 
They  thought  it  was  worth  that  to  get  rid  of  a  management  which,  whether  re- 
sponsible or  not,  had  been  dominating  over  the  period  when  this  trust  had  lost 
millions  of  dollars. 

A.  As  a  matter  of  fact,  the  management  or  power  over  the  period  of  time 
was  in  our  friends.  In  other  words,  Mr.  Lovelace  himself  was  a  trustee  all  of 
this  time.     He  had  the  same  responsibility  that  the  rest  of  us  had. 

«  «  «  «  «  H:  4: 

Q.  You  felt  no  qualms  about  taking  the  $300,000? 
A.  I  thought  it  was  a  good  business  transaction  all  the  way  around. 
Q.  At  the  time  you  sponsored  the  trust,  you  took  warrants  as  your  form  of 
compensation.     All  the  warrant  is  is  a  guarantee  that  if  the  common  stock 


»82id.,  Commission's  Exhibit  No.  683. 

BS-nd.,  at  7379. 

»8*  Id.,  at  7273,  7299. 

"85  Id.,  at  7289. 

983  Id.,  at  7285,  7299-7300. 

^^'Tliis  means  tbat  a  5%  decline  in  the  value  of  the  portfolio  would  bring  the  assets  to 
a  value  less  than  125%  of  the  face  amount  of  the  investment  trust's  outstanding  de- 
bentures, thus  constituting  a  default  on  such  debentures. 
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performs  the  way  you  think  it  is  going  to  perform,  as  of  the  time  when  that 
performance  arises,  you  will  get  your  proportion  out  of  it  as  a  reward  for  proper 
management.  At  this  time,  however,  you  weren't  content  with  that  because 
there  was  no  profit  in  the  warrant  and  either  way  you  were  recompensed  and 
rather  handsomely  so. 

A.  I  don't  consider  so  handsomely. 

Q.  Tou  don't  consider  $300,000  a  handsome  sum  at  the  time  the  trust  had 
only  $3,000,000? 

A.  Not  for  the  effort  we  put  into  it  during  the  years. 

Q.  How  valuable  had  been  your  effort  to  the  stockholders? 

A.  Well,  as  it  worked  out  the  efforts  of  nobody  connected  with  the  thing  had 
been  very  helpful  to  it. 

Mr.  MacCrone  further  testified  that  the  $300,000  which  he  received 
from  The  Investment  Company  of  America  had  enabled  him  to  meet 
a  sufficient  amount  of  the  bank  indebtedness  of  his  firm  to  permit  it 
to  stay  in  business :  ^^^ 

A.  *  *  *  In  connection  with  the  whole  business,  the  banks  of  the  city  of 
Detroit  took  that  collateral  off  my  loans  and  allowed  me  to  re-establish  myself 
in  business. 

Q.  That  was  your  whole  business  and  not  your  afliliation  with  The  Invest- 
ment Company  of  America. 

A.  That  was  to  make  it  possible  for  me  to  go  back  into  business  with  naturally 
the  hope  that  I  would  be  able  to  make  up  whatever  balance  there  was  of  loans 
and  so  forth. 

On  the  other  hand,  in  November  1935  The  Investment  Company  of 
America  sold,  at  a  loss  of  $262,500,^^^  the  75,000  shares  of  the  Class 
B  stock  of  American  Capital  Corporation  which  it  had  purchased 
from  E.  E.  MacCrone  &  Company  for  $300,000. 

b.  To  Induce  Recommendation  of  Exchange  Offers 
(1)  ATLANTIC  SECURITIES  CORPORATION— ATLAS  CORPORATION 

Atlantic  Securities  Corporation  was  incorporated  in  Delaware  on 
August  15,  1927,  under  the  joint  auspices  of  F.  S.  Smithers  &  Co., 
Inc.,  A.  Iselin  &  Company  (both  of  whom  were  members  of  the  New 
York  Stock  Exchange),  Administratie  en  Handel  Associate  "Cos- 
mos" of  Amsterdam,  Holland,  and  the  New  York  law  firm  of  Cotton 
&  Franklin .^^°  The  corporation  was  created  for  the  "purpose  of  in- 
vesting and  reinvesting  its  assets  in  a  diversified  group  of  stocks  and 
bonds  and  other  securities."  ^^'^  Representatives  of  the  four  sponsor- 
ing institutions  constituted  the  entire  board  of  directors  of  the  cor- 
poration until  May  20, 1932,  when  control  of  the  corporation  passed  to 
Atlas  Corporation.^^2 

The  original  authorized  capitalization  of  the  corporation  consisted 
of  100,000  shares  of  capital  stock  all  of  one  class  and  with  a  par  value 
of  $100  a  share.®^^    Immediately  on  incorporation  of  the  company,  the 


»^  Op.  cit.  supra,  note  918,  at  7301. 

^^  Id.,  Respondent's  Exhibit  No.  A. 

^^  Public  Examination,  Atlas  Corporation,  at  18039,  and  Commission's  Exhibit  No.  1993. 

8»i  Id.,  at  18040,  and  Commission's  Exhibit  No.  1993. 

■^^Id.,  Commission's  Exhibit  No.  1993. 
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sponsors  succeeded  in  privately  disposing  of  21,650  shares  of  the  cor- 
poration's stock  at  a  price  of  $105,  tlie  corporation  receiving  a  total  of 
$2,273,260.^^*  Although  the  sponsors  charged  no  commission  for  their 
services,  they  entered  into  a  contract  with  the  corporation  on  October 
25,  1927,^^^  pursuant  to  which  the  corporation  agreed  to  issue  to  them, 
as  permanent  management  compensation,'^^''  "management"  option 
warrants  to  purchase  an  amount  of  shares  equivalent  to  one-ninth  of 
any  and  all  shares  of  stock  then  issued  or  thereafter  issued  by  the 
corporation.  The  warrants  were  to  be  exercisable  at  the  issue  price 
of  the  shares  of  the  corporation  and  were  to  be  exercisable  within  five 
years  after  the  issuance  of  the  shares.  Pursuant  to  this  agreement, 
the  four  sponsors  each  acquired  a  one-fourth  interest  in  option  war- 
rants to  purchase  2,405  shares  of  the  corporation's  stock  on  or  before 
October  25,  1932,  at  a  price  of  $105  a  share.''''^  In  consideration  of 
this  right  to  the  receipt  of  management  option  warrants,  no  salaries 
or  other  compensation  was  to  be  paid  to  the  directors  and  officers  of 
the  corporation  who  were,  as  has  been  pointed  out,  nominees  of  the 
sponsors.''^^ 

In  February  1929  the  authorized  capitalization  of  the  corpora- 
tion was  changed  to  620,000  shares  of  stock  without  par  value,  con- 
sisting of  120,000  shares  of  preferred  stock  and  500,000  shares  of 
common  stock.^''^  The  outstanding  21,650  shares  of  the  company's 
stock  of  a  par  value  of  $100  each  were  converted  into  five  shares  of 
new  common  stock  without  par  value.^"""  The  company  thus  had  out- 
standing 108,250  shares  of  common  stock  without  par  value.^°"^ 

Similarly,  the  outstanding  warrants  held  by  the  sponsors  of  the 
corporation  were  increased  fivefold  in  accordance  with  the  contract 
of  October  25,  1929,  by  which  the  sponsors  were  entitled  to  receive 
a  warrant  to  purchase  one  share  for  each  nine  shares  issued  by  the 
corporation.  The  option  warrants  to  purchase  2,405  shares  of  the 
company's  common  stock  on  or  before  October  25,  1932,  at  a  price 
of  $105  a  share,  were  exchanged  for  option  warrants  to  purchase 
12,027  shares  of  the  company's  common  stock  on  or  before  October  25, 
1932,  at  a  price  of  $21  a  share.^°°2 

On  February  15,  1929,  Atlantic  Securities  Corporation  offered  to 
its  stockholders  60,000  units  of  its  new  securities  at  a  price  of  $85 
a  unit,  each  unit  consisting  of:  (a)  a  share  of  preferred  stock  accom- 
panied by  a  nondetachable  option  warrant  to  purchase  a  half  share 
of  common  stock  on  or  before  March  1,  1934,  at  prices  (graduated 
by  year  ends)  from  $35  to  $45  a  share;  (b)  a  share  of  common  stock; 
and  (c)  a  detachable  option  warrant  to  purchase  a  half  share  of  the 
corporation's  common  stock,  having  the  same  terms  regarding  exer- 
cisability as  the  nondetachable  warrants.  The  preferred  stock  was 
entitled  to  cumulative  annual  dividends  of  $3  a  share,  was  entitled 


»M  Ibid. 
M5  Ibid. 

»»« Id.,  at  18042. 

^  Id.,  Commission's  Exliibit  No.  1993. 

^^  Id.,  at  1804,  and  Commission's  Exhibit  No.  1993. 

■"^  Id.,  Commission's  Exhibit  No.  1993. 
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on  liquidation  to  a  preference  in  assets  to  the  extent  of  $52.50  and 
accrued  dividends,  and  had  one  vote  a  share.^°^^ 

A  selling  group,  composed  of  F.  S.  Smithers  &  Co.,  Inc.,  A.  Iselin 
&  Company,  and  International  Acceptance  Bank,  Inc.,  agreed  to  take 
up  and  pay  for  such  units  at  $85  a  unit,  less  a  5%  commission,  as 
were  not  subscribed  for  by  the  stockholders.^""*  Stockholders  of  the 
corporation  purchased  only  6,742  of  the  units.^°°^  On  these  sales  the 
corporation  realized  $573,070. 

In  February  1929  the  above-named  selling  group  offered  to  the 
public  the  remaining  53,258  units  of  the  corporation's  securities  at 
a  price  of  $85  a  unit."°^  However,  the  unit  which  was  offered  to 
the  public  did  not  include  the  detachable  option  warrant  to  purchase 
a  half  share  of  the  corporation's  common  stock.^°°^  These  detachable 
warrants  were  apparently  privately  distributed  by  the  company's 
sponsors.  The  record  indicates  that  these  warrants  were  outstand- 
ing but  were  not  owned  by  the  sponsors.^""^ 

As  a  result  of  the  public  offering  the  company  received  $4,300,583.50 
($85  a  unit  less  5%),  and  the  sponsors  received  gross  underwriting 
commissions  totaling  $226,346.50,^"°^  which  were  divided  among  them 
as  follows :  A.  Iselin  &  Company,  $113,173.25 ;  "i"  F.  S.  Smithers  &  Co., 
Inc.,  $90,538.60  ;i"i^  and  International  Acceptance  Bank,  Inc.,  $22,- 
634.65.i°^2  jjj  accordance  with  the  agreement  of  October  25,  1932, 
the  sponsors  received,  on  the  issuance  of  the  units  to  the  company's 
stockholders,  warrants  to  purchase  749  shares  of  the  company's  com- 
mon stock  on  or  before  March  1,  1934,  at  a  price  of  $35  a  share,  and, 
on  the  issuance  of  the  units  to  the  public  warrants  to  purchase  5,917 
shares  of  the  company's  common  stock  on  or  before  March  1,  1934, 
at  a  price  of  $33.25  a  share.i"^^ 

At  the  conclusion  of  the  corporation's  recapitalization  and  after 
giving  effect  to  its  additional  financing  the  corporation  had  received 
a  total  capital  contribution  of  $7,146,903.50.^""  In  consideration  of 
the  receipt  of  these  funds  from  its  stockholders  it  had  issued  60,000 
shares  of  preferred  stock  and  168,250  shares  of  common  stock.^"^^  In 
addition,  the  corporation  had  outstanding  in  the  hands  of  the  public 
120,000  option  warrants  to  purchase  60,000  shares  of  its  common 
stock  on  or  before  March  1,  1934,  at  prices  varying  from  $35  to  $45 
a  share.  Of  these  warrants,  60,000  were  attached  to  the  preferred 
shares  of  the  company  and  were  nontransferable  except  in  conjunc- 
tion with  the  preferred  shares;  the  remaining  60,000  warrants  were 
transferable  independently  of  the  other  securities  of  the  company. 
Finally,  the  sponsors  of  the  corporation  held  as  management  com- 
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pensation  a  total  of  18,693  warrants  to  purchase  common  stock  of  the 
corporation,  of  which  12,027  were  exercisable  on  or  before  October 
25,  1932,  at  a  price  of  $25  a  share ;  5,917  were  exercisable  on  or  before 
March  1,  1934,  at  $33.25  a  share ;  and  749  were  exercisable  at  a  price 
of  $35  a  share  on  or  before  March  1,  1934.  On  November  6,  1931, 
Administratie  en  Handel  Associate  "Cosmos,"  one  of  the  original 
sponsors,  transferred  its  interest  in  the  management  warrants  to  the 
International  Acceptance  Bank,  Inc.^°^^ 

In  the  years  1931  and  1932  the  corporation  repurchased  9,111  shares 
of  its  preferred  stock  at  a  cost  of  $218,867,  and,  from  1929  to  1932, 
the  corporation  paid  out  as  dividends  on  its  preference  stock  $490,- 
959.75  Treating  dividends  paid  and  amounts  expended  by  the  cor- 
poration on  its  repurchases  of  its  stock  as  a  return  of  capital  to 
the  investor,  the  net  capital  contributed  to  the  corporation  was 
$6,237,076.75.^01^ 

Throughout  the  management  regime  of  the  original  sponsors  of 
the  corporation,  the  investment  policies  of  the  corporation,  as  out- 
lined in  the  prospectus  offering  its  shares  to  the  public,  were  fol- 
lowed. The  corporation's  portfolio  securities,  though  consisting  pre- 
dominantly of  common  stocks  (which  constituted  in  excess  of  90% 
of  the  portfolio  securities)  were  to  a  large  extent  diversified  by  indus- 
tries.i°i*  However,  serious  difficulties  were  encountered  in  attempt- 
ing to  reconcile  the  investment  opinions  of  the  various  sponsors  and 
managers  of  the  corporation  with  reference  to  particular  investr 
ments.i°i^  Disputes  as  to  the  purchase  and  sale  of  particular  securi- 
ties impeded  the  management  of  the  corporate  assets. 

As  a  result  of  these  management  difficulties  and  the  collapse  in 
security  prices  in  1929  the  company,  by  April  30,  1932,  had  suffered 
a  70%  shrinkage  in  its  assets.  The  net  assets  of  the  company,  as  at 
April  30, 1932,  were  $1,927,992.73,  as  compared  with  its  net  contributed 
capital  of  $6,237,076.75.i°2o  j^^  ^t  April  30,  1932,  the  net  assets  of 
the  corporation  were  sufficient,  if  the  company  were  dissolved,  to  pay 
only  $37.87  for  each  share  of  its  outstanding  preferred  stock.  Since 
the  preferred  stock,  under  the  company's  charter,  was  entitled  to 
receive  $52.50  a  share  on  liquidation  of  the  company,  the  common 
stock  of  the  company  would  not  have  been  entitled  to  any  share  of  the 
corporation's  assets  if  the  corporation  were  dissolved  on  or  about 
April  23,  1932. 

Obviously,  as  at  April  30,  1932,  the  18,693  management  option  war- 
rants held  by  the  sponsors  of  Atlantic  Securities  Corporation  were  with- 
out any  actual  value.  They  had  no  market  value.  They  were  exer- 
cisable at  prices  of  $21,  $33.25,  and  $35  a  share  for  the  common  stock 
of  Atlantic  Securities  Corporation.^^^i  j^q  j^^g  ]jqqj^  stated,  the  com- 
mon stock  of  Atlantic  Securities  Corporation  had  no  asset  value.  In 
fact,  in  order  for  the  corporation's  common  stock  to  attain  an  asset 
value  equivalent  to  the  minimum  exercise  price  ($21)  of  the  manage- 
ment warrants,  the  value  of  the  assets  of  the  corporation  would  have 
had  to  increase  approximately  $4,000,000.     The  market  value  of  the 
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common  stock  of  Atlantic  Securities  Corporation  was  then  $2  a 
share/"--  as  compared  with  the  exercise  prices  of  the  warrants  of  $21, 
$33.25,  and  $35  a  share  for  the  corporation's  common  stock.  The  exer- 
cise of  the  18,693  manager's  warrants  would  not  give  to  the  sponsors 
control  of  the  corporation  in  view  of  the  fact  that  the  corporation  then 
had  168,250  shares  of  common  stock  outstanding.  Nor  could  the  fact 
that  the  corporation  had  option  warrants  outstanding  prevent  a  disso- 
lution of  the  corporation.  First,  12,027  of  the  management  warrants 
would  by  their  terms  expire  on  October  25, 1932,  or  within  a  six-months' 
period.  Second,  the  law  would  seem  to  be  that  on  dissolution  of  a  cor- 
poration the  holders  of  warrants,  whether  limited  or  unlimited  in  time, 
have  only  a  contractual  right  to  exercise  their  warrants  and  receive 
their  pro  rata  portion  of  the  corporate  assets.  They  apparently  can- 
not prevent  dissolution  of  the  corporation.^°^^  That  this  view  of  the 
law  was  taken  by  Atlas  Corporation  is  indicated  by  the  fact  that 
although  it  acquired  the  manager's  warrants  it  made  no  attempt  to 
acquire  and  never  acquired  any  of  the  60,000  detachable  option  war- 
rants, expiring  on  November  1, 1934,  which  had  been  issued  by  Atlantic 
Securities  Corporation  in  1929.  On  dissolution  of  Atlantic  Securities 
Corporation  on  December  31,  1933,  Atlas  Corporation  made  no  offer 
of  compensation  to  the  holders  of  these  warrants,  but  merely  informed 
them  of  their  right  to  exercise  the  warrants  and  thereafter  to  receive 
their  distributive  share  of  the  corporate  assets.^"-*  None  of  the  war- 
rants were  exercised. 

Nevertheless,  although  the  18,693  management  warrants  were  of  no 
real  monetary  value  and  of  no  value  for  control  purposes,  they  were 
held  by  the  actual  managers  of  the  corporation  who  were  in  a  position 
to  oppose  any  attempt  to  acquire  control  of  their  corporation.  The 
good  will  of  the  management,  however,  might  be  acquired  by  a  pur- 
chase, at  an  attractive  price,  of  their  option  warrants. 

Early  in  May  1932,  D.  M.  S.  Hegarty  and  Mr.  Conroy,  two  of  the 
individuals  engaged  in  finding  investment  companies  for  Atlas  Cor- 
poration, suggested  to  Maurice  L.  Farrell,  the  president  of  Atlantic 
Securities  Corporation  and  a  partner  in  F.  S.  Smithers  &  Co.,  Inc.,  the 
possibility  of  shifting  control  of  Atlantic  Securities  Corporation  to 
Atlas  Corporation.  For  their  services  Atlas  Corporation  later  paid 
a  $15,000  commission  to  Mr.  Hegarty  and  a  $4,500  commission  to  Mr. 
Conroy.^°25 

On  April  8,  1932,  F.  S.  Smithers  &  Co.  Inc.  and  A.  Iselin  &  Com- 
pany entered  into  a  contract  "^"^  with  Atlas  Corporation  wherein  it 
was  agreed  that  they  would  recommend  the  acceptance  by  the  pre- 
ferred and  common  stockholders  of  Atlantic  Securities  Corporation 
of  an  offer  of  exchange  of  Atlas  Corporation  securities,  the  terms  of 
which  shall  be  described  later.  Atlas  Corporation  agreed  that,  if 
it  acquired  by  its  exchange  offer  51%  of  the  outstanding  stock  of 
Atlantic  Securities  Corporation  irrespective  of  class,  it  would  ex- 
change 100,000  Atlas  Corporation  option  warrants  for  the  18,693 
warrants  of  Atlantic  Securities  Corporation  held  by  the  managers  of 


1°"  Id.,  Commission's  Exhibit  No.  1993. 
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that  corporation.  The  Atlas  Corporation  option  warrants  to  be 
exchanged  had  a  then  market  value  of  $125,000."27  Subsequently 
the  agreement  was  modified  to  provide  that  Atlas  Corporation  would 
pay  $150,000  in  cash  for  the  management  warrants.^°2^ 

In  essence,  the  agreement  created  in  F.  S.  Smithers  &  Co.  Inc.  and 
A.  Iselin  &  Company,  both  of  whom  had  sponsored  the  Atlantic  Se- 
curities Corporation  and  had  underwritten  and  sold  its  securities  to 
the  public,  a  pecuniary  interest  in  the  acceptance  of  the  Atlas  Cor- 
poration exchange  offers.  It  will  be  remembered  that  their  "mana- 
ger's warrants"  had  cost  the  sponsors  nothing  and  represented  a  con- 
sideration for  management  which  they  themselves  had  imposed  upon 
the  stockholders  as  the  price  of  their  trust  relationship  to  such  stock- 
holders. Furthermore,  no  offer  was  made  by  Atlas  Corporation  to 
acquire  by  exchange  or  purchase  the  60,000  detachable  warrants  of 
Atlantic  Securities  Corporation  which  were  held  by  the  public. 
Thus,  the  sponsors,  by  virtue  of  their  position  of  control  had  obtained 
from  Atlas  Corporation  an  advantage  not  accorded  to  any  of  the 
public  holders  of  the  warrants  of  Atlantic  Securities  Corporation. 

The  minutes  of  the  meeting  on  April  8,  1932,  of  the  board  of 
directors  of  Atlas  Corporation,  clearly  indicate  that  the  purchase  of 
the  manager's  warrants  held  by  the  sponsors  of  Atlantic  Securities 
Corporation  was  made  as  an  inducement  for  and  in  consideration  of 
the  recommendation  by  A.  Iselin  &  Company,  and  F.  S.  Smithers  & 
Co.  Inc.  of  acceptance  of  the  Atlas  exchange  offers  by  the  stock- 
holders of  Atlantic  Securities  Corporation.     The  minutes  recite  :^°^® 

The  chairman  stated  that  subject  to  the  approval  of  such  proposed  offer  of 
exchange  by  this  board,  it  had  been  suggested  that  it  would  be  desirable  to  have 
such  offer  transmitted  to  the  stockholders  of  Atlantic  Securities  Corporation  by 
Messrs.  A.  Iselin  &  Company  and  F.  S.  Smithers  &  Company,  together  with 
their  recommendations  for  the  acceptance  thereof.  In  connection  with  this 
suggestion,  the  chairman  presented  to  the  meeting  a  proposed  agreement  to  be 
made  by  this  corporation  with  A.  Iselin  &  Co.  and  F.  S.  Smithers  &  Co.  provid- 
ing among  other  things  that  in  consideration  for  the  transmittal  by  A.  Iselin 
&  Company  and  F.  S.  Smithers  &  Company  of  such  offer  to  the  stockholders  of 
Atlantic  Securities  Corporation,  together  with  a  recommendation  for  the 
acceptance  thereof,  this  corporation  would  if  and  when  it  acquired  51  percent  of 
the  then  issued  shares  of  stock  of  Atlantic  Securities  Corporation  irrespective 
of  class,  deliver  to  said  firms  option  warrants  to  purchase  100,000  shares  of 
common  stock  of  this  corporation  in  exchange  for  (a)  the  assignment  to  this 
corporation  of  a  certain  agreement  dated  October  25,  1927  *  *  *  and  (b) 
Series  A,  B,  and  C  (before  stock  option  warrants  issued  by  Atlantic  Securities 
Corporation)  *  *  *  to  purchase  certain  shares  of  common  stock  of  the 
corporation. 

Mr.  Odium,  when  examined  as  to  the  reasons  which  motivated  the 
purchase  of  these  manager  option  warrants  by  the  Atlas  Corporation, 
testified :  i^^" 

Q.  And  you  say  that  the  option  warrants  were  never  purchased  with  the  intent 
of  persuading  the  influential  insiders  to  actively  assist  the  Atlas  Corporation  in 
its  exchange  program? 
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A.  I  would  say  that  the  major  reason  and  objective  in  buying  option  warrants, 
was  to  get  the  control  and  dominating  influence  out  of  the  management  and  let 
us  get  in.  If  it  had  an  incidental  effect  of  making  them  mentally  hospitable 
with  us,  all  well  and  good,  and  I  certainly  would  not  throw  it  down  for  that 
reason, 

Q.  Now,  as  I  read  these  minutes  and  I  may  be  misreading  it,  Mr.  Odium,  it 
says  specifically  that  the  motivating  reason  for  the  issuance  of  the  100,000 
option  warrants  to  acquire  Atlas  Coi-poration  stock  for  the  agreement  and  for 
the  options  was  to  get  the  cooperation  of  Smithers  and  Iselin,  in  connection 
with  the  exchange  offer  by  having  them  send  out  the  offer,  and  then  recom- 
mending the  acceptance,  isn't  that  so? 

A.  I  believe  that  you  are  misinterpreting  the  language  of  that  resolution 
and  perhaps  with  some  foundation.  I  think  you  will  find,  although  I  can't  say 
it  definitely  now,  that  the  agreement  that  is  referred  to  in  that  was  an  agreement 
whereby  they  had  the  management  of  the  company  and  that  we  got  the  can- 
cellation of  the  management  contract  for  the  thing.  Now,  I  recollect  definitely 
at  least,  of  having  a  half  dozen  different  conferences  with  Smithers  in  the 
Smithers'  office  on  that  very  point,  that  we  wanted  to  get  in  as  quickly  as  we 
could  to  control  the  portfolio  and  they  had  a  management  contract  and  they  had 
these  option  warrants  and  they  weren't  going  to  give  up  the  management  con- 
tract and  keep  their  option  warrants  there,  because  the  option  warrants  were 
given  to  them  so  that  they  might  make  them  good  in  their  own  management  and 
the  only  way  to  get  them  out  was  to  buy  their  option  warrants  out. 

Q.  My  understanding  is  and  I  may  be  wrong,  and  you  may  be  mistaken  having 
dealt  with  twenty-two  acquisitions,  but  my  understanding  is  that  the  agreement 
referred  to  was  not  a  management  contract  but  a  distribution  contract. 

A.  It  might  be,  but  I  think  they  managed  it  too. 

Q.  They  may  have  managed  it,  but  in  any  event  the  emphasis  in  the  minutes 
was  not  so  much  on  the  acquisition  of  the  management  contract,  but  in  order 
to  get  the  cooperation  of  Iselin  and  Smithers  that  the  letter  should  go  out  from 
them,  and  they  should  actively  recommend  the  acceptance. 

A.  I  think  it  is  fair  to  say  that  the  minutes  do  place  the  emphasis  where  you 
state  it  does,  but  the  fact  is  that  we  wanted  51  percent  and  we  wanted  control 
of  the  portfolio  as  soon  as  we  got  it. 

On  April  8,  1932,  Atlas  Corporation,  in  a  circular  letter  to  the 
stockholders  of  Atlantic  Securities  Corporation,  offered  to  exchange 
for  each  share  of  Atlantic  Securities  Corporation  preferred  stock 
either  (a)  a  unit  consisting  of  two-thirds  of  a  share  of  Atlas  Corpora- 
tion preference  stock  and  an  Atlas  Corporation  warrant,  or  (b)  a  unit 
consisting  of  four  shares  of  Atlas  Corporation  common  stock  and  an 
Atlas  Corporation  warrant.  For  each  share  of  Atlantic  Securities 
Corporation  common  stock  Atlas  Corporation  offered  to  exchange  one- 
third  of  a  share  of  its  common  stock  and  one  of  its  option  warrants. 
The  letter  also  stated  "should  Atlas  Corporation  acquire  stock  of 
Atlantic  Securities  Corporation  hereunder  then,  in  consideration  of 
the  assignment  to  Atlas  Corporation  of  an  agreement  entered  into  by 
Atlantic  Securities  Corporation  on  its  organization  as  supplemented 
together  with  the  delivery  to  Atlas  Corporation  of  certain  stock  op- 
tion warrants,  Series  A,  B,  and  C,  issued  under  said  agreement.  Atlas 
Corporation  will  deliver  to  the  holders  of  said  stock  option  warrants 
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*  *  *  its  option  warrants  evidencing  the  right  to  purchase,  as 
stated  above,  certain  shares  of  its  common  stock."  ^^^^ 

A  postscript  to  the  Atlas  Corporation  offering  letter,  signed  by  A. 
Iselin  &  Company  and  F.  S.  Smithers  &  Co.,  stated :  ^°^^ 

Referring  to  the  foregoing  letter  addressed  to  you  by  Atlas  Corporation,  the 
undersigned  recommend  that  the  offer  contained  therein  be  promptly  accepted 
and  advise  you  that  they  will  deposit  their  holdings  of  stock  of  Atlantic  Securi- 
ties Corporation  in  accordance  with  the  terms  of  said  letter. 

The  pecuniary  interest  of  A.  Iselin  &  Company  and  F.  S.  Smithers 
&  Co.,  Inc.,  in  the  acceptance  by  Atlantic  Securities  Corporation 
stockholders  of  the  Atlas  Corporation  offers,  was  not  clearly  disclosed. 
The  ownership  of  the  management  warrants  was  not  stated  in  the 
letter.  In  fact,  the  prospectus  offering  the  securities  of  Atlantic 
Securities  Corporation  and  the  annual  reports  of  the  company  had 
never  clearly  revealed  the  ownership  of  the  warrants.^°^^ 

The  stockholders  were  thus  left  without  benefit  of  impartial  advice 
on  the  merits  of  the  Atlas  Corporation  offers  from  the  management. 
The  Atlas  Corporation  offers  may  have  been  adverse  in  some  respects 
to  the  interests  of  the  Atlantic  Securities  Corporation  stockholders, 
for  the  preferred  stockholders  who  accepted  the  Atlas  Corporation's 
offer  suffered  a  substantial  loss  in  asset  values.  Under  the  first  alter- 
native offer  made  by  Atlas  Corporation  for  Atlantic  Securities  Corpo- 
ration preferred  stock  (which  had  an  asset  value  of  $37.87  a  share). 
Atlas  Corporation  was  offering  securities  which  had  an  asset  value  of 
$33.33  a  share  and  a  market  value  of  $24.17  a  share.  Atlantic  Securi- 
ties Corporation  stockholders  who  accepted  the  offer  suffered  a  loss  in 
value,  as  compared  with  the  asset  value  of  the  securities  they  received, 
of  $4.54  a  share  of  their  preferred  stock.  If  the  market  value  of  the 
Atlas  Corporation  securities  received  be  compared  with  the  asset  value 
of  the  Atlantic  Securities  Corporation  preferred  stock,  the  preferred 
stockholders  who  accepted  the  offer  suffered  a  loss  of  $13.70  for  each 
share  of  their  preferred  stock.  However,  the  market  value  of  the 
Atlas  Corporation  securities  offered  exceeded  the  market  value  of  one 
share  of  Atlantic  Securities  Corporation  preferred  stock  by  $7.17.^^^* 

The  second  of  the  alternative  offers  made  by  Atlas  Corporation  for 
Atlantic  Securities  Corporation  preferred  stock  was  essentially  an 
offer  of  $14.44  in  asset  value  for  the  $37.87  in  asset  value  represented 
by  the  Atlantic  Securities  Corporation  preferred  stock.  In  other 
words,  preferred  stockholders  who  accepted  this  offer  suffered  a  loss 
in  assets  of  $23.43  on  each  share  of  their  stock.  The  market  value  of 
the  Atlas  Corporation  securities  offered  was  $22.50  as  compared  to  the 
asset  value  of  $37.87  back  of  the  Atlantic  Securities  Corporation  pre- 
ferred stock.  On  this  basis,  Atlantic  Securities  Corporation  preferred 
stockholders  received  securities  having  a  market  value  of  $15.37  less 
than  the  asset  value  of  their  shares.  Again,  however,  the  market  value 
of  the  Atlas  Corporation  securities  exceeded  the  market  value  of  the 
Atlantic  Securities  Corporation  preferred  stock.^°^^ 
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Tlie  Atlas  Corporation  offer  for  the  Atlantic  Securities  Corporation 
common  stock  ^Yas  advantageous  to  Atlantic  Securities  Corporation 
common  stockholders  who  received  securities  which  exceeded  the  asset 
value  and  the  market  value  of  their  shares  by  approximately  $1.25.^°^° 
As  a  result  of  its  exchange  offer,  Atlas  Corporation  acquired  49,225 
shares  of  the  outstanding  50,889  shares  of  Atlantic  Securities  Corpora- 
tion preferred  stock  and  162,618  shares  of  the  outstanding  168,250 
shares  of  Atlantic  Securities  Corporation  common  stock.^°^^  The  At- 
lantic Securities  Corporation  stockholders  who  made  the  exchange 
lost  $110,443.24  in  asset  values,  the  difference  immediately  prior  to  the 
exchange,  between  the  asset  value  of  the  Atlantic  Securities  Corpora- 
tion stock  acquired  by  Atlas  Corporation  and  the  asset  value  of  the 
securities  issued  in  exchange  therefor  by  Atlas  Corporation.^°^^  The 
market  value  of  the  Atlas  Corporation  securities  received  by  Atlantic 
Securities  Corporation  stockholders  was  $206,302.83  less  than  the  asset 
value  of  the  shares  exchanged  by  Atlantic  Securities  Corporation 
stockholders.  In  other  words,  Atlas  Corporation  had  obtained  by  the 
exchange  offer  $206,302.83  more  in  asset  values  than  it  would  have 
obtained  in  cash  if  it  had  sold  the  Atlas  Corporation  securities  given 
in  exchange  on  the  open  market. 

Ultimately,  out  of  the  gains  in  asset  value  derived  by  Atlas  Cor- 
poration as  a  result  of  its  acquisition  of  Atlantic  Securities  Corpora- 
tion, Atlas  Corporation  was  enabled  to  pay  $150,000  in  cash  for  the 
option  warrants  held  by  the  sponsors,  A.  Iselin  &  Company,  F.  S. 
Smithers  &  Co.,  Inc.,  International  Acceptance  Bank,  Inc.,  and  the  law 
firm  of  Cotton  &  Franklin — warrants  which  patently  had  no  immedi- 
ate value.^°^^ 

It  is  obvious  from  the  terms  of  the  exchange  offers  that  Atlantic 
Securities  Corporation  preferred  stockholders  received  fewer  Atlas 
Corporation  securities  than  they  could  have  purchased  with  their 
distributive  share  of  the  corporate  assets,  if  the  corporation  had  been 
dissolved.  Maurice  L.  Farrell,  a  partner  in  F.  S.  Smithers  &  Co., 
Inc.,  and  the  president  of  Atlantic  Securities  Corporation,  conceded 
this  fact  but  testified  that  the  alternative  of  dissolution  of  their 
corporation  was  not  offered  to  the  preferred  stockliolders :  ^°*° 

Q.  Now,  was  there  any  discussion  with  respect  to  liquidating  the  Atlantic 
Securities  Corporation  among  the  directors  of  that  corporation? 

A.  No. 

Q.  No  thought  was  given  to  that  at  all? 

A.  It  would  have  been  perfectly  stupid  to  have  thought  of  liquidating  at  that 
time  when  I  felt  the  market  was  practically  at  the  bottom  and  it  was  only  a 
matter  of  a  few  months  before  it  was  bound  to  turn  and  it  would  be  sacrificing 
the  stockholders. 

Q.  Well,  if  you  were  so  convinced  of  the  upswing  why  didn't  you  let  the  trust 
alone  and  let  the  upswing  come  along  and  take  care  of  it? 

A.  For  the  reason  I  gave — I  thought  I  gave  it,  maybe  I  didn't  give  it.  But  I 
thought  the  Atlas  set-up  could  operate  more  efficiently  than  we  could  under  our 
set-up.     There  was  another  reason.     There  was  only  a  nominal  market  for  the 
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Shares  of  Atlantic  Securities  Corporation  and  there  was  a  broad  market  for 
the  shares  of  Atlas  Corporation  and  if  any  of  my  stockholders  wanted  to  get 
out  and  place  their  funds  elsewhere,  this  would  give  them  an  opportunity  to 
do  so. 

Q.  Of  course,  this  only  gave  them  an  opportunity  to  put  it  into  Atlas? 

A.  They  could  sell  their  Atlas  if  they  wanted  to,  convert  it  into  cash  if  they 
wanted  to. 

Q.  Now,  on  the  basis  of  asset  values,  $37.87  for  Atlantic  preferred  and  an 
asset  value  of  $33.33  in  Atlas,  there  was  a  gain  to  Atlas  of  $4.54  and  a  gain  in 
market  value  of  $7.17  to  Atlantic  stockholders.  That  was  on  the  first  alterna- 
tive. On  the  second  alternative  you  had  one  share  of  Atlantic  preferred  with 
an  asset  value  of  $37.87,  and  they  got  four  shares  of  Atlas  common  and  one 
warrant  with  an  asset  value  of  $14.44. 

A.  Yes. 

Q.  There  was  a  gain  in  assets  of  $23.44  to  Atlas  Corporation? 

A.  Yes,  sir. 

4:  :):«*«  III  * 

Q.  If  Atlantic  Securities  Corporation  was  dissolved  *  *  *  these  stock- 
holders *  *  *  could  have  bought  much  more  Atlas  stock  than  they  were 
getting  on  the  exchange  offer,  isn't  that  so?  If  they  were  interested  in  buying 
Atlas  stock? 

A.  Yes ;  but  as  I  told  you,  we  had  no  intention  of  liquidating  the  company. 

Q.  The  stockholders  were  not  consulted,  then,  ^vhether  they  wanted  to  liqui- 
date or  whether  the  attempt  should  be  made  by  the  sponsors? 

A.  No ;  they  were  not  consulted.  The  best  answer  to  that  is  Immediately  the 
proposition  was  made,  I  think  that  ninety  percent    *     *     * 

Q.  That  may  be  attributable  to  the  fact  that  you  and  Iselin  very  actively 
recommended  these  exchanges? 

A.  We  did,  naturally. 

Q.  And  I  suppose  it  is  natural  to  assume  that  stockholders  relied  upon  your 
recommendation  ? 

A.  That  is  a  fair  assumption. 

Q.  The  fact  is,  on  the  offer  that  was  sent  out,  there  was  a  squib  signed  by 
Iselin  and  Smithers  that  said,  "referring  to  the  foregoing  letter  addressed  to 
you  by  Atlas  Corporation,  the  undersigned  recommend  that  the  offer  contained 
therein  be  promptly  accepted,"  and  so  forth.  Of  course,  there  was  no  dis- 
closure here,  Mr.  Farrell,  that  you  were  going  to  get  $150,000  for  the  option 
warrants  which  were  valueless,  isn't  that  so? 

A.  I  would  not  say  they  were  valueless,  by  any  means. 

Q.  What  was  the  preferred  stock  worth?  The  preferred  stock  was  under  water 
about  $12. 

A.  Right. 

Q.  The  common  stock  had  no  asset  value,  and  there  had  to  be  a  recoil  of  $12 
before  there  was  any  asset  value? 

A.  That  is  right. 

Q.  And  these  warrants  were  exercisable  at  $21  a  share  and  at  $33  and  $35,  ex- 
piring October  25,  1932,  which  was  just  a  couple  of  months  after  the  offer  was 
made;  isn't  that  so? 

A.  That  is  correct. 

Q.  So  as  far  as  any  value  to  those  warrants  was  concerned  there  was  none? 

A.  I  don't  agree  with  you. 

Q.  Why  not? 
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A.  If  we  had  gone  on  and  not  liquidated  tlie  company  we  had  in  mind  asking 
the  stockholders  to  extend  the  life  of  these  warrants,  wjiich  I  had  no  doubt  they 
would  have  done. 

Q.  You  could  not  have  sold  those  warrants  in  the  market  ? 

A.  No,  sir. 

Q.  What  you  mean  is,  it  wasn't  a  question  of  extending  these  warrants ;  you 
would  have  asked  the  stockholders  in  consideration  of  your  continuing  the  man- 
agement for  new  warrants? 

A.  Put  it  the  way  you  like. 

On  May  20,  1932,  Atlas  Corporation  acquired  control  of  Atlantic 
Securities  Corporation.^"*^  As  the  result  of  its  exchange  offer  Atlas 
Corporation  had  acquired  all  the  outstanding  stock  of  Atlantic  Securi- 
ties Corporation  except  1,664  shares  of  preferred  stock  and  5,632 
shares  of  common  stock.  By  December  31,  1932,  Atlas  Corporation 
had  acquired  by  exchange  or  purchase  49,667  shares  of  Atlantic 
Securities  Corporation  preferred  stock,  or  97.60%,  of  the  50,889  shares 
of  Atlantic  Securities  Corporation  preferred  stock  outstanding,  and 
had  also  acquired  162,418  shares  of  the  common  stock  of  Atlantic 
Securities  Corporation,  or  96.53%,  of  such  outstanding  shares.^°*^ 

Without  consulting  minority  stockholders,  Atlas  Corporation  imme- 
diately proceeded  to  change  the  assets  of  Atlantic  Securities  Corpora- 
tion from  investments  in  a  diversified  portfolio  of  securities  to  invest- 
ments solely  in  the  shares  of  investment  companies  control  of  which 
was  held  by  Atlas  Corporation.  On  May  20,  1932,  the  date  that  Atlas 
Corporation  acquired  control  of  Atlantic  Securities  Corporation,  it 
sold  for  $811,650  to  the  latter  corporation  300,000  shares  of  the  capital 
stock  of  Pacific  Eastern  Corporation,  an  investment  company  which 
Atlas  Corporation  was  then  in  the  process  of  acquiring.  The  pur- 
chase price  paid  by  Atlantic  Securities  Corporation  was  equivalent  to 
the  cost  of  Atlas  Corporation  of  the  stock,  but  was  $324,150  in  excess 
of  the  then  market  value  of  the  Pacific  Eastern  Corporation  stock.^"*^ 
In  order  to  procure  funds  for  the  purchase  of  this  stock  from  Atlas 
Corporation,  Atlantic  Securities  Corporation  liquidated  a  portion  of 
its  portfolio  of  diversified  securities.  The  cost  of  the  Pacific  Eastern 
Corporation  stock  constituted  45%  of  Atlantic  Securities  Corporation's 
then  net  assets  of  approximately  $1,800,000.^°** 

By  December  31,  1932,  virtually  the  entire  portfolio  of  diversified 
securities^  formerly  owned  by  Atlantic  Securities  Corporation  had 
been  liquidated  and  replaced  by  securities  of  investment  companies 
controlled  by  Atlas  Corporation.^"*^  Of  Atlantic  Securities  Cor- 
poration's gross  assets,  valued  at  market,  of  $2,314,655.05  as  at  De- 
cember 31,  1932,  $2,245,384.84  consisted  of  securities  of  Atlas  Cor- 
poration controlled  investment  companies.^°*^  As  at  December  31, 
1933,  the  corporation's  gross  assets  totaled  $2,321,217.68  at  market 
values,  of  which  $1,912,914.25  consisted  of  securities  of  Atlas  Cor- 
poration controlled  companies.^"*^ 
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On  December  29, 1933,  Atlas  Corporation  caused  Atlantic  Securities 
Corporation  to  be  dissolved.  At  that  date  the  public  held  only  906 
shares  of  the  preferred  stock  and  3,641  shares  of  the  common  stock 
of  Atlantic  Securities  Corporation.  As  at  that  date,  also,  net  assets 
of  the  corporation  valued  at  market  prices  of  its  portfolio  securities, 
totaled  $2,221,444.81.^°*®  On  this  basis  of  valuation,  the  assets  were 
sufficient  to  pay  $43.65  on  its  preferred  stock  which  was,  under  the 
charter  of  the  corporation,  entitled  on  liquidation  of  the  company 
to  $52.50  and  accrued  dividends  which  then  totaled  $6.25.  As  a 
consequence,  the  common  stock  had  no  asset  value."*^  However,  if 
the  portfolio  securities  of  the  corporation  (which  consisted  almost 
entirely  of  securities  of  the  Atlas  Corporation  controlled  investment 
companies)  were  taken  at  their  then  asset  values,  the  net  worth  of 
the  corporation  would  be  $4,117,673.57."^^  If  the  assets  of  the  cor- 
poration were  evaluated  on  this  basis,  the  preferred  stockholders 
would  have  received  $58.75  a  share,  the  amount  to  which  they  were 
entitled  on  liquidation,  and  the  common  stockholders  would  have  been 
entitled  to  receive  approximately  $7  a  share  for  their  stock. 

On  dissolution  of  Atlantic  Securities  Corporation,  Atlas  Corpora- 
tion actually  paid  to  the  minority  preferred  stockholders  the  full 
liquidating  value  of  their  shares  and  paid  to  minority  common  stock- 
holders $3  a  share  of  their  stock.  The  total  sum  necessary  for  this 
purpose  was  $64,150."^^ 

On  the  other  hand.  Atlas  Corporation  profited  on  its  investment 
in  the  securities  of  Atlantic  Securities  Corporation  to  the  extent 
of  $95,292.83,  if  the  portfolio  securities  of  Atlantic  Securities  Cor- 
poraton  which  Atlas  Corporation  received  on  the  corporation's 
liquidation  are  taken  at  their  market  value.  On  the  basis  of  the  asset 
values  of  the  securities  of  Atlas  Corporation  controlled  investment 
companies  which  Atlas  Corporation  received  on  the  dissolution  of 
Atlantic  Securities  Corporation,  Atlas  Corporation's  profit  on  its 
investment  in  Atlantic  Securities  Corporation  was  $2,003,521.59.^°^^ 
Atlas  Corporation  thus  benefited  from  the  program  of  investment 
of  the  assets  of  Atlantic  Securities  Corporation  in  the  securities  of 
other  investment  companies  under  the  control  of  Atlas  Corporation 
to  a  greater  extent  than  did  the  minority  common  stockholders  of 
Atlantic  Securities  Corporation. 

c.  To  Induce  Issuance  by  Acquired  Corporation  of  its  Stock  to 
Acquiring  Corporation 

(1)  GENERAL  EMPIRE  CORPORATION— ATLAS  CORPORATION 

General  Empire  Corporation,  an  investment  company,  was  organ- 
ized in  Delaware  on  July  19,  1929,  under  the  sponsorship  of  Hemp- 
hill, Noyes  &  Co.,  New  York  City  investment  bankers  and  members 
of  the  New  York  Stock  Exchange  and  other  securities  exchanges.^"^-'' 
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The  investment  company  was  incorporated  for  the  primary  purpose, 
among  other  things,  of  acquiring  an  interest  in  the  capital  stocks  of 
some  of  the  leading  banks  and  trust  companies  located  in  various 
communities  outside  New  York  City.  The  prospectus  offering  the 
shares  of  the  company  contained  a  list  of  the  banks  in  whose  stock 
the  corporation  intended  to  invest.^°^* 

On  July  22,  1929,  Hemphill,  Noyes  &  Co.  and  the  investment  com- 
pany entered  into  a  so-called  stock  purchase  contract.^"^^  Briefly, 
this  contract  provided  for  the  purchase  by  Hemphill,  Noyes  &  Co. 
of  100,000  shares  of  the  corporation's  capital  stock  at  a  price  of  $30.15 
a  share.  Hemphill,  Noyes  &  Co.  also  agreed  that  for  two  years  it 
would  provide  the  corporation  with  a  president  who  would  receive 
no  salary  and  in  addition  would  provide  statistical  and  investment 
research  services  to  the  corporation  free  of  any  charge.  In  considera- 
tion of  these  undertakings  upon  the  part  of  Hemphill,  Noyes  &  Co., 
the  corporation  agreed:  (a)  to  grant  to  Hemphill,  Noyes  &  Co.  until 
December  31,  1939,  the  first  opportunity  to  underwrite  or  purchase 
all  subsequent  issues  of  the  corporation's  securities;  (b)  to  issue  to 
Hemphill,  Noyes  &  Co,  option  warrants  to  purchase  50,000  shares 
of  its  stock  until  December  31, 1935,  at  a  price  of  $32.50  a  share ;  and 
(c)  to  issue  to  Hemphill,  Noyes  &  Co.  warrants  to  purchase  one-half 
as  many  shares  of  the  corporation's  capital  stock  as  were  in  the  future 
to  be  issued  by  the  corporation  at  an  exercise  price  equivalent  to  the 
consideration  per  share  received  by  the  corporation  on  its  subsequent 
issues  of  stock.  The  period  for  exercise  of  these  warrants  was  to  be 
six  years  from  the  date  of  each  new  issue  of  stock  by  the  corporation. 
In  July  1929,  Hemphill,  Noyes  &  Co.  resold  to  the  public  at  $32.50 
a  share  the  100,000  shares  of  the  corporation's  stock  which  they  had 
purchased  at  $30.15  a  share.^°^^  The  corporation  thus  realized 
$3,015,000.  The  gross  underwriting  commission  obtained  by  Hemp- 
hill, Noyes  &  Co.  was  $235,000.  In  addition,  Hemphill,  Noyes  &  Co., 
pursuant  to  the  terms  of  the  stock  purchase  contract  of  July  22,  1929, 
received  warrants  to  purchase  50,000  shares  of  the  corporation's  stock 
at  any  time  up  to  December  31,  1935,  at  $32.50  a  share."" 

Four  of  the  nine  directors  of  General  Empire  Corporation  were 
members  of  the  firm  of  Hemphill,  Noyes  &  Co.  These  four  directors 
also  were  four  of  the  five  members  of  the  executive  committee  of  the 
corporation."^^  Stanton  Griffis,  a  partner  in  Hemphill,  Noyes  &  Co., 
became  the  president  of  General  Empire  Corporation.^°^^ 

Between  July  1929  and  June  1931  the  corporation  repurchased  10,976 
shares  of  its  own  stock  at  a  cost  of  $170,079.40,  and  paid  in  dividends  a 
total  of  $100,000.  Treating  these  items  as  capital  returns,  the  net  fund 
contributed  to  the  corporation  by  its  stockholders  was  $2,744,920.60. 
As  at  May  14,  1931,  the  assets  of  the  corporation  totaled  $2,271,- 
512.42."^°  The  depreciation  in  value  of  the  assets  of  the  corporation 
totaled  approximately  $474,000,  or  17%  of  the  net  capital  contributed 
to  the  corporation  by  its  stockholders.    Apparently  further  losses  were 
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in  sight  in  view  of  the  financial  condition  of  the  banks  whose  stocks 
were  held  by  the  company.  Not  only  would  the  failure  of  these  banks 
result  in  their  securities  becoming  worthless,  but  their  stockholders 
might  be  subject  to  the  additional  losses  which  would  result  from  the 
usual  statutory  liability  of  bank  stockholders  to  pay  assessments,  for 
the  benefit  of  depositors,  in  a  maximum  amoimt  equal  to  the  par  value 
of  the  bank's  securities  owned  by  the  stockholders. 

In  this  situation  continued  management  of  the  corporation  was  no 
longer  attractive  to  Hemphill,  Noyes  &  Co.  Mr.  Odium  testified,  "I 
think  they  [Hemphill,  Noyes  &  Co.]  fundamentally  felt  that  the  com- 
pany as  they  had  it  was  too  small  a  company  to  adequately  handle, 
and  in  the  second  place  that  they  were  disgusted  and  didn't  want  to 
run  the  company  and  control  it."  ^"^^ 

Through  an  intermediary,  D.  M.  S.  Hegarty,  a  partner  in  the  New 
York  brokerage  firm  of  Hegarty  &  Conroy,  who  was  eventually  paid 
approximately  $8,000  by  Atlas  Corporation  for  his  services,  Mr. 
Odium,  early  in  May  1931,  met  with  Jansen  Noyes  and  Stanton  Griffis, 
of  Hemphill,  Noyes  &  Co.,  in  order  to  negotiate  for  the  acquisition  of 
control  of  General  Empire  Corporation.^°^^ 

The  firm  of  Hemphill,  Noyes  &  Co.  at  that  time  owned  only  10,000 
shares  of  the  stock  of  General  Empire  Corporation  out  of  approxi- 
mately 89,000  shares  outstanding.  The  purchase  of  the  stock  would 
give  Atlas  Corporation  only  an  11%  stock  interest  in  General  Empire 
Corporation.  In  addition,  Hemphill,  Noyes  &  Co.  held  warrants  to 
purchase  60,000  shares  of  the  General  Empire  Corporation  stock  at 
$32.50  a  share  before  December  31, 1935.  However,  in  view  of  the  fact 
that  the  asset  value  of  each  share  of  General  Empire  Corporation  stock 
was  approximately  $25  and  its  market  value  only  $17,  these  warrants 
were  of  no  immediate  value.  They  had  no  quoted  market  value.^°^^ 
The  purchase  of  the  stock  and  warrants  held  by  Hemphill,  Noyes  &  Co. 
and  the  exercise  of  such  warrants  by  Atlas  Corporation  would  have 
given  it  only  a  47%  stock  interest  in  General  Empire  Corporation. 
Furthermore,  the  exercise  of  the  warrants  would  involve  a  loss  to 
Atlas  Corporation,  in  addition  to  their  purchase  price,  of  approxi- 
mately $350,000,  the  difference,  before  the  exercise  of  the  warrants, 
between  the  exercise  price  of  the  warrants  and  the  asset  value  of  the 
shares  acquired. 

However,  Hemphill,  Noyes  &  Co.,  as  the  controlling  influence  in  the 
management  of  General  Empire  Corporation,  had  the  power  to  cause 
the  corporation  to  issue,  for  a  valid  consideration,  authorized  but  as 
yet  unissued  stock  of  the  corporation.  In  this  power  the  negotiations 
of  Atlas  Corporation  for  control  of  General  Empire  Corporation 
finally  centered. 

About  May  14,  1931,  the  negotiations  of  Atlas  Corporation  and 
Hemphill,  Noyes  &  Co.  culminated  in  an  agreement  whereby  Atlas 
Corporation  agreed  to  cause  the  sale  of  all  of  the  assets  of  Power  and 
Light  Securities  Trust,  an  investment  trust  controlled  95%  by  Atlas 
Corporation,  to  General  Empire  Corporation  in  consideration  of  the 
issuance  by  General  Empire  Corporation  to  Power  and  Light  Securi- 
ties Trust  certificate  holders  of  stock  of  General  Empire  Corporation 
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in  an  amount  to  be  based  on  the  asset  values  of  the  securities  of  the 
two  enterprises.  On  this  basis  of  exchange  General  Empire  Corpora- 
tion would  be  required  to  issue  112,852  shares  of  its  stock  for  the 
assets  of  Power  and  Light  Securities  Trust.^°***  The  consummation 
of  the  transaction  would  increase  the  outstanding  stock  of  General 
Empire  Corporation  to  201,852  shares.  Atlas  Corporation,  as  the 
owner  of  95%  of  the  certificates  of  Power  and  Light  Securities  Trust 
would  receive,  of  the  total  of  112,852  shares  of  General  Empire  Cor- 
poration stock  issued  for  the  assets  of  Power  and  Light  Securities 
Trust,  a  total  of  107,796  shares  of  the  stock  of  General  Empire  Cor- 
poration, or  approximately  53%  of  the  201,852  shares  of  General 
Empire  Corporation  stock  which  would  be  outstanding  at  the  con- 
clusion of  the  transaction. 

As  has  been  pointed  out,  the  provisions  of  the  stock  purchase  con- 
tract of  July  22,  1929,  between  Hemphill,  Noyes  &  Co.  and  General 
Empire  Corporation,  entitled  Hemphill,  Noyes  &  Co.  to  receive  war- 
rants to  purchase  one-half  as  many  shares  of  the  corporation's  stock 
as  were  at  any  time  issued  by  the  corporation.^**^^  The  issuance  of 
112,852  shares  of  General  Empire  Corporation  for  the  assets  of  Power 
and  Light  Securities  Trust  would,  therefore,  require  the  issuance  to 
Hemphillj  Noyes  &  Co.  of  options  to  purchase  56,426  shares  of  Gen- 
eral Empire  Corporation's  stock.  These  options,  as  well  as  the  50,000 
options  already  held  by  Hemphill,  Noyes  &  Co.,  Atlas  Corporation 
agreed  to  purchase.  In  addition,  Atlas  Corporation  agreed  to  pur- 
chase the  10,000  shares  of  General  Empire  Corporation  stock  then 
owned  by  Hemphill,  Noyes  &  Co.^°^*^ 

At  a  meeting  of  the  board  of  directors  of  General  Empire  Corpora- 
tion held  on  May  14,  1931,  three  directors  who  were  members  of  the 
firm  of  Hemphill,  Noyes  &  Co.  and  five  directors  who  were  not  asso- 
ciated with  Hemphill,  Noyes  &  Co.,  were  present.  The  minutes  re- 
veal that  Stanton  Griffis,  the  president  of  the  corporation  and  a  part- 
ner in  the  firm  of  Hemphill,  Noyes  &  Co.,  informed  the  directors  of 
the  proposed  transfer  of  the  assets  of  Power  and  Light  Securities 
Trust  to  the  corporation  in  consideration  of  the  issuance  of  112,852 
shares  of  the  corporation's  authorized  but  as  yet  unissued  shares, 
and  of  the  further  fact  that  Atlas  Corporation  would  acquire  control 
and  would  place  its  own  nominees  upon  the  board  of  directors  of  the 
corporation.^"®''  The  minutes  do  not  indicate,  however,  that  Hem- 
phill, Noyes  &  Co.  informed  the  independent  directors  that  Atlas 
Corporation  had  agreed  to  purchase  the  stock  and  warrants  held  by 
Hemphill,  Noyes  &  Co.  The  board  of  directors  unanimously  ap- 
proved the  purchase  of  the  assets  of  Power  and  Light  Securities 
Trust. 

On  May  18,  1931,  Atlas  Corporation  purchased  from  Hemphill, 
Noyes  &  Co.  the  rights  of  that  firm  under  its  stock  purchase  contract 
of  July  22,  1929,  with  General  Empire  Corporation,  including  the 
right  to  receive  56,428  warrants  of  the  corporation  as  the  result  of  the 
issuance  by  the  corporation  of  112,856  shares  of  its  stock  for  the  assets 
of  Power  and  Light  Securities  Trust.  The  purchase  price  was  $40,000. 
In  addition,  Atlas  Corporation  purchased  the  original  50,000  warrants 
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held  by  Hemphill,  Noyes  &  Co.  at  $5.25  a  warrant  or  a  total  con- 
sideration of  $262,500.  Atlas  Corporation  also  pnrchased  at  $17  a 
share,  the  then  market  price,  the  10,000  shares  of  General  Empire 
Corporation  owned  by  Hemphill,  Noyes  &  Co.  The  total  sum  paid 
to  Hemphill,  Noyes  &  Co.  was  $472,500,  of  which  $302,500  was  paid 
for  the  warrants  which  had  cost  Hemphill,  Noyes  &  Co.  nothing  and 
which,  as  has  been  pointed  out,  had  no  immediate  actual  value."^^ 
The  consideration  received  for  the  warrants  more  than  compensated 
Hemphill,  Noyes  &  Co.  for  any  losses  it  had  suffered  on  its  holdings 
of  10,000  shares  of  the  corporation's  stock.  If  it  be  assumed  that  the 
10,000  shares  were  purchased  at  the  original  issue  price  of  $30.15  a 
share,  the  loss  on  these  shares  would  have  been  $131,500.  The  firm 
received  $302,500  for  its  warrants.  In  addition,  Hemphill,  Noyes  & 
Co.  received  a  substantial  amount  of  brokerage  business  from  Atlas 
Corporation,^"*^^  and,  for  a  commission,  later  actively  solicited  General 
•Empire  Corporation  stockholders  to  exchange  their  shares  for  shares 
of  Atlas  Corporation."^" 

On  the  same  day.  May  18,  1931,  minority  certificate  holders  of 
Power  and  Light  Securities  Trust  were  informed  that,  pursuant  to 
an  "Agreement  of  Reorganization"  "^^  between  the  trustees  of  their 
trust  and  General  Empire  Corporation,  all  of  the  assets  of  Power  and 
Light  Securities  Trust  would  be  conveyed  to  General  Empire  Cor- 
poration in  consideration  for  the  issuance  of  112,856  shares  of  General 
Empire  Corporation  stock  and  that  Power  and  Light  Securities  Trust 
would  be  dissolved  and  the  General  Empire  Corporation  stock  dis- 
tributed to  the  certificate  holders  of  Power  and  Light  Securities 
Trust."^2 

On  June  3,  1931,  all  of  the  assets  of  Power  and  Light  Securities 
Trust  were  conveyed  to  General  Empire  Corporation."'^^  As  a  result, 
Atlas  Corporation  acquired  107,796  shares  of  General  Empire  Cor- 
poration stock  which  gave  it  control  of  the  latter  corporation.^"''*  On 
the  same  day,  all  of  the  directors  of  General  Empire  Corporation, 
with  the  exception  of  Stanton  Griffis,  resigned  and  were  replaced  by 
representatives  of  Atlas  Corporation.^"^^ 

Mr.  Odium  testified  that  from  his  point  of  view  the  only  purpose 
of  the  transaction  was  to  procure  control  of  General  Empire  Corpora- 
tion for  Atlas  Corporation,  and  that  it  "could  have  been"  possible 
that,  because  Atlas  Corporation  was  purchasing  their  warrants, 
Hemphill,  Noyes  &  Co.  was  thereby  induced  to  approve  the  transac- 
tion whereby  Atlas  Corporation  acquired  control  of  General  Empire 
Corporation."^® 

Q.  Now  in  some  of  the  other  cases  that  we  have  seen,  Mr.  Odium,  the  situation 
was  you  purchased  big  blocks  of  stock  from  the  sponsor.  I  can  see  in  thoste 
instances  (although  it  is  our  position  that  by  virtue  of  this  control  of  big 
blocks,  particularly  if  he  is  the  sponsor  or  principal  underwriter,  that  he  may 
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have  some  obligations  even  vrith  respect  to  the  disposition  of  that  block,  and  I 
think  you  feel  almost  the  same  v^ay  about  that) 

A.  Yes ;  depending  upon  the  facts  and  circumstances. 

Q.  Yet  he  is  dealing  with  his  own  property  and  if  that  entails  the  passage  of 
control  to  the  Atlas  Corporation,  it  is  uncontrollable.  He  says,  "I  have  no  alter- 
native in  the  matter.  Extenuating  circumstances  demand  I  do  it."  And  he  sells 
his  own  property,  isn't  that  so? 

A.  Yes. 

Q.  And  then  you  get  control.  But  in  this  case  Hemphill,  Noyes  was  not  selling 
you  a  single  share  of  their  own  stock — I  mean  as  part  of  the  transaction  to  give 
you  control ;  they  did  sell  you  some  of  their  own  stock,  and  I  will  come  to  that, 
but  I  mean  actually  you  were  not  buying  their  stock. 

A.  No. 

Q.  So  basically  this  was  a  situation  where  Hemphill,  Noyes  took  it  upon  them- 
selves to  pass  control  to  Atlas  Corporation,  not  by  selling  their  own  stock  but 
by  selling  the  corporation's  stock,  isn't  that  so? 

A.  Well,  the  directors  of  General  Empire  did. 

*  »  4!  ^  *  *  tf 

Q.  I  assume,  Mr.  Odium,  you  are  also  not  unmindful  of  the  stock  purchase 
agreement,  whereby  Hemphill,  Noyes,  who  were  the  original  sponsors  and  prin- 
cipal underwriters,  had  an  arrangement  whereby  for  every  share  of  stock  they 
sold  originally  they  got  half  an  option  warrant  and  after  that  received  half  an 
option  warrant  for  each  share  subsequently  issued  and  sold  by  the  investment 
company? 

A.  I  know  of  the  existence  of  that  agreement. 

Q.  You  knew  it  at  the  time  you  discussed  it  with  Hemphill,  Noyes? 

A.  I  found  it  out  during  the  discussion. 

Q.  Otherwise  you  would  have  found  yourself  in  a  situation  where  there  were 
50,000  additional  option  warrants  that  you  did  not  know  existed? 

A.  I  knew  those  would  have  to  be  issued. 

Q.  And  you  do  know,  Mr.  Odium,  that  these  option  warrants — and  that  was 
not  only  true  of  this  case,  but  it  was  true,  I  think  you  know,  historically  in  all 
cases  where  option  warrants  were  given  in  connection  with  the  distribution  ef 
securities— those  option  warrants  not  only  covered  distribution  compensation, 
but  management  compensation.     Isn't  that  so? 

A.  In  whole  or  in  part. 

Q.  *  *  *  In  any  event  you  were  considering  at  the  time  when  you  made 
this  arrangement  that  Hemphill,  Noyes  would  get  a  half  option  warrant  for 
every  share  of  stock  issued  you  in  consideration  of  the  purchase  of  all  of  the 
assets  of  Power  and  Light? 

A.  Yes. 

Q.  And  you  were  also  conscious  of  the  fact  that  as  soon  as  that  happened, 
Hemphill,  Noyes  was  out  of  the  management,  because  that  was  the  very  purpose 
of  this  deal  to  get  them  out — isn't  that  so? 

A.  That  is  right. 

Q.  And  then  we  have  this  situation  that  the  sponsors — or  at  least  Hemphill, 
Noyes  &  Co.,  who  were  the  dominant  personalities  in  that  picture,  were  the 
only  ones  with  whom  you  carried  on  the  negotiations? 

A.  Yes. 

Q.  The  dominant  personalities  in  General  Empire  Corporation  decided  them- 
selves, without  consulting  their  stockholders,  that  they  were  going  to  transfer 
control  of  the  General  Empire  Corporation,  control  of  the  management,  to 
Atlas  Corporation,  and  by  that  very  act  of  transferring  control,  were  to  get 


1264  SECURITIES    AND   EXCHANGE    COMMISSION 

half  an  option  warrant  for  every  share  of  stock  that  was  issued.  And,  as  1 
recall  it,  there  were  issued  56,426  option  warrants,  so  that  there  were  approxi- 
mately 113,000  shares  of  stock  issued  for  the  assets? 

A.  Yes. 

Q.  So  that  the  very  act  by  which  these  individuals — Hemphill,  Noyes — trans- 
ferred control  to  the  Atlas  was  the  very  act  which  gave  them  56,000  option 
warrants? 

A.  Yes.  If  you  had  Hemphill,  Noyes  or  one  of  their  partners  here  and 
asked  that  question  he  would  not  answer  it  "yes."  If  I  were  answering  it 
for  him,  I  would  not  do  it  either. 

Q.  How  would  you  answer  it? 

A.  I  would  say  that  the  passage  of  control  to  Atlas  and  the  loss  of  their 
management  were  incidents  of  the  issue  of  stock  for  property.  It  so  hap- 
pened in  this  case  that  one  buyer  acquired  enough  of  that  stock  to  get  control, 
and  that  that  buyer  as  an  incident  of  getting  that,  wanted  the  management. 

Q.  Would  you  have  gone  through  this  transaction  if  the  sale  had  not  given 
you  51%?     You  were  not  getting  a  minority  interest? 

A.  Oh,  yes.  I  probably  would,  but  I  would  not  have  gone  through  with  it 
if  I  had  not  gotten  the  management. 

Q.  Well,  in  any  event,  I  don't  think  I  phrased  my  question  properly  as  far 
as  you  are  concerned — I  may  have  phrased  it  properly  as  far  as  Mr.  Noyes  is 
concerned.  I  did  not  phrase  my  question,  as  far  as  you  are  concerned,  with 
(he  inference  that  one  was  done  to  effect  the  second,  but  there  is  no  doubt 
that  they  were  contemporaneous  in  time? 

A.  Yes;  we  did  it  to  get  management  and  control.  They  did  it  as  a  cor- 
porate act  which  they  thought  good  for  the  stockholders  and  to  get  rid  of  it. 

Q.  And  also  to  sell  you  the  option  warrants  that  they  got  contemporaneously 
with  the  passage  of  control  because  that  is  what  transpired  ? 

A.  It  could  have  been  that. 

Mr.  Odium  further  testified :  i°" 

Q.  You  were  trying  to  get,  shall  I  say.  a  fair  deal  for  your  stockholders  of 
the  Atlas  Corporation  and  of  Power  and  Light  Securities  Trust? 

A.  Yes;  we  dealt  at  arm's  length. 

Q.  You  dealt  at  arm's  length  with  Hemphill,  Noyes;  the  question  is  did 
Hemphill,  N'oyes  in  dealing  at  arm's  length  with  you,  deal  at  arm's  length 
with  their  stockholders? 

A.  They  dealt  at  arm's  length  with  me  for  their  stockholders. 

Q.  That  is  as  far  as  your  viewpoint  is  concerned.  But  there  is  no  doubt 
that  simultaneously  or  contemporaneously  these  sponsors  got  $302,500  for 
some  option  warrants  they  had;  isn't  that  so?  You  can  conceive,  can  you 
not,  of  the  remote  possibility  that  that  may  have  been  a  factor  in  the  con- 
sideration of  some  individuals  leaving  out  the  name  Hemphill,  Noyes? 

A.  I  can  conceive  that  the  personal  sale  of  some  assets  held  could  under 
some  circumstances  influence  a  man's  judgment — but  I  am  sure  it  didn't  in 
this  case. 

Stockholders  of  General  Empire  Corporation  were  not  consulted 
with  reference  to  the  amalgamation  of  Power  and  Light  Securities 
Trust  with  their  corporation.^"'^^  In  fact,  they  were  probably  not 
aware  that  Atlas  Corporation  had  acquired  control  of  their  company 


^»"Id.,  at  17931. 
w'8  Id.,  at  17908. 
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until  they  received  on  June  4,  1932,  an  offer  of  exchange  from  Atlas 
Corporation.^°^^  They  never  were  informed  of  the  sale  of  the  war- 
rants of  Hemphill,  Noyes  &  Co.  to  Atlas  Corporation. 

The  stockholders  of  General  Empire  Corporation,  who  had  been 
led  to  believe  that  the  corporation  invested  primarily  in  bank  stocks, 
as  a  result  of  the  transaction  became  stockholders  of  a  corporation 
which,  after  it  had  absorbed  the  assets  of  Power  and  Light  Securities 
Trust,  held  a  large  amount  of  utility  securities. 

The  minority  certificate  holders  of  Power  &  Light  Securities 
Trust  had  no  alternative  but  to  accept  the  General  Empire  Corpora- 
tion stock  which  they  received  on  the  dissolution  of  their  Trust.  The 
certificate  holders  then  found  themselves  stockholders  of  a  corpora- 
tion which  had  a  heavy  investment  in  bank  stocks. 

Finally,  the  security  holders  of  both  enterprises  were  stockholders 
in  a  subsidiary  of  a  corporation  whose  then  principal  business  was 
the  acquisition  of  investment  companies.  In  fact,  General  Empire 
Corporation,  under  the  control  of  Atlas  Corporation,  to  a  large  ex- 
tent liquidated  its  portfolio  of  bank  and  utility  shares  and  concen- 
trated its  investments  in  the  securities  of  other  Atlas  Corporation 
controlled  investment  companies.  As  at  June  21,  1933,  the  date  of 
the  dissolution  of  General  Empire  Corporation,  investments  by  Gen- 
eral Empire  Corporation  in  other  Atlas  Corporation  controlled  in- 
vestment companies  had  a  market  value  of  $2,641,279.13  and  con- 
stituted approximately  Tl.6%  of  the  total  market  value  of  General 
Empire  Corporation's  portfolio.^°^^ 

That  General  Empire  Corporation  stockholders  may  have  invested 
in  its  securities  in  reliance  on  the  fact  that  it  would  invest  in  bank 
stocks,  is  apparent  from  a  letter  ^°^^  written  on  June  23,  1932,  from 
the  Albany  office  of  Hemphill,  Noyes  &  Co.  to  its  New  York  offices, 
seeking  guidance  as  to  the  answers  to  several  questions  raised  by 
stockholders  who  were  being  solicited  to  exchange  their  General  Em- 
pire Corporation  stock  for  Atlas  Corporation  stock.  The  letter 
stated : 

Another  question  is  as  follows:  When  we  bought  this  General  Empire  stock, 
it  was  done  so  on  the  understanding  that  it  was  to  be  largely  composed  of 
bank  stocks  outside  of  greater  New  York  City,  and  the  company  several  times 
showed  that  it  owned  stock  in  about  forty  banks.  The  last  statement  *  *  * 
included  only  three  bank  stocks  that  I  could  find.  Would  you  please  tell  me 
what  became  of  the  bank  stock  and  why? 

Although  the  absorption  of  Power  and  Light  Securities  Trust  by 
General  Empire  Corporation  took  the  form  of  a  purchase  of  the 
former's  assets  by  the  latter,  factually,  if  not  legally,  the  transaction 
constituted  a  merger  or  consolidation  of  the  two  enterprises.  Yet, 
since  Power  and  Light  Securities  Trust  was  a  common  law  trust 
created  under  an  indenture  permitting  its  trustees  to  alienate  the 
entire  assets  of  the  corporation  upon  the  consent  of  75%  of  the 
trust's  security  holders,^''®^  dissenting  security  holders  did  not  have 

i»'6  Id.,  Commission's  Exhibits  Nos.  1970,  2037. 

^os^Id.,  Commission's  Exhibit  No.  2039.     The  total  market  value  of  the  company's  port- 
folio as  at  this  date  was  $3,690,156.33  (ibid.). 
i»sii(j.,  Commission's  Exhibit  No.  2037  (Item  28). 
»82  Id.,  Commission's  Exhibit  No.  1971. 
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the  right  accorded  in  most  states  in  a  similar  situation  to  stock- 
holders of  a  corporation  to  receive  in  cash  the  appraised  value  of 
their  securities."^^  Similarly,  since  the  transaction  did  not  take  the 
form  of  a  technical  merger  or  consolidation,  General  Empire  Cor- 
poration's directors  who  had  the  power  under  its  charter  to  purchase 
securities  were  not  required  to  obtain  the  approval  of  General  Empire 
Corporation's  stockholders  to  the  transaction.  Nor  were  stockholders 
of  General  Empire  Corporation,  who  might  have  dissented  to  the 
acquisition  of  the  assets  of  Power  and  Light  Securities  Trust,  privi- 
leged in  law  to  receive  an  appraised  value  of  their  General  Empire 
Corporation  shares.^°«*  In  fact,  not  until  1937  "«^  did  the  Dela- 
ware law  grant  a  privilege  to  dissenting  stockholders  to  receive  an 
appraised  value  of  their  shares  on  a  technical  merger  or  consolida- 
tion of  their  corporation  with  an  unincorporated  entity  such  as 
Power  and  Light  Securities  Trust.  The  method  adopted  by  Atlas 
Corporation  to  acquire  control  of  General  Empire  Corporation  thus, 
in  effect,  eliminated  any  necessity  for  the  approval  of  the  transaction 
by  security  holders  of  either  of  the  amalgamated  companies.  Mr. 
Odium  testified :  i°«« 

Q.  Now,  Power  and  Light  was  a  Massachusetts  trust  which  is  not  different, 
substantially,  from  a  common-law  trust,  I  might  say? 

A.  Yes     *     *     *. 

Q.  And  in  that  respect  it  was  different  from  a  corporation,  because  in  the 
case  of  a  corporation,  if  you  had  a  voluntary  consolidation  or  merger,  the 
stockholder  would  have  the  statutory  right  of  appraisal  if  he  dissented;  isn't 
that  so? 

A.  Yes. 

Q.  In  the  case  of  a  Massachusetts  trust,  if  the  requisite  number  of  certificate 
holders  approved  the  sale  of  all  the  assets  and  the  trustees  effected  the  sale, 
of  course,  the  other  certificate  holders  had  no  recourse;  isn't  that  so? 

A.  I  am  not  sure  what  all  the  rights  are  in  the  trust,  but  I  think  likely — 
my  recollection  is  that  in  the  case  of  a  Massachusetts  trust  the  whole  control 
is  vested  in  the  trustee. 

******* 

Q.  So  that  within  a  few  months  after  you  acquired  Power  and  Light  you 
were  undertaking  negotiations  to  sell  the  assets  of  Power  and  Light  to  General 
Empire  Corporation;  isn't  that  so? 

A.  Yes;  from  the  practical  standpoint,  it  was  a  consolidation  of  the  two, 
although  it  was  not  in  that  legal  form. 

Q.  Now,  ordinarily  where  you  make  an  exchange  offer  the  individual  stock- 
holder had  the  right  to  determine  whether  he  was  going  to  accept  the  exchange 
or  not ;  isn't  that  so? 

A.  Yes. 

Q.  And,  therefore,  he  had  the  right  to  determine  whether  he  was  going  to 
become  a  stockholder  of  Atlas  or  not? 

A.  Yes. 

Q.  Except  in  this  situation,  where  Atlas  acquired  the  requisite  number  of 
stocks  of  each  class  to  effect  a  statutory  consolidation,  if  a  stockholder  didn't 


"83  See  infra,  pp.  1421-23. 

MM  See  ibid. 

loss  Del.  Rev.  Code  (1935,  as  amended),  Ch.  65,  §  59  (b)  and  §  61. 

1086  Op.  cit.  supra,  note  990,  at  17903-10,  17913. 
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go  through  the  statutory  formula  of  dissenting  and  asking  for  an  appraisal 
within  the  statutory  period,  he  would  become  a  stockholder  of  Atlas  by  opera- 
tion of  law? 

A.  Correct. 

Q.  But  in  the  first  instance  there  was  an  element  of  volition  on  his  part  as  to 
whether  he  would  become  an  Atlas  stockholder  or  not,  isn't  that  so  ? 

A.  Yes. 

Q.  Now,  the  mechanics  as  worked  out  in  General  Empire  Corporation  case, 
eliminated  that  element  of  volition  or  choice,  at  least  on  behalf  of  the  remaining 
stockholders  of  the  Power  and  Light,  isn't  that  so? 

A.  I  am  not  so  sure  it  eliminated  that,  because  I  don't  know  whether  there  was 
a  vote  or  not,  but  in  any  event,  we  owned  at  the  time  95%  of  the  stock. 

Q.  All  right.  Now,  General  Empire  Corporation  was  going  to  be  part  of  your 
ultimate  plan  and  was  going  to  form  part  of  your  whole  picture,  isn't  that  so  ? 

A.  That  was  our  idea.    That  was  our  approach  to  it. 
******* 

Q.  But  ultimately  it  was  contemplated  that  General  Empire  Corporation  be 
dissolved  as  an  entity? 

A.  Yes ;  just  as  in  all  other  cases. 

Q.  Now,  what  happened,  Mr.  Odium — an  arrangement  was  made  whereby  the 
General  Empire  Corporation  would  issue  new  stock  to  the  Power  and  Light  Trust 
which  you  controlled  at  that  time? 

A.  Yes. 

Q.  In  consideration  of  the  transfer  of  all  the  assets  of  Power  and  Light  to  the 
General  Empire  Corporation,  isn't  that  so? 

A.  Correct. 

Q.  And  the  amount  of  shares  that  General  Empire  Corporation  was  wiUing  to 
pay  for  the  transfer  of  assets  amounted  in  fact  to  over  51%  of  all  the  outstanding 
General  Empire  Corporation  shares? 

A.  That  is  correct,  I  believe. 

Q.  So  that  here  you  had  a  situation  where  ultimately,  at  least,  it  was  intended 
to  dissolve  the  General  Empire  Corporation  and  an  agreement  was  made  whereby 
a  controlling  block  of  stock  was  going  to  be  turned  over  to  Power  and  Light, 
which  is  Atlas,  isn't  that  so  ? 

A.  Yes. 

******* 

Q.  And  that  would  put  the  Atlas  Corporation,  would  it  not,  in  the  position,  if 
it  acquired  sufficient  stock  to  equal  the  statutory  amount  to  liquidate  that  trust, 
dissolve  it,  merge  it,  or  sell  all  the  assets,  isn't  that  so? 

A.  It  would  put  us  in  majority  control  of  General  Empire  Corporation. 

Q.  And  in  order  to  consummate  this  transaction,  namely,  turn  over  to  Atlas 
Corporation  a  controlling  interest  in  the  General  Empire  Corporation,  the  officers 
and  directors  and  sponsors  did  not  have  to  ask  the  stockholders  whether  they 
would  do  it,  because  the  directors  had  the  right  to  purchase  assets  for  stock? 

A.  I  believe  that  is  true. 

Q.  And  as  far  as  the  Power  and  Light  was  concerned,  since  Mr.  Hatch  and  Mr. 
Johnston  [directors  of  Atlas  Corporation]  were  the  majority  of  the  three  trustees, 
they  could  sell  all  the  assets  of  the  Power  and  Light  Securities  Trust  to  the 
General  Empire,  isn't  that  so? 

A.  Yes. 

Q.  So  we  have  a  transaction  by  which  the  General  Empire  officers,  or  rather, 
the  directors  of  the  company,  issue  to  the  Atlas  Corporation  stock  in  an  amount  to 
give  the  Atlas  Corporation  actual  voting  control  of  the  situation,  and  the  Power 
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and  Light  trustees  could  sell  all  of  the  assetS;  to  General  Empire  without  con- 
sulting even  the  small  minority  certificate  holders  of  Power  and  Light,  isn't  that 
so? 

A.  I  believe  it  is. 

Q.  And  without  consulting  or  getting  the  acquiescence  or  consent  of  a  single 
stockholder  of  the  General  Empire  Corporation,  although  at  the  time  you  com- 
menced your  negotiations  with  Hemphill,  Noyes,  you  did  not  own  a  single  share 
of  General  Empire  Corporation? 

A.  They  had  already  gotten  that  consent  from  the  stockholders  of  the  General 
Empire  if  they  had  authorized  the  stock  to  issue. 

Q.  But  ordinarily,  Mr.  Odium,  you  don't  issue  stock  to  raise  capital  to  immedi- 
ately liquidate  the  trust,  do  you? 

A.  No,  sir  ;  and  that  wasn't  the  purpose  either. 

Q.  Well,  the  ultimate  purpose  was  to  liquidate  the  trust.  It  wasn't  a  case 
where  the  officers  and  directors  of  the  General  Empire  Corporation  felt  they 
needed  more  capital,  and  this  was  a  medium  of  raising  more  capital.  This  is  just 
a  device  whereby  the  control  of  General  Empire  was  transferred — and  I  am  not 
saying  it  wasn't  in  their  best  judgment.  But  this  transaction  was  just  the  me- 
chanics that  was  used  to  turn  over  control  of  General  Empire  to  Atlas? 

A.  To  turn  over  the  management ;  yes. 

Q.  And  that  was  effected  without  consulting  the  stockholders  of  General 
Empire,  isn't  that  so? 

A.  I  believe  so,  I  was  not  on  that  side  of  the  trade. 

******* 

Q.  And  with  that  kind  of  mechanics  then  it  wouldn't  be  necessary  to  consult 
the  stockholders  of  General  Empire  as  to  whether  they  wanted  to  be  part  of  the 
bigger  picture,  isn't  that  so? 

A.  That  is  true,  but  that  wasn't  making  them  a  part  of  the  bigger  picture,  it 
was  merely  putting  Power  and  Light  and  General  Empire  together. 

Q.  And,  of  course,  putting  them  as  a  subsidiary  of  Atlas  Corporation. 

A.  Yes. 

Atlas  Corporation  increased  its  holdings  of  General  Empire  Corpo- 
ration stock  by  purchases  in  the  market  largely  through  Hemphill, 
Noyes  &  Co.  As  at  November  5, 1931,  Atlas  Corporation  had  acquired 
a  total  of  144,588  shares  of  General  Empire  Corporation  stock  at  a  book 
cost  of  $3,865,669.96,"^^  or  at  an  actual  cost,  after  deducting  the  net 
gain  of  $155,560  ^°^^  in  assets  to  Atlas  Corporation  on  its  exchange  offer 
for  Power  and  Light  Securities  Trust  certificates,  of  approximately 
$3,710,000.  On  November  5,  1931,  Atlas  Corporation  sold,  for  a  total 
consideration  of  $2,968,396,  these  holdings  of  General  Empire  Corpo- 
ration to  three  of  its  subsidiaries:  Chain  Store  Stocks,  Inc.,  which 
purchased  48,700  shares;  National  Securities  Investment  Company, 
which  purchased  73,000  shares;  and  Securities  Allied  Corporation, 
which  purchased  22,288  shares.^^^^  The  warrants  purchased  from 
Hemphill,  Noyes  &  Co.  were  also  transferred  to  these  subsidiaries 
which  charged  them  off  on  their  books  as  worthless.^"^"  Atlas  Corpo- 
ration suffered  a  book  loss  on  these  intercompany  transactions  of  ap- 


i««Ud.,  Commission's  Exhibit  No.  2001   (p.  57). 

i»s8i(j.^  Commission's  Exhibit  No.  2001  (pp.  47  and  50).  The  total  unrealized  gain  to 
Atlas  Corporation  as  a  result  of  its  exchange  offer  for  the  securities  of  Power  and  Light 
Securities  Trust  was  $479,505.20.  A  total  of  $323,945  was  paid  out  to  Hale,  Waters  & 
Company  in  connection  with  the  consummation  of  the  exchange  offer  (ibid.). 

K^BId.,  Commission's  Exhibit  No.  2001  (p.  58). 

"w  Ibid. 
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proximately  $742,000.  However,  Atlas  Corporation  acquired  by  the 
transactions  available  cash  with  which  to  acquire  control  of  other 
investment  companies. 

On  June  4,  1932,  as  one  of  12  similar  offers  of  exchange  made  to 
stockholders  of  its  subsidiary  companies,  Atlas  Corporation  offered  to 
exchange  one  and  one-fifth  shares  of  its  common  stock  for  each  share 
of  the  capital  stock  of  General  Empire  Corporation.^^^'i  The  offer 
informed  General  Empire  Corporation  stockholders  that  the  asset 
value  of  each  of  their  shares  was  approximately  $7,  based  on  the  mar- 
ket value  of  the  portfolio  of  their  company,  but  stated  further  that, 
if  the  securities  of  Atlas  Corporation  controlled  investment  companies 
in  the  General  Empire  Corporation  portfolio  were  valued  at  their 
asset  value,  the  asset  value  of  each  General  Empire  Corporation  share 
would  be  approximately  $9.50  a  share.^^^^  The  shares  of  Atlas  Corpo- 
ration offered  in  exchange  for  each  share  of  General  Empire  Corpora- 
tion stock  had  an  asset  value  of  $3.56.  This  asset  value  of  the  Atlas 
Corporation  stock  to  be  exchanged  was  not  revealed  in  the  offering 
circular. 

However,  the  offering  letter  of  Atlas  Corporation  did  state  that  the 
asset  value  of  the  Atlas  Corporation's  common  stock  would  be  $7.30  a 
share  (or  $8.76  for  one  and  one-fifth  shares  of  such  stock)  if  all  of  the 
stockholders  of  its  12  subsidiary  investment  companies  accepted  its 
exchange  offers.  On  the  basis  of  this  hypothetical  asset  value  for  the 
common  stock  of  Atlas  Corporation,  stockholders  of  General  Empire 
Corporation  who  accepted  the  offer  would  suffer  an  asset  loss  of  74 
cents  a  share  of  their  General  Empire  Corporation  stock  which,  as  has 
been  stated,  had  an  underlying  asset  value  of  $9.50  a  share. 

In  terms  of  market  values,  the  acceptance  of  the  offer  would  result 
in  a  gain  of  50  cents  per  share  of  their  stock  to  General  Empire 
Corporation  stockholders. 

As  a  result  of  this  offer,  acceptance  of  which  was  actively  solicited 
by  Hemphill,  Noyes  &  Co.  in  consideration  of  commissions  paid  to 
it  by  Atlas  Corporation,^''^^  Atlas  Corporation  acquired  43,467  shares 
of  General  Empire  Corporation  stock,  and  the  gross  asset  loss  to 
General  Empire  Corporation  stockholders  who  accepted  the  offer  was 
approximately  $149,470  on  the  basis  of  an  asset  value  of  $3.56  for 
the  Atlas  Corporation  securities  which  they  received  in  exchange  for 
their  shares.^°^* 

On  June  6,  1933,  when  General  Empire  Corporation  was  dissolved, 
Atlas  Corporation  and  its  subsidiaries,  Chain  Store  Stocks,  Inc., 
National  Securities  Investment  Company,  and  Securities  Allied  Cor- 
poration, held  a  total  of  200,047  shares  of  the  capital  stock  of  the 
corporation,  or  approximately  99%  of  its  outstanding  stock,^°^^  and 
Atlas  Corporation  and  its  subsidiaries  received  on  the  dissolution  of 
General  Empire  Corporation  cash  and  securities  with  a  value  of 
approximately  $4,823,000,^<''"'  taking  the  securities  of  Atlas  Corpora - 


I'^^Id.,  Commission's  Exhibits  Nos.  1970,  2001   (p.  59),  2037. 

1"^  Id.,  Commission's  Exhibit  No.   1970. 

^"Bsia.,  Commission's  Exhibit  No.  2037. 

*«9*Id.,  Commission's  Exhibit  No.  2001  (p.  60).  However,  General  Empire  Corporation 
stockholders  who  accepted  this  offer,  by  becoming  stockholders  of  Atlas  Corporation 
recovered  a  portion  of  their  losses  in  asset  value. 

iw^Id.,  Commission's  Exhibit  No.  2001   (pp.  60-1). 

«»8  Ibid. 
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tion  controlled  investment  companies  received  at  their  tlien  asset 
values.  The  actual  cost  of  the  investment  by  Atlas  Corporation  and 
its  subsidiaries  in  General  Empire  Corporation's  stock  was  approxi- 
mately $4,665,000,^°^^  so  that  an  unrealized  profit  of  approximately 
$158,000  was  derived  by  Atlas  Corporation  and  its  subsidiaries  on 
their  investment  in  General  Empire  Corporation  as  of  the  date  of 
the  dissolution  of  General  Empire  Corporation. 

(2)  AVIATION  SECURITIES  CORPORATION— ATLAS  CORPORATION 

Aviation  Securities  Corporation  was  incorporated  in  Delaware  on 
November  26,  1928,  under  the  auspices  of  Field,  Glore  &  Co.  of  Chi- 
cago and  New  York  City,  James  C.  Willson  &  Company  of  New 
York  City,  both  of  whom  were  investment  brokers,  and  Mander 
Investment  Company,  a  privately  owned  company  of  which  Earle 
H.  Reynolds  was  president.  Earle  H.  Reynolds,  Charles  F.  Glore, 
and  James  C.  Willson  became  directors  of  the  corporation.  Aviation 
Securities  Corporation  was  organized  to  invest  and  reinvest  its  funds 
in  aviation  securities  and  to  assist  financially  and  technically  in  the 
development  of  new  aviation  companies,^^^® 

On  November  28,  1928,  the  corporation  entered  into  an  agreement 
with  its  sponsors.  Field,  Glore  &  Co.,  Mander  Investment  Company, 
and  James  C.  Willson  &  Company,  wherein  the  sponsors,  in  con- 
sideration for  the  receipt  of  option  warrants  to  purchase  at  $20  a 
share  on  or  before  December  31,  1931,  100,000  shares  of  the  corpora- 
tion's stock,  "agreed  to  find  purchasers"  for  150,000  shares  of  the 
corporation's  stock  at  $20  a  share.  It  was  agreed  that,  in  lieu  of 
finding  purchasers  for  75,000  shares,  the  corporation  would  accept 
therefor  5,000  shares  of  the  capital  stock  of  National  Air  Transport, 
Incorporated.^"®^ 

On  December  7,  1928,  X  CO  Corporation,  of  which  Earle  H.  Rey- 
nolds was  president,  transferred  to  Aviation  Securities  Corporation 
5,000  shares  of  the  stock  of  National  Air  Transport,  Incorporated, 
in  consideration  for  the  receipt  of  75,000  shares  of  the  stock  of  Avia- 
tion Securities  Corporation.^^""  The  5,000  shares  of  National  Air 
Transport,  Incorporated,  constituted  16%%  of  the  total  shares  of  such 
company  then  outstanding.^^"^  Earle  H.  Reynolds  was  the  president 
of  National  Air  Transport,  Incorporated.^^"^  Aviation  Securities 
Corporation  valued  these  shares  on  its  books  at  $1,750,000,  their  then 
market  value  based  on  the  then  prevailing  over-the-counter  price 
of  the  National  Air  Transport,  Incorporated,  stock.^^"^  This  trans- 
action between  X  CO  Corporation  and  Aviation  Securities  Corpora- 
tion, in  effect,  enabled  X  CO  Corporation  to  sell  to  the  public  one- 
sixth  of  the  capital  stock  of  National  Air  Transport,  Incorporated, 
at  the  then  prevailing  over-the-counter  price  for  the  stock  of  the 
transport  company.    It  does  not  appear  whether  or  not  investors 


»«« Ibid. 

>«»«  Op.  cit.  supra,  note  990,  CommiBsion's  Exhibit  No.  1998,  Items  1,  4,  5. 

»»99  Ibid. 

"«»Ibid.     The  5,000  sliares  of  common   stock   of  National  Air  Transport,   Incorporated, 
constituted  the  entire  assets  of  X  CO  Corporation  (ibid.). 

1101  Moody's  Manual  of  Investments,  Industrials,  1929,  p.  1768. 

"« Ibid. 

"•^Op.  cit.  supra,  note  990,  Commission's  Exhibit  No.  1998  (Item  3). 
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who  ultimately  purchased  the  shares  of  Aviation  Securities  Corpora- 
tion were  informed  of  this  transaction.""* 

The  75,000  shares  of  Aviation  Securities  Corporation  stock  so  ob- 
tained by  X  CO  Corporation  and  an  additional  75,000  shares  of  the 
company's  stock,  a  total  of  150,000  shares,  were  offered  to  the  public 
on  December  10,  1928,  by  Brokaw  and  Company  of  Chicago  at  $23.50 
a  share.^^"^ 

The  total  capital  raised  by  Aviation  Securities  Corporation  on  the 
issuance  of  150,000  shares  of  its  capital  stock  was  $3,250,000."°« 

Each  of  the  sponsors  of  the  corporation  retained  16,667  of  the 
100,000  warrants  which  they  had  received  from  the  corporation  in 
consideration  for  their  agreement  to  find  purchasers  for  the  company's 
stock.  Of  the  remaining  warrants,  25,000  were  transferred  to  Na- 
tional Aviation  Corporation  in  consideration  for  that  company's 
agreement  to  furnish  Aviation  Securities  Corporation  with  invest- 
ment advice  and  other  information  with  reference  to  aviation  secu- 
rities. The  remainder  of  the  warrants  were  distributed  by  the  spon- 
sors to  the  21  directors  of  Aviation  Securities  Corporation  apparently 
as  consideration  for  their  services  as  directors.^^°^ 

Options  to  purchase  500  shares  of  the  company's  stock  were  exercised 
in  1929.  The  company  thereby  raised  an  additional  $10,000,  increas- 
ing the  total  capital  contribution  made  to  the  company  to  $3,260,000.^^"^ 

However,  from  1929  to  1931,  the  corporation  repurchased  36,500 
of  its  own  shares  at  a  total  cost  of  $556,307.98.  As  will  be  seen  later, 
20,000  of  these  repurchased  shares  were  sold  to  Atlas  Corporation  for 
$240,000.  The  remaining  16,500  shares  were  retired  by  the  corpora- 
tion."*^  The  cost  of  these  retired  shares  was  $316,307.98."^°  Treat- 
ing the  cost  of  these  retired  shares  as  a  return  of  capital  to  the  com- 
pany's stockholders,  the  net  capital  contributed  to  the  corporation 
was  $2,943,692.02. 

During  the  first  year  of  its  existence  the  corporation  invested  almost 
exclusively  in  aviation  securities.^^"  Its  investment  in  National  Air 
Transport,  Incorporated,  alone  constituted  in  excess  of  50%  of  its 
assets.^^^^  However,  by  the  middle  of  1930  the  corporation  had  dis- 
posed of  nearly  all  of  its  investments  in  aviation  stocks,  including 
its  investment  in  National  Air  Transport,  Incorporated,  which  was 
sold  at  a  profit  of  approximately  $700,000,  and  had  replaced  them 
with  a  diversified  portfolio  of  securities.^^^^  This  shift  in  investment 
policy  was  disclosed  by  the  management  to  the  company's  stockholders 
in  the  annual  report  of  the  company  for  the  year  1930."^* 


U04  The  listing  bulletin  for  the  stock  of  Aviation  Securities  Corporation  on  the  New  York 
Curb  Exchange  did  not  reveal  the  transaction  between  Aviation  Securities  Corporation  and 
a  company  affiliated  with  one  of  its  sponsors,  Earle  H.  Reynolds. 

"(s  Moody's  Manual  of  Investments,  Banks,  etc.,  1932,  p.  1232. 

^"o  Op.  cit.  supra,  note  990,  Commission's  Exhibit  No.  2003. 

"o'Id.,  Commissions  Exhibit  No.  1998  (Items  7  and  8). 

""Sid.,  Commission's  Exhibit  No.  2000  (Exhibit  A). 

1109  Derived  from  supplementary  information  supplied  the  Commission  for  Aviation 
Securities  Corporation. 

"10  Op.  cit.  supra,  note  990,  Commission's  Exhibit  No.  2003. 

"11  Ibid. 

"i^Id.,  Commission's  Exhibit  No.  2000. 

"13  Ibid.,  and  derived  from  supplementary  information  supplied  the  Commission  for 
Aviation  Securities  Corporation. 

"1*  Op.  cit.  supra,  note  990,  Commi-ssion's  Exhibit  No.  2000. 
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As  at  December  31,  1931,  the  approximate  date  that  Atlas  Corpora- 
tion acquired  a  majority  of  the  shares  of  Aviation  Securities  Corpo- 
ration, the  assets  of  the  company  totaled  $1,725,210."^^  The  com- 
pany had  suffered  realized  and  unrealized  losses  of  $1,218,481."^® 
These  losses  totaled  approximately  40%  of  the  company's  net  con- 
tributed capital  of  $2,943,692. 

Negotiations  between  Atlas  Corporation  and  Field,  Glore  &  Co. 
looking  toward  Atlas  Corporation's  acquiring  an  interest  in  Aviation 
Securities  Corporation,  were  commenced  in  the  fall  of  1930.^"^  Mr. 
Odium  testified  that  it  was  not  the  intention  of  the  management  of 
Aviation  Securities  Corporation  that  Atla3  Corporation  acquire  con- 
trol of  Aviation  Securities  Corporation.  Rather,  according  to  Mr. 
Odium,  the  management  of  Aviation  Securities  Corporation  intended 
that  Atlas  Corporation  should  remain  in  a  minority  stockholder's 
position  in  Aviation  Securities  Corporation  and  aid  that  corporation 
by  its  advice  and  suggestions  on  investments.^"^  Mr.  Odium's  inten- 
tion, which  he  testified  he  did  not  disclose  to  Field,  Glore  &  Co.  and 
to  the  management  of  Aviation  Securities  Corporation,  was  to  acquire 
control  of,  and  eventually  to  absorb  Aviation  Securities  Corpora- 
tion.i"^ 

Apparently,  Field,  Glore  &  Co.'s  only  security  interest  in  Aviation 
Securities  Corporation  was  its  ownership  of  a  block  of  the  com- 
pany's outstanding  warrants.  Atlas  Corporation  desired,  therefore, 
to  acquire  control  of  all  or  part  of  the  36,500  shares  of  Aviation 
Securities  Corporation's  stock  held  in  the  treasury  of  the  corporation. 
Field,  Glore  &  Co.  apparently  was  desirious  of  selling  to  Atlas  Cor- 
poration the  warrants  owned  by  itself  and  Mr.  Glore  personally,  and 
the  warrants  held  by  other  influential  directors  of  Aviation  Securities 
Corporation.  As  has  already  been  pointed  out,  these  warrants  en- 
titled their  holders  to  purchase  stock  of  Aviation  Securities  Corpo- 
ration at  a  price  of  $20  a  share  until  December  31,  1931.  In  other 
words,  the  warrants  would  expire  in  about  a  year.  That  the  war- 
rants were  of  little  actual  value  is  evident  from  the  fact  that  the 
asset  value  of  the  stock  purchasable  under  the  warrants  was  $18.62  "^o 
a  share  and  the  market  value  of  such  stock  was  $12  a  share."^^  The 
evidence  indicates  that  Mr.  Odium,  himself,  believed  that  these  war- 
rants were  of  no  real  value  to  the  sponsors.  In  a  cablegram  dated 
October  7,  1930,  from  Mr.  Odium  to  L.  Boyd  Hatch,  a  director  and 
vice  president  of  Atlas  Corporation,  Mr.  Odium  stated :  "^^ 

Your  letter  from  Chicago  about  Aviation  Stop  If  you  could  get  management 
and  say  fifty  or  sixty  thousand  shares  around  fifteen  or  sixteen  would  pay  $2.50 
for  options  Stop  Above  based  on  figures  your  letter  vphich  probably  can  be  all 
correspondingly  reduced  on  account  subsequent  market  decline  Stop  Doubt 
greatly  if  market  values  on  investment  trusts  will  climb  sufficiently  to  make 
these  short  term  warrants  of  any  real  value  to  present  owners     Stop    They 


i»5  la.,  Commission's  Exhibits  Nos.  2000,  2003. 

'"8  Id.,  Commission's  Exhibit  No.  2003. 

""Id.,  at  18071. 

"18  Id.,  at  18073. 

'""Id.,  at  18073-5. 

"^^  Ibid. 

"=i  Id.,  at  18072  and  Commission's  Exhibit  No.  2001. 

11"  Id.,  at  18076  and  Commission's  Exhibit  No.  1995. 
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have  value  for  purpose  control  only  and  would  hope  to  buy  sufficient  shares 
below  liquidating  value  so  that  shares  plus  options  would  not  cost  more  than 
liquidating  value  of  shares  thus  giving  us  first  control  of  additional  capital  and 
second  a  profit  in  working  out  the  remaining  shares. 

Although  these  warrants  were  worthless,  their  purchase  from  in- 
fluential directors  and  from  the  sponsors  of  Aviation  Securities  Cor- 
poration might  serve  as  an  inducement  to  these  individuals  to  author- 
ize the  sale  of  a  large  block  of  the  investment  company's  treasury 
stock  to  Atlas  Corporation  at  a  price  sufficiently  below  their  asset 
value  to  enable  Atlas  Corporation  to  retrieve  the  loss  it  would  suffer 
by  purchasing  the  warrants.  A  letter  dated  November  25,  1930, 
written  by  John  TV.  Donaldson,  a  vice  president  of  Atlas  Corpora- 
tion, to  Charles  F.  Glore  of  Field,  Glore  &  Co.,  one  of  the  sponsors 
of  Aviation  Securities  Corporation,  after  pointing  out  that  Mr. 
Odium  was  in  Europe,  and  that  final  determination  of  the  negotia- 
tions would  have  to  await  his  return,  went  on  to  state  :"^^ 

In  the  meantime,  would  it  be  possible  for  you  to  let  us  know  the  niunber  of 
warrants  which  you  think  can  be  purchased  and  the  price.  We  must  confess 
that  we  are  somewhat  skeptical  about  the  value  of  these  warrants  at  the  pres- 
ent time,  owing  to  the  very  short  time  they  have  to  run  and  the  rather  distinct 
possibility  that  there  wUl  not  be  any  very  great  recovery  in  the  market  over 
the  next  year.  In  view  of  this  fact,  we  are  interested  in  determining  whether 
it  would  be  possible  for  us  to  be  granted  an  option  on  the  treasury  stock  at 
somewhat  below  liquidating  value,  along  with  and  in  consideration  of  these 
warrants. 

On  January  26, 1931,  Aviation  Securities  Corporation  sold  to  Atlas 
Corporation  20,000  shares  of  its  treasury  stock  at  $12  a  share,  the 
market  price,  for  a  total  consideration  of  $240,000.^^^*  The  asset 
value  of  this  stock,  as  has  been  stated,  was  then  $18.62  a  share,  so  that 
the  sale  meant  a  gross  loss  in  asset  values  to  stockholders  of  Aviation 
Securities  Corporation  of  $132,400.  Atlas  Corporation  gained  this 
spread  in  asset  value.  However,  on  February  5,  1931,  Atlas  Corpora- 
tion purchased  from  a  group  of  the  directors  and  sponsors  of  Avia- 
tion Securities  Corporation  43,834  warrants  of  Aviation  Securities 
Corporation  at  a  price  of  $3  a  warrant  or  a  total  consideration  of 
$131,502."-"  Thus,  the  gain  in  asset  value  derived  by  Atlas  Corpo- 
ration on  the  purchase  of  the  20,000  shares  was  almost  equal  to  the 
cost  of  these  warrants  purchased  by  Atlas  Corporation.     The  asset 

fain  to  Atlas  Corporation  on  its  purchase  of  the  treasury  stock  of 
-viation  Securities  Corporation  for  a  price  less  than  the  stock's 
liquidating  value  was  in  effect  paid  to  the  directors  of  Aviation 
Securities  Corporation  who  sold  their  warrants  to  Atlas  Corporation. 
In  other  words,  the  asset  value  gain,  which  Aviation  Securities  Cor- 
poration's stockholders  would  have  derived  if  the  treasury  stock 
purchased  by  Atlas  Corporation  had  been  retired,  was  actually  real- 
ized, not  by  the  stockholders,  but  by  the  directors  who  sold  their 
warrants  to  Atlas  Corporation. 

The  43,834  warrants  of  Aviation  Securities  Corporation  were  pur- 
chased by  Atlas  Corporation  from  the  following  directors  and  spon- 


11"  Id.,  CommiBsion's  Exhibit  No.  1996. 

ii^Id.,  Commission's  Exliibit  No.  2001   (p.  74). 

ii»Id.,  at  18082  and  Commission's  Exhibit  No.  2001  (pp.  74-5). 
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sors  of  Aviation  Securities  Corporation:  Earle  H.  Reynolds,  John 
Wentworth,  Laurance  H.  Armour,  Charles  F.  Glore,  Walter  B.  Wolf, 
Field,  Glore  &  Co.,  and  Mander  Investment  Company.^^e  As  has 
previously  been  pointed  out,  Earle  H.  Reynolds  was  the  president  of 
Mander  Investment  Company.  These  five  directors  participated  in 
the  unanimous  approval  by  the  10  directors  present  at  a  meeting  "^^ 
of  the  board  of  directors  of  Aviation  Securities  Corporation  held  on 
January  27,  1931,  of  the  sale  of  the  20,000  shares  of  treasury  stock  to 
Atlas  Corporation.  The  sale  of  their  warrants  by  these  directors  to 
Atlas  Corporation  was  apparently  never  revealed  to  the  stockholders 
of  Aviation  Securities  Corporation  in  any  notice,  statement,  or  report 
to  these  stockholders. 

The  20,000  shares  purchased  by  Atlas  Corporation  from  Aviation 
Securities  Corporation  itself  constituted  approximately  15%  of  the 
134,000  shares  then  outstanding  in  the  hands  of  Atlas  Corporation 
and  the  public,  and  enabled  Atlas  Corporation,  as  Mr.  Odium  ex- 
pressed it,  "to  get  his  foot  in  the  door"  ^^^^  of  Aviation  Securities 
Corporation.  Eventually,  Atlas  Corporation  hoped  to  gain  a  profit 
by  purchasing  the  remaining  outstanding  shares  of  Aviation  Securi- 
ties Corporation  at  market  prices  which  were  less  than  the  asset  value 
of  the  shares."2« 

Although  Mr.  Odium  admitted  that  Mr.  Donaldson's  letter  indi- 
cated that  the  warrants  were  purchased  b}^  Atlas  Corporation  as  an 
inducement  to  the  influential  directors  and  sponsors  of  Aviation 
Securities  Corporation  to  cause  the  issuance  of  the  20,000  shares  of 
the  treasury  stock  of  Aviation  Securities  Corporation  to  Atlas  Cor- 
poration, he  testified  that  he  did  not  believe  that  stockholders  of  Avi- 
ation Securities  Corporation  were  harmed  by  these  transactions. 
Nevertheless,  it  is  obvious  that  transactions  which  might  entail  an 
eventual  shift  in  the  control  and  management  of  their  company  may 
be  of  substantial  concern  to  stockholders.  In  addition,  the  entrance 
of  Atlas  Corporation  into  their  corporation  meant  the  commence- 
ment of  a  campaign  by  Atlas  Corporation  to  acquire  the  stock  of 
Aviation  Securities  Corporation  for  cash  or  by  exchange  offer  at  less 
than  the  asset  value  of  such  stock  although  at  prices  above  the  mar- 
ket prices  of  comparable  investment  company  shares. 

Mr.  Odium,  when  examined  on  the  propriety  of  directors  acting  in 
transactions  involving  conflicting  interests  with  their  stockholders, 
testified :  "^^ 

Q.  Mr.  Donaldson  was  asking  Mr.  Glore,  "won't  you  please  sell  ns  your  stock 
below  liquidating  value."    That  is  clear  from  his  letter. 

A.  Yes. 

Q.  There,  too,  we  have  the  directors  in  a  conflicting  position,  Mr.  Odium.  Mr. 
Glore  is  determining  the  price  at  which  he  will  sell  the  treasury  stock  to  Atlas 


^^M.,  Commission's  Exhibit  No.  2001   (p.  74). 

ii^'  Id.,  Commission's  Exhibit  No.  1998  (Item  3). 

ii2«  Id.,  at  18075. 

112S  Id.,  Commission's  Exhibit  No.  1996.  On  January  27,  1931,  the  date  that  Atlas  Cor- 
poration purchased  from  Aviation  Securities  Corporation  20.000  shares  of  that  company's 
treasury  stock,  L.  Boyd  Hatch  and  John  W,  Donaldson,  both  of  whom  were  officers  of  Atlas 
Corporation,  became  directors  of  Aviation  Securities  Corporation  (id.,  at  18082  and 
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Corporation,  isn't  that  so?  And  yet  he  stands  to  gain  or  lose  in  a  pecuniary 
sense  dependent  upon  whether  the  sale  is  effected  or  not? 

A.  I  think  the  first  part  of  your  statement  is  correct,  that  certainly  in  the 
negotiations  that  Donaldson  carried  on,  he  tied  the  purchase  of  the  warrants 
in  with  the  stock.  The  answer  to  the  second  part  depends  upon  how  far  Glore 
participated  in  the  decision  to  sell  treasury  stock    *     *     *. 

Q.  Mr.  Odium,  don't  all  of  these  examples  present  the  broad  problem,  regard- 
less of  how  honest  a  person  may  be,  whether  he  should  be  permitted  to  place 
himself  in  a  position  in  a  transaction  which  affects  the  stockholders'  rights 
substantially?  In  this  case,  by  selling  stock  below  asset  value,  he  stands  to  lose 
or  gain  in  the  sense  that  he  may  be  able  to  sell  the  option  warrants  or  may 
not  be  able  to  sell  them     *     *     *. 

A.  The  average  individual  in  private  life,  that  is  in  active  private  life,  is 
confronted  with  those  situations  nearly  every  day.  Naturally,  it  is  a  problem. 
It  is  a  responsibility.  Usually  it  is  customary  to  try  to  guard  against  your 
own  interest  where  there  is  a  diversity.  But  I  do  not  know  how  you  can  avoid 
such  diversity  of  interest  in  the  complicated  life  that  the  average  person  has  to 
go  forward  with. 

Q.  I  suppose  that  will  have  to  be  the  job  of  the  Commission  in  formulating 
its  recommendations  to  Congress. 

A.  The  Commission  can't  do  it  either.  You  might  substitute  somebody  else's 
judgment,  but  if  you  try  to  do  it  in  every  case  where  there  is  a  diversity  of 
interest,  there  wouldn't  be  any  private  business  but  the  Commission  would  be 
doing  the  private  business. 

Q.  *  *  *  Do  you  think  very  great  harm  would  be  occasioned  to  the  eco- 
nomic foundation  of  this  country  if  we  were  to  say,  "Mr.  Glore,  we  are  very 
sorry,  but  with  full  consciousness  of  your  integrity  and  honesty,  we  do  not  think 
you  ought  to  do  such  a  thing,  at  least  without  disclosing  it  or  without  telling 
your  stockholders  that  as  a  part  of  the  transaction  whereby  the  investment 
company  is  selling  the  Atlas  Corporation  securities  at  $132,400  below  their  asset 
value  simultaneously  therewith  Atlas  buys  43,000  of  your  valueless  option 
warrants"? 

A.  No  *  *  *.  I  do  not  object  to  the  principle  involved.  I  say  that  in  its 
final  working  out  in  practical  effect,  there  might  be  more  harm  done  than  sav- 
ings in  the  few  cases  where  it  is  abused. 

*  ****** 

In  this  particular  case,  I  do  not  believe  that  even  though  they  were  tied  to- 
gether, apparently  as  they  were,  that  the  selling  of  treasury  stock  at  or  above 
its  market  value  and  below  its  liquidating  value  would  cause  such  a  diversity  of 
interest  as  to  justify  imposing  the  judgment  of  some  Governmental  body,  for 
example.  In  its  final  working  out,  it  certainly  did  not  hurt  them.  I  don't 
think  any  of  these  gentlemen  thought  they  were  doing  anything  in  the  way  of 
harm  to  their  shareholders.  Again,  I  am  not  arguing  against  regulation.  I 
am  merely  saying  that  any  regulation,  unless  the  utmost  care  is  used  in  defining 
its  limits  so  that  it  is  not  left  to  judgment  and  personalities,  will  cause  a  lot  of 
confusion  and  trouble. 

Notwithstanding^  Mr.  Odium's  testimony  that  Field,  Glore  &  Co.  did 
not  desire  Atlas  Corporation  to  obtain  control  of  Aviation  Securities 
Corporation,^^^^  Mr.  Odium,  nevertheless,  testified  that  Field,  Glore  & 
Co.  continued  to  purchase  stock  of  Aviation  Securities  Corporation  in 


U31  Id.,  at  18074. 

153.373— 41— pt. 
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the  market  as  broker  for  Atlas  Corporation.  Purchases  were  made 
by  Field,  Glore  &  Co.  at  bid  prices  fixed  by  Atlas  Corporation.^^^^ 

To  August  17,  1931,  Atlas  Corporation  acquired,  in  addition  to  the 
20,000  shares  of  Aviation  Securities  Corporation  stock  which  had  been 
acquired  directly  from  the  company  itself,  a  total  of  28,290  shares  of 
Aviation  Securities  Corporation  stock,  bringing  its  total  holdings  to 
48,290  shares  at  a  total  cost  of  $651,295.80."33  The  bulk  of  these  pur- 
chases were  made  through  or  from  Field,  Glore  &  Co.  and  James  C. 
Willson  &  Company,  two  of  the  sponsors  of  Aviation  Securities  Cor- 
poration. In  several  cases  purchases  were  made  from  Field,  Glore  & 
Co.  at  prices  above  the  then  market  price  of  Aviation  Securities  Cor- 
poration stock.  From  June  16  to  June  26,  1931,  Atlas  Corporation 
acquired  from  Field,  Glore  &  Co.  8,000  shares  of  the  stock  of  Aviation 
Securities  Corporation  at  prices  of  $15  and  $16  a  share.  The  highest 
market  price  of  the  stock  for  the  month  of  June  1931  was  $13.^^^*  The 
purchase  price  of  these  shares  was  approximately  $21,000  in  excess  of 
their  market  price.  On  June  29,  1931,  James  C.  Willson  &  Company, 
which  was  one  of  the  sponsors  of  Aviation  Securities  Corporation  and 
was  also  acting  as  broker  in  acquiring  Aviation  Securities  Corpora- 
tion stock  for  Atlas  Corporation,  sold  5,000  shares  of  Aviation  Securi- 
ties Corporation  stock  to  Atlas  Corporation  at  $16  a  share  for  a  total 
of  $80,000.^^^^  As  has  been  stated  above,  the  highest  market  price  for 
the  stock  in  the  month  of  June  1931  was  $13  a  share,  so  that  Atlas  Cor- 
poration paid  James  C.  Willson  &  Company  approximately  $15,000 
in  excess  of  the  market  value  of  the  shares  purchased.^^^^ 

On  August  17, 1931,  Atlas  Corporation  acquired  control  of  Chatham 
Phoenix  Allied  Corporation  and  changed  its  name  to  Securities  Allied 
Corporation.  As  an  aspect  of  the  acquisition  of  control  of  Securities 
Allied  Corporation,  the  details  of  which  have  already  been  de- 
scribed,"^^ Atlas  Corporation  transferred  to  Securities  Allied  Cor- 
poration all  of  its  then  holdings  of  Aviation  Securities  Corporation 
stock — 48,290  shares  and  43.834  warrants — for  a  total  consideration  of 
$790,101.50,  of  which  $65,751  represented  the  purchase  price  of  the 
warrants.'  Since  these  securities  had  cost  Atlas  Corporation  $782,- 
797.80,  a  profit  of  $7,303.20  was  derived  by  Atlas  Corporation  on  the 
sale.  Securities  Allied  Corporation  charged  off  as  worthless  the  war- 
rants for  which  it  had  paid  Atlas  Corporation  $65,751.  Following 
this  transaction  Securities  Allied  Corporation  continued  to  purchase 
additional  shares  of  Aviation  Securities  Corporation  stock  largely 
through  Field,  Glore  &  Co.    By  December  31,  1931,  Securities  Allied 


ua2  Id.,  at  18083.    Mr.  Odium  testified  (id.,  at  18082-3)  : 

Q.  It  was  after  they  [John  W.  Donaldson  and  L.  Boyd  Hatch  of  Atlas  Corporation] 
went  on  the  Board  [of  Aviation  Securities  Corporation]  that  Atlas  Corporation  com- 
menced its  campaign  to  acquire  more  stock  in  the  open  market? 

A.   We  authorized  Field,  Glore  &  Co.  to  buy  all  the  stock  they  could  in  open  market 
channels,  and  they  bought  it. 
"33  id.^    Commission's   Exhibit   No.    2001,   and   derived   from    supplementary   Information 
supplied  the  Commission  for  Atlas  Corporation. 

"^Op.  cit.  supra,  note  990,  Commission's  Exhibit  No.  2001   (pp.  75-6). 
^^  Ibid. 

1136  Ibid. 

""See  supra,  pp.  1142-57. 
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Corporation  held  67,571  shares,  or  50.42%  of  the  outstanding  shares 
of  the  capital  stock  of  Aviation  Securities  Corporation.^^^^ 

On  June  4,  1932,  Atlas  Corporation,  as  one  of  12  exchange  offers 
made  simultaneously  to  the  stockholders  of  its  controlled  companies, 
offered  to  exchange  one  and  two-fifths  shares  of  its  own  common  stock 
for  each  share  of  the  capital  stock  of  Aviation  Securities  Corporation. 
The  offering  letter  stated  the  asset  value  of  each  share  of  Aviation 
Securities  Corporation  capital  stock  to  be  $12.20  a  share  but  did  not 
state  the  actual  asset  value  of  Atlas  Corporation  common  stock,^^^^ 
which  was  then  $2.97  a  share.  However,  the  offering  letter  did  state 
that  the  asset  value  of  Atlas  Corporation  common  stock  would  be 
$7.30  a  share  if  all  of  the  stockholders  of  Atlas  Corporation's  12  sub- 
sidiary investment  companies  to  whom  exchange  offers  were  made  ac- 
cepted such  offers. 

The  one  and  two-fifths  shares  of  Atlas  Corporation  offered  for  each 
share  of  the  capital  stock  of  Aviation  Securities  Corporation  had  an 
asset  value  of  $4.16.  The  shares  of  Atlas  Corporation  offered  had  a 
market  value  of  $7,  the  equivalent  of  the  market  value  of  each  share 
of  capital  stock  of  Aviation  Securities  Corporation.  However,  on  the 
basis  of  an  asset  value  of  $2.97  a  share  of  Atlas  Corporation  common 
stock,  acceptance  of  the  offer  by  Aviation  Securities  Corporation 
stockholders  would  entail  a  gross  asset  loss  to  them  per  share  of  Avia- 
tion Securities  Corporation  capital  stock  of  $8.04.^^*°  On  the  basis  of 
an  asset  value  of  $7.30  a  share  of  Atlas  Corporation  common  stock, 
acceptance  of  the  offer  by  Aviation  Securities  Corporation  stockhold- 
ers would  involve  an  asset  loss  to  them  per  share  of  Aviation  Securi- 
ties Corporation  stock  of  $1.98. 

As  a  result  of  its  June  4,  1932,  offer  of  exchange,  Atlas  Corporation 
acquired  16,109  shares  of  the  capital  stock  of  Aviation  Securities  Cor- 
poration in  exchange  for  22,552.6  shares  of  its  own  common  stock.  On 
the  exchange  Aviation  Securities  Corporation  stockholders  who  ac- 
cepted the  offer  suffered  a  gross  loss  in  asset  value  of  $129,549  on  the 
basis  of  an  asset  value  of  $2.97  for  each  share  of  the  common  stock  of 
Atlas  Corporation  received  in  the  exchange.^  ^•^^ 

Of  the  16,109  shares  of  Aviation  Securities  Corporation  acquired  in 
exchange  for  Atlas  Corporation's  common  stock,  15,809  shares  were 
transferred  by  Atlas  Corporation  to  Ungerleider  Financial  Corpora- 
tion, one  of  Atlas  Corporation's  then  controlled  companies,  for  a 
total  consideration  of  $142,281,  the  market  price  of  the  shares."^^  ^j^^ 
Aviation  Securities  Corporation  stock  had  cost  Atlas  Corporation,  in 


n^Op.   cit.    supra,    note   990,    Commission's   Exhibit    No.    2001    (pp.    7&-7).     Mr.   Odium 
testified  (id.,  at  18073-4)  : 

Q.  You  ultimately  wound  up  with  control  of  Aviation  Securities? 
A.  Yes,  sir. 
,   Q.  How  did  that  happen? 

A.  Because  we  went  out  and  bought  shares  in  the  market  until  we  got  enough  to 
take  control.     But  that  wasn't  their  idea. 

Q.  Were  they  a  little  surprised  when  they  found  you  in  control  ? 
A.  Quite  disgiisted. 
♦  ****«« 

Q.  What  did  they  say? 

A.  They  wanted  to  keep  their  company  going  as  a  company     *     *     *. 
ii^s  1(3.^  Commission's  Exhibit  No.   1970. 
ii«Id.,   Commission's  Exhibit  No.  2001    (pp.  77-8). 

"«Ibid.      However,    by   becoming   stockholders    of   Atlas   Corporation,    exchanging   stock- 
holders of  Aviation  Securities  Corporation  retrieved  a  portion  of  their  loss  in  asset  value. 
w«  Ibid. 
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terms  of  the  asset  values  of  the  shares  which  it  had  given  in  exchange, 
approximately  $66,000."*^  The  profit  to  Atlas  Corporation  on  this 
sale  to  Ungerleider  Financial  Corporation  was  approximately  $76,000. 

On  June  13,  1933,  Atlas  Corporation  in  a  circular  letter  offered  to 
exchange  one  and  one-tenth  shares  of  its  common  stock  for  each  share 
of  the  stock  of  Aviation  Securities  Corporation.  The  letter  stated  the 
market  value  of  Atlas  Corporation  common  stock  to  be  $18.50  a 
share.^^''*  The  market  value  of  Aviation  Securities  Corporation  stock 
did  not  appear  in  this  letter,  nor  did  the  offer  reveal  the  asset  values  of 
the  stock  of  Aviation  Securities  Corporation  or  of  the  stock  of  Atlas 
Corporation.  The  asset  value  of  the  Aviation  Securities  Corporation 
stock  was  $17.35  "*^  a  share  and  the  asset  value  of  one  and  one-tenth 
shares  of  Atlas  Corporation  common  stock  was  $11.77. ^^^  Conse- 
quently, an  exchange  on  this  basis  entailed  a  gross  loss  in  assets  to 
each  exchanging  Aviation  Securities  Corporation  stockholder  of  $5.58 
per  share  of  his  Aviation  Securities  Corporation  stock."*^ 

The  letter  stressed  the  active  market  existing  for  Atlas  Corporation 
common  stock.^^*^  The  Aviation  Securities  Corporation  stock  had  been 
delisted  by  the  New  York  Curb  Exchange  in  January  1933."*^ 

As  a  result  of  this  exchange  offer,  Atlas  Corporation  acquired  5,204 
shares  of  Aviation  Securities  Corporation  stock,  giving  in  exchange 
therefor  50  shares  of  its  preference  stock  and  5,952.9  shares  of  its  com- 
mon stock.  The  asset  loss  to  Aviation  Securities  Corporation  stock- 
holders who  accepted  the  offer  was  $24,092.  By  October  27,  1933,  the 
date  of  the  dissolution  of  Aviation  Securities  Corporation,  Atlas  Cor- 
poration and  its  controlled  companies  had  acquired  a  total  of  131,130 
shares  of  its  stock,  equivalent  to  97.85%  of  the  134,000  shares  of  the 
company's  stock  then  outstanding.  The  total  net  cost  of  these  shares 
(including  the  cost  of  the  warrants  purchased  from  the  directors  and 
sponsors  of  Aviation  Securities  Corporation)  was  approximately 
$r,572,000.  On  the  dissolution  of  Aviation  Securities  Corporation, 
Atlas  Corporation,  and  its  controlled  investment  companies  received 
as  a  liquidating  dividend,  cash  and  securities  valued  at  market  prices, 
aggregating  $2,008,173.35.  The  profit  to  Atlas  Corporation  and  its 
controlled  companies  accruing  from  the  absorption  of  Aviation  Se- 
curities Corporation  was,  therefore,  approximately  $436,000.^^^'* 

3.  PURCHASE    OF    MANAGEMENT   AND    DISTRIBUTION 
CONTRACTS 

a.  To  Induce  Shift  in  Control 

(1)  FEDERATED  CAPITAL  CORPORATION— ATLAS  CORPORATION 

Federated  Capital  Corporation  was  incorporated  in  Delaware  on 
April  7,  1927,"^^  under  the  auspices  of  William  J.  Thorold,  who  had 


"« Ibid. 

"«  Id.,  Commission's  Exhibit  No.  1970. 
"« Ibid. 

iw»  Id.,  Commission's  Exhibit  No.  2001  (p.  83) . 
1^^  Ibid.     See,  however,  note  1141,  supra. 
ii«  Id.,  Commission's  Exhibit  No.  1970. 

1149  Derived  from  supplementary  information  supplied  the  Commission  for  Aviation  Securi- 
ties Corporation. 

w'^  Op.  cit.  supra,  note  990,  Commission's  Exhibit  No.  2001  (pp.  84-6). 

iiBi  Public  Examination,  Federated  Capital  Corporation,  Commission's  Exhibit  No.  1471. 
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previously  been  connected  with  investment  companies  in  England 
and  had  sponsored  several  so-called  "fixed  investment  trusts"  in 
America.^1^2 

Mr.  Thorold,  as  president  of  the  company  from  its  inception  until 
May  1931  received  in  salaries  (including  a  bonus  for  the  fiscal  year 
ending  April  30,  1929,  of  $50,181.45)  a  total  of  approximately 
$172,000.11^3 

On  April  25,  1927,  Federal  Debenture  Company,  Incorporated,  a 
company  then  40%  owned  by  Mr.  Thorold,  entered  into  a  contractile* 
with  Federated  Capital  Corporation  whereby  it  was  agreed  that  in 
consideration  of  the  investment  advice  and  other  services  to  be  ren- 
dered to  Federated  Capital  Corporation  by  Federal  Debenture  Com- 
pany, Incorporated,  Federated  Capital  Corporation  agreed  to  pay 
Federal  Debenture  Company,  Incorporated,  an  annual  fee  equivalent 
to  %  of  1%  of  its  total  invested  capital,  including  as  capital  bor- 
rowed monies.  The  contract  was  to  endure  for  a  period  of  five  years 
until  December  31,  1932.  Under  this  contract  Federal  Debenture 
Company  was  paid  $5,371  in  1928  and  $24,323  in  1929.11^^  However, 
on  February  25,  1929,  the  agreement  was  canceled  and  a  new  manage- 
ment contractile*^  entered  into  between  Federated  Capital  Corpora- 
tion and  Federated  Management  Corporation,  a  company  owned  90% 
by  Mr.  Thorold.  The  terms  of  this  contract  were  similar  to  the 
original  management  contract  with  the  noteworthy  exception  that  the 
period  of  operation  of  the  second  contract  was  to  be  for  10  years, 
terminating  on  February  25,  1939.  Federated  Management  Cor- 
portion  received  as  management  fees  $31,706  in  1930  and  $12,729  in 
1931.  The  total  management  fees  paid  by  Federated  Capital  Cor- 
poration from  1927  to  May  1931  to  these  two  companies,  both  sub- 
stantially owned  by  Mr.  Thorold,  was  $74,131.ii" 

The  sales  literature  used  in  selling  the  stock  of  the  company  and 
the  annual  reports  of  the  company  never  informed  stockholders  of 
the  company  of  the  existence  of  these  management  agreements.ne^ 
Without  their  knowledge,  the  stockholders  became  committed  to  the 
management  by  Mr.  Thorold  of  their  corporation,  whether  successful 
or  unsuccessful,  for  a  period  of  10  years.  It  will  be  noted  that 
compensation  was  based  not  on  profits  but  on  invested  capital,  a  basis 
of  compensation  which  would  always  insure  a  fee  even  if  the  com- 
pany were  unsuccessful  in  its  operations. 

The  authorized  capital  stock  of  the  corporation  consisted  of  a  6% 
cumulative  preferred  stock  with  voting  rights,  each  share  having  a 
par  value  of  and  entitled  on  liquidation  of  the  company  to  a  prefer- 
ence in  assets  to  the  extent  of  $25  a  share,  and  common  stock  having 
one  vote  a  share,"^^ 

Mr.  Thorold  also  derived  profits  from  the  distribution  of  the  securi- 
ties of  Federated  Capital  Corporation.     On  April  22,  1927,  Federated 


«52  Id.,  at  14428-9. 

"53  Id.,  at  14483  and  Commission's  Exhibit  No.  1475. 

1^^  Id.,  Commission's  Exhibit  No.  1474. 

"S!ld.,  at  14470. 

w^Id.,  Commission's  Exhibit  No.  1495. 

"51  Id.,  at  14470. 

"«»Id.,  at  14583. 

w^Id.,  Commission's  Exhibit  No.  1471. 
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Capital  Corporation  entered  into  an  agreement  ^^®°  with  Federal 
Debenture  Company,  Incorporated,  40%  of  the  stock  of  which  was 
owned  by  Mr.  Thorold,  providing  for  the  purchase  by  Federal  De- 
benture Company  of  9,600  shares  of  the  company's  preferred  stock 
and  6,000  shares  of  its  common  stock  for  a  total  consideration  of 
$360,000.  In  return  for  this  commitment  upon  the  part  of  Federal 
Debenture  Company,  Incorporated,  Federated  Capital  Corporation 
granted  to  Federal  Debenture  Company  an  exclusive  sales  agency, 
until  July  1933,  to  sell  the  remainder  of  its  authorized  preferred  and 
common  stock,  on  a  10%  commission  basis.  Of  this  10%  selling  com- 
mission Federal  Debenture  Company,  Incorporated,  was  to  retain  1%, 
and  9%  was  to  be  paid  to  dealers  employed  by  Federal  Debenture 
Company,  Incorporated,  actually  to  sell  the  securities.  On  February 
25, 1929,  this  exclusive  agency  was  canceled  and  a  new  contract  entered 
into  with  Federated  Management  Corporation,  a  company  90%  owned 
by  Mr.  Thorold.  This  new  contract  '^^^'^  was  similar  in  its  provisions  to 
the  former  one  except  that  the  prices  to  be  paid  by  Federated  Man- 
agement Corporation  to  Federated  Capital  Corporation  for  its  com- 
mon stock  were  fixed  at  asset  value  plus  15%  of  such  asset  value. 

Neither  Federal  Debenture  Company,  Incorporated,  nor  Federated 
Management  Corporation  actually  sold  the  securities  of  Federated 
Capital  Corporation  to  the  public.  Instead,  a  contract  ^"^  was  en- 
tered into  by  these  companies  with  P.  H.  Wliiting  &  Co.,  Inc.,  pro- 
viding for  the  distribution  of  the  securities  by  that  firm  in  return 
for  a  commission  of  9%  of  the  selling  price  of  the  shares  to  the 
public.  A  1%  commission  was  retained  by  the  companies  controlled 
by  Mr.  Thorold. 

P.  H.  Whiting  &  Co.,  Inc.,  and  its  subdealers  and  agents  engaged  in 
an  intensive  sales  campaign.  The  stock  of  Federated  Capital  Cor- 
poration was  continuously  offered  to  the  public  from  1927  to  May 
1931,  when  Atlas  Corporation  acquired  control  of  the  company. 
Charles  H.  Gieason,  a  vice  president  of  P.  H.  Whiting  &  Co.,  Inc., 
testified  that  Federated  Capital  Corporation  stock  was  virtually  sold 
from  door  to  door  by  125  subdealers  in  small  localities.  Few  shares 
of  the  stock  were  sold  in  New  York  City."*''^  The  stock  was  sold  in 
small  amounts  to  investors  who,  Mr.  Gieason  testified,  relied  on  their 
dealers  for  investment  counsel  and  advice.^^^*  Eventually,  Federated 
Capital  Corporation  had  a  total  of  3,300  preferred  stockholders  with 
an  average  of  37  shares  each  and  5,615  common  stockholders  with 
an  average  holding  of  38  shares  each.^^^^ 

In  connection  with  and  to  facilitate  the  primary  distribution  of  the 
stock,  P.  H.  Whiting  &  Co.,  Inc.,  maintained  an  over-the-counter  mar- 
ket for  the  company's  securities  and  continued  to  do  so  until  Atlas 
Corporation  acquired  control  of  the  corporation.^^*'^  Mr.  Thorold's 
Federated  Management  Corporation  also  engaged  in  market-support- 


"8"  Id.,  Commission's  Exliibit  No.  1472. 
"M  Id.,  Commission's  Exhibit  No.  1495. 
ii«2  Id.,  Commission's  Exliibit  No.  1473. 

1183  Public  Examination,  Atlas  Corporation,  Commission's  Exhibit  No.  1982 ;  op.  cit.  supra, 
note  1151,  at  14570-1. 

^<^  Op.  cit.  supra,  note  1151,  at  14571. 
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ing  operations  in  Federated  Capital  Corporation's  stock,  particularly 
after  the  market  collapse  of  October  1929.^"^ 

To  May  1931,  a  total  of  122,320  shares  of  the  preferred  stock  and 
218,399  shares  of  the  common  stock  of  Federated  Capital  Corporation 
were  sold  to  the  public  by  P.  H.  Wliiting  &  Co.,  Inc.,  and  its  sub- 
dealers.  On  these  sales  the  corporation  received  a  total  of  $6,122,- 
680.37.  The  total  selling  commissions  were  $310,291.52,  of  which  1%, 
or  $31,029,  was  retained  by  Mr.  Thorold's  companies,  Federal  De- 
benture Company,  Incorporated,  and  Federated  Management  Corpo- 
ration, and  the  remainder  was  retained  by  P.  H.  Wliiting  &  Co.,  Inc., 
and  its  subdealers.^^*'^ 

From  the  inception  of  the  company  to  May  1931,  when  control  of 
the  company  passed  to  Atlas  Corporation,  the  company  paid  out  as 
dividends  $378,966.38.  Treating  these  dividends  as  a  return  of  cap- 
ital, the  net  capital  contributed  to  the  enterprise  was  $5,743,713.99."'^" 

The  company,  under  Mr.  Thorold's  management,  widely  diversified 
its  security  investments."'^''  The  company,  however,  did  not  in  gen- 
eral hold  securities  for  investment  purposes  but  rather  actively  traded 
in  securities.  The  extent  of  this  trading  activity  is  indicated  by  the 
fact  that,  in  the  four  years  during  which  the  company  was  managed 
by  Mr.  Thorold,  it  purchased  and  sold  approximately  $53,000,000 
worth  of  securities.^"^  In  other  words,  the  company's  capital  of 
approximately  $6,000,000  was  turned  over  approximately  nine  times. 
In  addition,  the  company's  capital  was  augmented  by  borrowed 
monies.  On  October  17,  1929,  the  company  borrowed  $900,000,"^^ 
which  was  immediately  invested  in  securities  which  substantially  de- 
preciated in  value  following  the  stock  market  collapse  of  October 
29,  1929.  However,  borrowing  money  was  advantageous  to  Mr. 
Thorold  since  his  controlled  companies,  Federal  Debenture  Company, 
Incorporated,  and  Federated  Management  Corporation  received  as 
management  compensation  from  Federated  Capital  Corporation  I/2 
of  1%  of  all  borrowed  monies  in  addition  to  the  1/2  of  1%  on  the 
company's  capital  invested  by  its  stockholders. 

By  May  1931,  the  corporation's  assets  had  depreciated  to  $2,845,- 
008.31.  In  other  words,  the  company  on  its  operations  had  suffered 
losses,  realized  and  unrealized,  of  $2,898,705.68.  This  loss  was  ap- 
proximately 50%  of  the  net  capital  of  $5,743,713.99  contributed  to 
the  corporation  by  its  stockholders."^^ 

The  asset  value  of  the  company's  preferred  stock  in  May  1931  was 
$24.48  a  share,  which  was  less  than  the  $25  a  share  par  value  of  the 
stock  to  which  it  was  entitled  on  dissolution.  The  market  value  of 
the  stock  was  $14.37  a  share,  or  approximately  $10  a  share  less  than 
its  asset  value.  The  common  stock  had  no  asset  value  but  had  a 
market  value  of  approximately  62  cents  a  share."^* 


"«T  Id.,  at  14592. 
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In  contrast  to  these  losses  suffered  by  the  company's  stockholders, 
William  J.  Thorold  and  his  controlled  companies,  Federal  Debenture 
Company,  Incorporated,  and  Federated  Management  Corporation, 
received  in  salaries,  selling  commissions,  and  management  fees  a  total 
of  $286,327.73. 

Following  the  market  collapse  of  1929,  it  became  exceedingly  diffi- 
cult to  sell  additional  shares  of  Federated  Capital  Corporation 
securities.  P.  H.  Whiting  &  Co.,  Inc.,  and  its  subdealers,  principally 
Williams,  Partridge  and  Rapley  of  Montreal,  Canada,  who  had  sold 
a  large  number  of  the  company's  securities  in  Canada,  became  dis- 
satisfied with  the  management  of  Federated  Capital  Corporation.^^^° 
They  demanded  that  nominees  of  the  dealers  be  elected  to  the  board 
of  directors  of  Federated  Capital  Corporation,  so  that  the  dealers 
might  acquire  exact  information  as  to  the  affairs  of  the  company .^^^*^ 
Mr.  Thorold,  however,  refused  to  accede  to  this  request."^^ 

P.  H.  Whiting  &  Co.,  Inc.,  also  objected  to  the  high  ratio  of  the 
company's  operating  expenses  to  its  total  assets."^^  Fully  59%  of 
the  total  expenses  of  the  company  consisted  of  Mr.  Thorold's  salary 
and  the  management  fees  paid  to  his  controlled  companies.^^^^  This 
pressure  brought  by  the  dealers  upon  Mr.  Thorold  apparently  in- 
duced him  to  waive  his  salary  for  the  year  ending  April  30,  1931. 
However,  when  Atlas  Corporation  acquired  control  of  Federated 
Capital  Corporation,  as  part  of  the  transaction  for  acquisition  of  con- 
trol of  Federated  Capital  Corporation,  Atlas  Corporation  paid  Mr. 
Thorold  his  salary  ($27,000)  for  the  year  ending  April  30,  1931."so 

In  June  1930,  Matthew  Robinson,  an  employee  of  Atlas  Corpora- 
tion's subsidiary,  All  America  General  Corporation,  approached  P.  H. 
Whiting  &  Co.,  Inc.,  to  inquire  as  to  the  possibility  of  the  acquisition 
by  Atlas  Corporation  of  control  of  Federated  Capital  Corporation.^^^^ 
P.  H.  Wliiting  &  Co.,  Inc.,  held  no  stock  in  Federated  Capital  Corpo- 
ration.^^*^  However,  P.  H.  Whiting  &  Co.,  Inc.,  as  the  distributor 
of  Federated  Capital  Corporation's  securities  "^^  would  be  invaluable 
in  procuring  purchases  and  exchanges  of  Federated  Capital  Corpora- 
tion's securities  for  Atlas  Corporation.  In  other  words,  the  confi- 
dence of  the  Federated  Capital  Corporation  security  holders  in  P.  H. 
"Whiting  &  Co.,  Inc.,  and  its  subdealers,  who  had  sold  them  the  secu- 
rities, would  enable  P.  H.  Whiting  &  Co.,  Inc.,  and  its  dealers  to 
reverse,  in  effect,  the  original  process  of  distribution  of  the  shares 
and  to  reacquire  them  for  the  account  of  Atlas  Corporation. 

The  negotiations  between  Atlas  Corporation  and  P.  H.  "Whiting  & 
Co.,  Inc.,  did  not  materialize  into  an  agreement  until  January  1931, 
primarily  because  of  the  fact  that  Federated  Capital  Corporation 
was  still  paying  dividends  on  its  preferred  and  common  stock.^^^* 
Apparently,  it  would  have  been  difficult  to  persuade  holders  of  divi- 
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dend  paying  securities  to  sell  or  exchange  their  stock.  However,  in 
January  1931,  Federated  Capital  Corporation  ceased  to  pay  dividends 
on  its  securities.^^®^ 

On  January  28,  1931,  Atlas  Corporation  and  P.  H.  Whiting  &  Co., 
Inc.,  reached  an  agreement,^^^^  the  salient  provisions  of  which  were 
as  follows : 

We  [P.  H.  Whiting  &  Co.,  Inc.]  sliall  *  *  *  endeavor  to  buy  for  you  in 
the  market,  subject  at  all  times  to  your  [Atlas  Corporation]  direction,  such 
quantities  of  the  preferred  and/or  common  stock  of  Federated  Capital  Corpora- 
tion as  you  may  desire  to  purchase. 

We  also  agree  to  use  our  best  efforts  towards  getting  stockholders  to  exchange 
their  shares  for  shares  of  Atlas  Corporation,  as  such  time  as  you  are  in  a  position 
to  make  a  satisfactory  exchange  offer  to  Federated  stockholders. 

As  compensation  for  our  services  and  to  cover  such  expenditures  as  we  shall, 
no  doubt,  have  to  make,  including  a  probable  payment  to  dealers  for  their  assist- 
ance in  obtaining  proxies  and/or  exchanges  of  stock,  we  are  to  be  paid  $1.00  per 
share  for  each  share  of  preferred  and  $.20  per  share  for  each  share  of  common 
stock  of  Federated  Capital  Corporation,  which  is  either  exchanged  for  stock 
of  Atlas  Utilities  Corporation,  whether  such  exchanges  or  purchases  be  made 
through  P.  H.  Whiting  &  Co.,  Inc.,  or  by  other  means. 

******* 

On  call  for  a  meeting  of  stockholders  of  Federated  Capital  Corporation,  P.  H. 
Whiting  &  Co.,  Inc.,  is  to  receive  $.50  per  share  on  all  preferred  stock  and  $.10 
per  share  on  all  common  stock  on  which  proxies  are  obtained  by  or  for  you.  We 
appreciate  that  the  above  payment  must  be  predicated  upon  the  acquiring  of  a 
definite  minimum  number  of  shares  of  stock  necessary  to  accomplish  the  purpose 
of  the  meeting.     *     *     * 

Atlas  Corporation  thus  acquired  for  a  consideration  the  support 
and  prestige  of  P.  H.  Whiting  &  Co.,  Inc.,  and  its  subdealers  in  its 
campaign  to  acquire  the  securities  of  Federated  Capital  Corporation. 
P.  H.  Whiting  &  Co.,  Inc.,  which  had  sold  the  company's  securities 
to  the  public  and  which  concededly  owed  the  security  holders  at  least 
a  moral  obligation  to  protect  them  from  further  losses,^^^'^  was  com- 
mitted to  solicit  acceptance  of  future  "satisfactory"  exchange  offers. 

Having  thus  acquired  the  cooperation  of  the  distributors  of  the 
company  s  securities.  Atlas  Corporation's  next  step  was  to  acquire 
control  of  the  management  of  the  portfolio  of  Federated  Capital 
Corporation.  Such  control  was  necessary  to  protect  the  asset  gains 
which  Atlas  Corporation  would  realize  from  purchases  and  exchanges 
of  Federated  Capital  Corporation's  securities  for  a  consideration  less 
than  the  asset  values  of  such  securities.  It  was  also  necessary  to  avoid 
the  possibility  of  opposition  to  Atlas  Corporation's  program  by  Mr. 
Thorold. 

As  has  been  pointed  out,  Federated  Management  Corporation,  a 
company  controlled  by  Mr.  Thorold,  held  a  contract  to  manage  the 
portfolio  of  Federated  Capital  Corporation  until  February  1939. 
To  acquire  control  of  the  management,  it  was  necessary  for  Atlas 
Corporation  to  acquire  the  management  contract  held  by  Federated 


^u«5  Op.  cit.  supra,  note  1151,  Commission's  Exhibit  No.  1485. 
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Management  Corporation.  The  latter  corporation  also  owned  8,000 
shares  of  the  preferred  stock  of  Federated  Capital  Corporation. 

Mr.  Thorold  had  meanwhile  been  conducting  negotiations  of  his 
own  with  representatives  of  several  other  investment  companies  who 
were  desirous  of  acquiring  control  of  Federated  Capital  Corporation. 
Among  the  investment  companies  which  had  negotiated  with  Mr. 
Thorold  were  International  Utilities  Corporation,  Transamerica  Cor- 
poration, Tri-Continental  Corporation,  and  Phoenix  Securities  Cor- 
poration. Harold  A.  Fortington,  the  American  representative  of  the 
Royal  Insurance  Company  of  England,  also  had  discussions  with  Mr. 
Thorold  relative  to  acquiring  control  of  Federated  Capital  Corpora- 
tion.^i8«  Mr.  Thorold  had  been  offered  as  much  as  $160,000  by  these 
corporations  and  individuals  for  an  assignment  to  them  of  the  man- 
agement contract  held  by  his  Federated  Management  Corporation.^^^^ 

However,  considerable  influence  was  exerted  upon  Mr.  Thorold  by 
P.  H.  Whiting  &  Co.,  Inc.,  and  its  associated  dealers  to  enter  into  an 
agreement  shifting  the  management  of  Federated  Capital  Corpora- 
tion to  Atlas  Corporation.    Mr.  Thorold  testified :  ^"^^^ 

A.  *  *  *  a  number  of  the  stockholders  and  their  representatives  wanted 
it  turned  over  to  them  [Atlas]  and  they  came  to  us,  saying  that  they  represented 
a  very,  very  large  proportion  of  the  stockholders  and  they  favored  turning  it  over 
to  Atlas. 

Q.  Will  you  tell  us  the  names  of  these  representatives  of  large  stockholders? 

A.  I  think  that  there  was  more  particularly  representatives  of  Williams, 
Partridge  &  Rapley  of  Montreal. 

Q.  You  say  that  they  wanted  you  to  turn  over  control  of  this  trust  to  Atlas 
Corporation? 

A.  Well,  I  wouldn't  like  to  specifically  state  that,  but  I  think  they  did.  In 
any  event,  about  that  time,  considerable  influence  was  brought  to  bear  on  me 
to  do  so  and  I  think  P.  H.  Whiting  &  Co.,  Inc.,  also.  They  represented  a  large 
number  of  stockholders. 

Q.  And  then  you  say  P.  H.  Whiting  &  Co.,  Inc.,  was  exerting  pressure  upon 
you  to  have  you  transfer  control  of  this  trust  to  Atlas  Corporation? 

A.  Well,  I  said  that  they  were  exei'ting  influence  and  I  didn't  say  pressure. 

P.  H.  Whiting  &  Co.,  Inc.,  did  not  reveal  to  Mr.  Thorold  the  ar- 
ransrement  which  it  had  entered  into  with  Atlas  Corporation  in  Janu- 
iry  1931."9i 

As  a  result  of  the  influence  brought  to  bear  upon  Mr.  Thorold,  Atlas 
Corporation,  on  May  12,  1931,  entered  into  an  agreement  with  Feder- 
ated Management  Corporation,  Mr.  Thorold's  company,  whereby 
Atlas  Corporation  was  assigned  the  management  contract  held  by 
Federated  Management  Corporation.  As  consideration  for  this  as- 
signment Atlas  Corporation  paid  Federated  Management  Corpora- 
tion the  sum  of  $85,000. 

In  addition.  Atlas  Corporation  purchased  the  8,000  shares  of  Fed- 
erated Capital  Corporation  preferred  stock  owned  by  Federated  Man- 
agement Corporation  at  $20  a  share,  a  price  approximately  $6  in 
excess  of  the  market  value  of  the  shares,  but  approximately  $4.50  less 
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than  the  asset  value  of  such  shares.  Mr.  Thorold's  Federated  Man- 
agement Corporation,  on  this  sale,  was  thereby  paid  approximately 
$48,000  in  excess  of  the  market  value  of  its  holdings  of  Federated 
Capital  Corporation  preferred  stock.  Atlas  Corporation  also  agreed 
to  purchase  and  did  purchase  at  $20  a  share,  5,000  shares  of  Federated 
Capital  Corporation  preferred  stock,  owned  by  directors  of  Feder- 
ated Capital  Corporation,  principally  David  Bandler  and  Colonel 
John  H.  Price.  Atlas  Corporation  paid  to  these  directors  approxi- 
mately $30,000  above  the  market  price  of  their  stock."''^ 

The  agreement  between  Federated  Management  Corporation  and 
Atlas  Corporation  also  provided  that  "it  is  the  good  faith  and  under- 
standing of  the  parties  hereto  that  there  shall  be  no  further  purchases 
in  the  market  of  stock  in  Federated  Capital  Corporation  by  Fed- 
erated Management  Corporation  or  by  W.  J.  Thorold,  except  for 
the  account  of  Atlas  Corporation  with  its  previous  consent."  This 
agreement,  in  effect,  required  Mr.  Thorold  and  Federated  Manage- 
ment Corporation  to  cease  their  market-supporting  operations  in  the 
securities  of  Federated  Capital  Corporation,  thereby  insuring  to 
Atlas  Corporation  complete  control  of  the  market  in  the  corporation' 
securities.^^''^ 

On  May  12, 1931,  Atlas  Corporation  entered  into  an  agreement  with 
Federated  Capital  Corporation  to  manage  its  portfolio,  supply  it 
with  clerical  and  bookkeeping  services,  and  to  provide  it  with  office 
space,  for  an  annual  fee  equal  to  %  of  1%  of  the  assets  of  the  cor- 
poration. Atlas  Corporation  also  purchased  from  Federated  Capital 
Corporation  31,600  shares  of  its  common  stock  at  the  price  of  $1  a 
share.     This  stock,  as  has  been  pointed  out,  had  no  asset  value.^"* 

This  management  contract  with  Atlas  Corporation  was  approved 
by  the  board  of  directors  of  Federated  Capital  Corporation  on  May 
14,  1931.  Mr.  Thorold,  in  presenting  the  contract  to  the  directors  for 
their  approval,  stated  that  the  difficulties  of  Federated  Capital  Cor- 
poration were  in  large  part  due  to  the  fact  that  the  ratio  of  its  operat- 
ing expenses  to  its  capital  was  inordinately  large.  He  stated  to  the 
board  that  "it  was  generally^  recognized  that  it  would  cost  little  or  no 
more  to  manage  and  domicile  a  company  of  $30,000,000  capital  [the 
then  value  of  Atlas  Corporation  assets]  than  one  of  $3,000,000."  ^^^^ 
The  chief  advantage  of  the  contract  with  Atlas  Corporation  was  the 
fact  that  all  the  expenses  of  the  company,  including  salaries,  would  be 
covered  by  the  %  of  1%  management  fee,  payable  to  Atlas  Corpora- 
tion. In  other  words,  the  savings  which  would  result  to  Federated 
Capital  Corporation  were  principally  to  be  effected  by  the  elimination 
of  the  salary  previously  paid  by  the  company  to  Mr.  Thorold. 

On  May  15,  1931,  all  of  the  directors,  with  the  exception  of  Mr. 
Thorold,  resigned  and  Atlas  Corporation  placed  its  nominees  upon 
the  board  of  directors  of  Federated  Capital  Corporation. 

Having  completed  this  series  of  negotiations,  Atlas  Corporation 
was  in  a  position  to  foster  its  program  of  acquisition  of  the  securities 
of  Federated  Capital  Corporation.    Atlas  Corporation  was  the  only 

"»2Id.,    Commission's  Exhibit   No.    1494,    and   derived    from   supplementary  information 
supplied  the  Commission  for  Federated  Capital  Corporation. 
ii»3  Op.  cit.  supra,  note  1151,  Commission's  Exhibit  No.  1494. 
ii^Op.  cit.  supra,  note  1165.  Commission's  Exhibit  No.  2001   (pp.  222-4). 
ii«3  Ibid. 


1286  SECURITIES   AND   EXCHANGE   COMMISSION 

substantial  buyer  of,  and  therefore  in  a  position  to  control  the  market 
in,  Federated  Capital  Corporation's  securities.  After  reaching  its 
agreement  with  Atlas  Corporation,  P.  H.  Whiting  &  Co.,  Inc.,  ceased 
to  support  the  over-the-counter  market  in  the  securities  of  Federated 
Capital  Corporation.  Charles  H.  Gleason,  a  vice  president  of  P.  H. 
Whiting  &  Co.,  Inc.,  testified :  "^« 

Q.  Now,  you  kept  *  *  *  sponsoring  the  market  in  that  stock  throughout 
this  entire  period? 

A.  From  1927  until  we  finally  withdrew  some  time  in  1931. 

Q.  That  is  in  1931  when  you  made  the  arrangement  with  Atlas  Corporation? 

A.  When  Atlas  took  it  over,  and  we  had  to — and  we  were  sponsoring  it. 

Q.  You  felt  that  you  owed  it  to  the  stockholders  that  they  have  some  kind 
of  respectable  market ;  isn't  that  so  ? 

A.  Our  dealers  are  our  stock  in  trade,  the  same  as  the  investor  is  the  dealer's 
stock  in  trade ;  and  if  we  wanted  to  do  any  business,  we  had  to  do  the  very  best 
we  could  in  maintaining  secondary  markets  on  what  we  sold. 

Q.  In  that  connection,  Mr.  Gleason,  I  think  that  it  is  elementary  that  if  you 
hadn't  been  in  there  policing  the  market  in  connection  with  the  secondary  distri- 
bution you  probably  would  have  had  a  worse  market ;  isn't  that  so? 

A.  I  am  absolutely  convinced  that  if  I  hadn't  been  in  there  helping  to  support 
this  market,  and  in  turn  getting  our  own  sales  organization  and  dealers  to  dis- 
tribute, the  market  would  have  gone  right  down  like  that,  because  there  would 
have  been  nobody  supporting  it  if  I  hadn't  been ;  and  the  stockholders  that  had 
stock,  some  of  them  actually  needed  their  money,  that  I  know ;  and  if  I  had  not 
been  in  there  supporting  that  market,  those  people  would  have  got  zero  for  their 
stock,  because  there  had  been  nobody  supporting  the  market. 

*  ^  at  *  *  *  * 

Q.  Mr.  Gleason,  I  think  you  told  us  that  you  made  some  arrangement  with  the 
Atlas  Corporation  with  respect  to  acquiring  stock  for  them  on  a  fixed  commis- 
sion ;  isn't  that  so? 

A.  Yes. 

*  «  4:  *  *  *  * 

Q.  But  you  did  have  some  arrangement  with  them  that  you  would  pick  up 
the  stock  for  them  and  you  would  get  a  commission? 

A.  We  would  take  whatever  stock  they  wanted  to  buy  and  handle  it  and  get 
a  commission  from  the  buyer ;  yes. 

Q.  And  as  soon  as  you  made  that  arrangement  you  stopped  supporting  the 
market;  isn't  that  so? 

A.  As  soon  as  we  made  that  arrangement,  naturally,  we  were  buying  for  them, 
and  we  had  to  buy  at  their  price ;  that  is  true. 

Q.  And  necessarily,  if  you  were  buying  for  them,  you  would  have  to  try  to 
get  it  at  the  cheapest  price  for  them ;  isn't  that  so? 

A.  Well,  no.  My  recollection  is  that  when  I  started  buying  for  them  they 
didn't  try  to  chisel  down  on  that  market.  They  started  taking  the  stock  at 
whatever  the  market  was,  and  I  think  you  will  find  as  time  went  on  they  had 
to  keep  paying  more  for  that  stock. 

Q.  But  you  withdrew  your  support ;  isn't  that  so? 

A.  Well,  naturally,  if  I  am  going  to  buy  for  the — I  was  through.  In  other 
words,  the  trust  had  been  taken  over  by  them.  There  was  no  more  stock  to  be 
sold. 

Q.  There  would  have  been  a  conflict.  If  you  were  supporting  the  market  and 
buying  for  them,  it  means 


Op.  cit.  supia,  note  1151,  at  14563  and  14610. 
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A.  I  have  either  got  to  serve  one  master  or  the  other. 

Q.  And  in  this  case  you  were  serving— who  was  your  master? 

A.  I  was  serving  Atlas.  That  is,  after  they  took  control,  we  were  entirely 
through  with  Federated.     Then  I  bought  stock  for  them. 

Q,  So  that  the  Atlas  Corporation  was  your  master  from  that  point  on? 

A.  True ;  I  had  to  buy  it. 

The  arrangement  between  Mr.  Thorold  and  Atlas  Corporation,  as 
has  been  pointed  out,  required  Mr.  Thorold  to  terminate  his  and  Fed- 
erated Management  Corporation's  market-supporting  operations  in 
the  securities  of  Federated  Capital  Corporation. 

Mr.  Thorold  testified :  "^^ 

A.  We  [Federated  Management  Corporation  and  Mr.  Thorold]  had  been 
buying  stock  in  support  of  the  market  but  after  a  while  we  couldn't  buy  it 
all     *     *     *     after  that  agreement  [with  Atlas]  we  never  bought  any. 

Q.  And  I  know  that,  but  you  never  bought  any  because  there  was  a  pro- 
vision that  it  was  your  good  faith  and  your  representation  that  you  wouldn't 
buy  any? 

A.  Yes,  sir. 

Q.  And,  of  course,  withdrawing  your  support  from  the  market,  of  course, 
didn't  help  the  market  price  any ;  did  it? 

A.  No ;  I  suppose  it  did  not. 

The  stockholders  of  Federated  Capital  Corporation  were  never  in- 
formed of  the  arrangement  between  P.  H.  Whiting  &  Co.,  Inc.,  and 
Atlas  Corporation.  Nor  were  they  informed  of  the  transaction  which 
shifted  control  of  the  management  to  Atlas  Corporation.  Thus,  Mr. 
Thorold  testified :  ^^^^ 

Q.  Now,  you  never  wrote  to  the  stockholders  telling  them  that  you  were  going 
to  assign  this  contract? 

A.  No. 

Q.  And  the  fact  is  that  when  the  assignment  took  place  you  didn't  write  to 
the  stockholders  telling  them  that  there  was  a  new  fiscal  agent,  who  was  going 
to  give  the  investment  advice;  did  you? 

A.  I  don't  think  so. 

Q.  And  necessarily,  since  the  stockholders  weren't  informed  or  apprised  of 
the  fact  that  the  assignment  took  place,  you  certainly  didn't  ask  their  permis- 
sion or  consent;  isn't  that  so? 

A.  That  is  so. 

******* 

Q.  And  this  entailed  the  fact  that  you  who  had  sponsored  this  corporation, 
and  were  responsible  for  its  creation,  were  stepping  out  of  the  picture? 
A.  Yes,  sir. 

Mr.  Thorold  also  testified :  "^^ 

Q.  Well,  did  you  tell  the  stockholders  that  "the  Atlas  Corporation  is  paying 
me  $20  a  share  for  my  stock  and  my  friends  $20  a  share  for  the  preferred  and  I 
am  going  to  see  that  you  are  going  to  get  $20  too"? 

A.  No.    I  was  entitled  to  sell  my  shares  at  any  price  I  liked. 

******* 


ii-"  Id.,  at  14592. 
"»« Id.,  at  14585. 
ii»  Id.,  at  14604-5. 
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Q.  You  were  firmly  convinced  that  Atlas  Corporation  would  do  a  better  job 
than  you;  isn't  that  so? 

A.  Yes. 

Q.  You  didn't  offer  to  cancel  your  contract  and  say,  "Mr.  Odium,  come  in  here 
and  take  charge  of  this.  I  think  I  owe  it  to  my  stockholders  who  by  virtue  of 
my  management  sustained  a  loss  of  two  and  a  half  million  dollars"? 

A.  No ;  because  Mr.  Odium  said,  "Here  is  so  much  money  for " 

Q.  His  $85,000? 

A.  His  $85,000,  and  if  I  would  sell  the  contract  at  $85,000  and  get  a  better 
manager  for  the  stockholders,  I  was  doing  something  that  was  in  the  interest 
of  the  stockholder. 

The  $85,000  received  by  Mr.  Thorold  for  his  company's  manage- 
ment contract  with  Federated  Capital  Corporation  increased  the 
total  profits  derived  by  him  and  his  companies,  from  his  association 
with  Federated  Capital  Corporation,  to  $371,327.73.^200  j^  addi- 
tion, his  company,  Federated  Management  Corporation,  also  suc- 
ceeded in  selling  8,000  shares  of  preferred  stock  to  Atlas  Corpora- 
tion at  a  price  $48,000  in  excess  of  its  market  price.^^"^  The  record 
does  not  indicate  Mr.  Thorold's  position  with  respect  to  the  Atlas 
Corporation's  exchange  offers  for  the  stock  of  Federated  Capital 
Corporation  made  in  1932  and  1933. 

P.  H.  Whiting  &  Co.,  Inc.,  received  gross  selling  commissions  on  its 
distribution  of  Federated  Capital  Corporation's  securities  of  $319,- 
972.31.^2°^  It  received  as  gross  commissions  from  Atlas  Corporation 
for  its  aid  in  purchasing  Federated  Capital  Corporation's  securities 
for  the  account  of  Atlas  Corporation  and  for  its  solicitation  of  accept- 
ance of  Atlas  Corporation's  exchange  offers,  a  total  of  approximately 
$160,000.^2°^ 

With  respect  to  the  stockholders  of  Federated  Capital  Corporation, 
P.  H.  Whiting  &  Co.,  Inc.,  and  its  securities  dealers,  in  whom  the 
stockholders  presumably  had  confidence,  had  an  undisclosed  pecuniary 
interest  in  advocating  acceptance  of  Atlas  Corporation's  exchange 
offers  or  the  sale  of  their  stock  to  Atlas  Corporation.  The  manage- 
ment of  their  corporation  was  in  the  hands  of  Atlas  Corporation. 
Their  former  directors  had  ceased  to  have  any  further  pecuniary 
interest  in  the  corporation's  affairs.  Several  of  these  directors'  shares 
had  been  purchased  at  an  attractive  price  by  Atlas  Corporation. 

Although  Atlas  Corporation  was  managing  the  corporation's  port- 
folio, the  differential  between  the  asset  and  market  value  of  the  cor- 
poration's preferred  stock  was  never  eliminated.  Between  1931  and 
1933,  the  years  in  which  Atlas  Corporation  acquired  most  of  its  hold- 
ings of  the  corporation's  preferred  stock,  the  difference  between  the 
asset  value  of  the  preferred  stock  and  its  market  value  was  sub- 
stantial. The  following  schedule  ^^04  ip(Jicates  the  extent  of  the  dis- 
crepancy between  the  asset  value  and  the  market  price  of  the  pre- 
ferred stock  of  Federated  Capital  Corporation  during  the  period 
of  its  management  by  Atlas  Corporation. 

12"!  See  supra,  p.  1282. 

^^"^Op.  cit.  supra,  note  1165,  Commission's  Exhibit  No.  2001  (p.  223). 

^-'^  Op.  cit.  supra,  note  1151,  Commission's  Exhibit  No.  1475. 

^«3  Op.  Cit.  supra,  note  1151,  at  17950. 

1204  The  figures  in  the  table  are  derived  from  the  annual  reports  of  Federated  Capital 
Corporation,  contained  in  Pt.  I  of  the  reply  to  the  Commission's  questionnaire  for  Federated 
Capital  Corporation  and  from  the  Bai7k  and  Quotation  Record. 
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Date 

Asset  value 
per  share 

Market  value  during 
specified  month 

High 

Low 

Apr.  30,  1931.  _ 

$24. 48 

$14?^ 

(") 

Dec.  31, 1931.. 

18.93 

16 

$10 

Dec.  31,  1932.. 

17.92 

12 

(<■) 

Dec.  31,  1933.. 

23.02 

14 

m 

Dec.  31,  1934.. 

22.15 

17 

13H 

Dec.  31,  1935.- 

25.57 

231^ 

15 

Price  not  available. 


It  is  to  be  remembered  that  Atlas  Corporation,  as  a  result  of  its 
arrangement  with  P.  H.  Whiting  &  Co.,  Inc.,  was  in  a  position  to 
control  the  market  price  of  the  stocks  of  Federated  Capital  Cor- 
poration. However,  the  price  actually  paid  by  Atlas  Corporation 
for  the  securities  of  Federated  Capital  Corporation  exceeded  the 
market  value  of  comparable  investment  company  securities. 

The  profits  to  be  made  by  Atlas  Corporation  on  its  acquisition 
consisted  of  these  spreads  between  the  asset  value  and  the  price  paid 
by  Atlas  Corporation  for  the  preferred  stock.  The  common  stock 
had  no  asset  value  but,  throughout  the  period  of  Atlas  Corporation's 
control  of  Federated  Capital  Corporation,  the  common  stock  had  a 
market  value  of  approximately  $1  a  share.  Atlas  Corporation  had 
to  purchase  this  common  stock  since  it  was  necessary  for  Atlas  Cor- 
poration to  acquire  at  least  66%%  of  all  classes  of  voting  stock  in  order 
to  enable  it  to  dissolve  the  corporation  and  so  realize  its  profits  on 
the  preferred  stock. 

Immediately  upon  the  conclusion  of  the  agreement  between  Atlas 
Corporation  and  P.  H.  Whiting  &  Co.,  Inc.,  the  latter  commenced  to 
bid  for  Federated  Capital  Corporation's  securities  at  prices  fixed  by 
Atlas  Corporation.^205  Dealers  throughout  the  United  States  and 
Canada  were  sent  letters  quoting  the  prices  offered  by  Atlas  Corpora- 
tion for  the  securities. 

In  addition  to  the  13,000  shares  of  Federated  Capital  Corporation 
preferred  stock  purchased  by  Atlas  Corporation  from  Federated 
Management  Corporation  and  the  directors  of  Federated  Capital 
Corporation,  already  named.  Atlas  Corporation  in  1931  purchased, 
through  P.  H.  Whiting  &  Co.,  Inc.,  a  total  of  9,826  shares  of  Fed- 
erated Capital  Corporation  preferred  stock  at  a  cost  of  $151,948. 16.^^°'^ 
A  total  of  22,826  shares  of  Federated  Capital  Corporation  preferred 
shares  were  acquired  by  Atlas  Corporation  in  1931  at  a  total  cost, 
including  $16,000  commissions  paid  to  P.  H.  Whiting  &  Co.,  Inc., 
and  the  $85,000  paid  for  the  management  contract  of  Federated  Man- 
agement Corporation,  of  $513,465. 16.^^"^  In  addition.  Atlas  Corpora- 
tion held  31,600  shares  of  the  common  stock  of  Federated  Capital 


i2«  Op.  cit.  supra,  note  1165,  at  17957. 

i2«6Id.,  Commission's  Exhibit  No.  2001  (p.  225). 

"<"  Ibid. 
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Corporation,  which,  as  has  been  indicated,  it  had  purchased  from 
that  company  at  a  cost  of  $31,600. 

However,  during  the  year  1931  Atlas  Corporation  disposed  of  all 
its  holdings  of  Federated  Capital  Corporation  securities  to  its  con- 
trolled companies.  Of  its  holdings  of  the  Federated  Capital  Cor- 
g oration  preferred  stock,  19,000  shares  were  sold  to  Iroquois  Share 
orporation  for  $277,494  (the  market  value) ^^°®  at  a  book  loss  to 
Atlas  Corporation  of  $172,416.27.  On  August  17,  1931,  Iroquois 
Share  Corporation  sold  all  of  its  assets  to  Chatham  Phenix  Allied 
Corporation,  control  of  which  was  acquired  by  Atlas  Corporation 
on  the  same  day.^^^^  Iroquois  Share  Corporation  was  then  imme- 
diately dissolved,  and  the  cash  it  had  received  from  the  sale  of  its 
assets  to  Chatham  Phenix  Allied  Corporation  was  transferred  to 
Atlas  Corporation  as  a  liquidating  dividend.^^^"  As  has  been  indi- 
cated in  the  discussion  of  the  acquisition  of  control  of  Chatham  Phenix 
Allied  Corporation  by  Atlas  Corporation,  the  cash  derived  by  Atlas 
Corporation  on  the  liquidation  of  Iroquois  Share  Corporation  was 
used  by  Atlas  Corporation  to  pay  in  part  a  bank  loan  incurred  by 
Atlas  Corporation  to  obtain  the  funds  which  were  used  by  Atlas  Cor- 
poration to  acquire  control  of  Chatham  Phenix  Allied  Corporation.^^^^ 
Among  the  assets  transferred  by  Iroquois  Share  Corporation  to  Chat- 
ham Phenix  Allied  Corporation  were  the  19,000  shares  of  Federated 
Capital  Corporation  preferred  stock  which  Iroquois  Share  Corpora- 
tion had  acquired  from  Atlas  Corporation  at  a  cost  of  $277,494. 
Iroquois  Share  Corporation  received  from  Chatham  Phenix  Allied 
Corporation  $304,000  (the  market  value)  for  these  shares.  Iroquois 
Share  Corporation,  therefore,  realized  a  profit  of  $26,506  on  the  sale.^212 

On  August  17,  1931,  the  day  on  which  Atlas  Corporation  acquired 
control  of  Chatham  Phenix  Allied  Corporation,  the  latter  purchased 
for  $63,200  from  Atlas  Corporation  the  31,600  shares  of  common 
stock  of  Federated  Capital  Corporation  then  held  by  Atlas  Corpora- 
tion.^^^^  Since  these  shares  had  cost  Atlas  Corporation  $31,600,^^^* 
Atlas  Corporation  on  this  sale  to  its  newly  acquired  company  derived 
a  profit  of  $31,600.  These  shares  were  sold  to  Chatham  Phenix  Cor- 
poration at  a  price  of  $2  a  share.  These  shares,  as  has  been  pointed 
out,  had  no  asset  value.  The  market  price  of  the  stock,  in  August 
1931,  was  $1%  with  only  100  shares  being  traded  over-the-counter 
during  the  month.^^" 

Atlas  Corporation,  on  August  17,  1931,  also  sold  to  Chatham 
Phenix  Allied  Corporation  2,039  shares  of  Federated  Capital  Cor- 
poration preferred  stock  for  $32,624  (the  market  price)  .^-^*'  There- 
after, Atlas  Corporation  sold  an  additional  1,687  shares  of  Federated 
Capital  Corporation  preferred  stock  to  Chatham  Phenix  Allied  Cor- 
poration for  $26,992,^^^^  On  these  sales  of  preferred  stock,  Atlas 
Corporation  suffered  a  book  loss  of  $3,662.89. 


"08  Id.,  Commission's  Exhibit  No.  2001  (p.  226). 

1209  Ibid. 

1210  Ibid. 

""  See  supra,  pp.  1149-51. 

1212  Op.  cit.  supra,  note  1165,  Commission's  Exhibit  No.  2001   (p.  97). 

^^  Ibid. 

1214  See  supi-a. 

^^^  Bank  and  Quotation  Record,  September  1931. 

i2i«0p.  cit.  supra,  note  1165,  Commission's  Exhibit  No.  2001   (p.  226). 

12"  Ibid. 
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As  a  result  of  these  transactions,  the  entire  position  of  Atlas  Cor- 
poration in  Federated  Capital  Corporation's  securities  was  trans- 
ferred to  Chatham  Phenix  Allied  Corporation,  whose  name,  on  its 
becoming  a  subsidiary  of  Atlas  Corporation,  was  changed  to  Securi- 
ties Allied  Corporation.  Thereafter  until  its  dissolution  in  Decem- 
ber 1933,  Securities  Allied  Corporation  became  the  purchaser  of  nearly 
all  of  the  securities  of  Federated  Capital  Corporation,  acquired  in  the 
market  through  P.  H.  Whiting  &  Co.,  Inc. 

The  first  exchange  offer  made  by  Atlas  Corporation  for  the  securi- 
ties of  Federated  Capital  Corporation  occurred  on  June  4,  1932,  and 
was  one  of  12  simultaneous  exchange  offers  made  to  stockholders  of 
investment  companies  controlled  by  Atlas  Corporation.  Atlas  Cor- 
poration offered  to  exchange  four-tenths  of  one  of  its  option  war- 
rants for  each  share  of  the  common  stock  of  Federated  Capital  Cor- 
poration, and  a  unit  consisting  of  one-sixth  of  a  share  of  Atlas  Cor- 
poration's preference  stock,  one-half  of  a  share  of  its  common  stock, 
and  three-quarters  of  one  of  its  warrants  for  each  share  of  the  pre- 
ferred stock  of  Federated  Capital  Corporation. 

The  Federated  Capital  Corporation  common  stock  had  no  asset 
value  but  had  a  market  value  of  50  cents  a  share.  The  four-tenths 
of  an  Atlas  Corporation  warrant  offered  for  this  stock  had  a  market 
value  of  approximately  45  cents.^-^® 

The  offering  letter  revealed  the  fact  that  the  asset  value  of  the  Fed- 
erated Capital  Corporation  preferred  stock  was  approximately  $15.75 
a  share.  Not  revealed,  however,  was  the  fact  that  the  unit  of  Atlas 
Corporation's  securities  offered  for  the  stock  then  had  an  aggregate 
asset  value  of  $9.81.  Acceptance  of  the  offer  by  preferred  stockholders 
thus  resulted  in  a  gross  loss  in  asset  values  per  share  of  their  stock 
of  $5.94.  However,  the  market  value  of  the  Atlas  Corporation  unit 
of  securities  offered  for  the  Federated  Capital  Corporation  preferred 
stock  was  $9  as  compared  with  the  then  market  price  of  Federated 
Capital  Corporation  preferred  stock  of  $8  a  share.^-^'' 

The  June  4,  1932,  offer  was  represented  to  be  "limited  for  a  short 
period  of  time,"  but  was  extended  from  June  25,  1932,  to  July  15, 
1932,  and  in  addition,  on  September  23,  1932,  the  offer  was  re- 
newed.^--° 

As  a  result  of  the  offer,  Atlas  Corporation  acquired  a  total  of 
33,392  shares  of  the  preferred  stock  and  89,947  shares  of  the  common 
stock  of  Federated  Capital  Corporation.  On  the  exchanges,  accepting 
Federated  Capital  Corporation  preferred  stockholders  suffered  a  gross 
loss  in  asset  values  of  $253,589.^--^ 

Acceptance  of  this  exchange  offer  was  actively  solicited  by  P.  H. 
Whiting  &  Co.,  Inc.,  and  its  subdealers. 

On  June  13,  1933,  Atlas  Corporation  made  a  second  exchange  offer 
of  its  securities  for  the  securities  of  Federated   Capital   Corpora- 


1^3  Id.,  Commission's  Exhibits  Nos.  1970,  2001  (pp.  228-30). 

^^  Id.,  Commission's  Exhibit  No.  2001  (pp.  229-30).  The  asset  value  of  Atlas  Corporation 
common  stock  on  June  4,  1932,  was  .?2.97  a  share,  but  the  offering  letters  stated  that  if  all 
of  the  stockholders  of  Atlas  Corporation's  subsidiaries  accepted  its  exchange  offer,  the  asset 
value  of  such  stock  would  be  $7.30  a  share. 

122"  Id.,  Commission's  Exhibit  No.  1970. 

1221  Id.,  Commission's  Exhibit  No.  2001  (p.  231).  However,  by  becoming  stockholders  of 
Atlas  Corporation,  exchanging  Federated  Capital  Corporation  preferred  stockholders  recov- 
ered a  portion  of  their  losses  in  asset  value. 
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tion.^"-  For  each  share  of  Federated  Capital  Corporation  preferred 
stock,  Atlas  Corporation  offered  one  share  of  its  o>Yn  common  stock ; 
for  each  share  of  the  common  stock  of  Federated  Capital  Corporation, 
Atlas  Corporation  offered  a  warrant  to  purchase  three-tenths  of  a  share 
of  its  common  stock  at  any  time  at  a  price  of  $25  for  the  full  share  of 
Atlas  Corporation  common  stock.  The  market  value  of  this  fraction 
of  one  of  its  warrants  offered  by  Atlas  Corporation  was  approxi- 
mately equivalent  to  the  market  value  of  the  Federated  Capital  Cor- 
poration common  stock,  which  had  no  asset  value.  The  offering 
letter  did  not  refer  to  the  asset  value  of  the  securities  to  be  exchanged 
but  pointed  out  the  superior  marketability  of  the  Atlas  Corporation 
shares.  The  market  value  of  the  Atlas  Corporation  common  stock 
was  $18.50  a  share,  as  contrasted  with  the  then  market  price  of  $10 
a  share  for  Federated  Capital  Corporation  preferred  stock.  On  the 
basis  of  market  values.  Federated  Capital  Corporation's  preferred 
stockholders  exchanging  their  shares  would  derive  a  gain  of  $8.50  a 
share.^'"^  However,  the  asset  value  of  each  share  of  Federated  Capi- 
tal Corporation  preferred  stock  was  then  $21.79,  as  contrasted  with  the 
asset  value  of  $10.70  a  share  then  existing  for  each  share  of  Atlas  Cor- 
poration common  stock.  An  exchanging  Federated  Capital  Corpora- 
tion preferred  stockholder,  therefore,  suffered  a  gross  loss  in  assets 
for  each  share  of  his  preferred  stock  of  $11.09.^^24  Exchanges  under 
this  offer  were  also  actively  solicited  by  P.  H.  Whiting  &  Co.,  Inc., 
and  its  subdealers  throughout  the  United  States  and  Canada. 

As  a  result  of  this  offer,  Atlas  Corporation  acquired  4,104  shares 
of  Federated  Capital  Corporation  preferred  stock  and  14,454  shares 
of  Federated  Capital  Corporation  common  stock.  The  gross  loss  in 
asset  values  to  Federated  Capital  Corporation  stockholders  who  ac- 
cepted the  offer  was  $38,488.41.^^25 

On  July  25,  1935,  Atlas  Corporation  voted  its  shares  of  Federated 
Capital  Corporation  in  favor  of  the  dissolution  of  the  Corporation. 
Atlas  Corporation  then  controlled  172,985  shares  of  Federated  Capi- 
tal Corporation  common  stock,  or  68.6%  of  the  total  of  such  stock 
outstanding,  and  115,453  shares  of  Federated  Capital  Corporation 
preferred  stock,  or  94.2%  of  the  total  of  such  shares  then  outstand- 

The  total  book  cost  of  the  investment  by  Atlas  Corporation  and  its 
subsidiaries  in  the  securities  of  Federated  Capital  Corporation  was 
$1,960,537.10,^--^  before  deducting  the  asset  gains  which  it  had  derived 
as  the  result  of  its  exchange  offers.  After  deducting  these  gains  the 
net  cost  of  the  investment  was  $1,668,459.69. 

On  the  dissolution  of  Federated  Capital  Corporation,  Atlas  Cor- 
poration received,  as  a  liquidating  dividend,  cash  and  securities  at 
market  value  totaling  $2,886,325.  From  this  sum  $96,201.25  was 
released  to  Federated  Capital  Corporation  to  enable  it  to  pay  the 
minority  common  stockholders  $1.25  a  share. ^^^^  The  net  proceeds  of 
the  investment  in  Federated  Capital  Corporation  by  Atlas  Corpora- 


^^  Id.,  Commission's  Exhibits  Nos.  1970,  2001  (p.  232). 
>"3Id.,  Commission's  Exhibit  No.  2001  (pp.  233-4). 

1221  Ibid. 

"==  Ibid.     See,  however,  note  1221,  supra. 

1226  H,id 

""  Ibid. 

'=2sibid.     See  infra,   pp.   1440-2. 
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tion  were,  therefore,  $2,789,724,  and  the  profit  derived  by  Atlas  Cor- 
poration on  its  investment  in  the  securities  of  Federated  Capital 
Corporation  was  approximately  $1,121,000.  Although  to  a  large 
extent  this  profit  represents  an  appreciation  in  the  asset  value  of  the 
preferred  stock  of  Federated  Capital  Corporation  after  acquisition 
by  Atlas  Corporation,  a  substantial  part  of  this  profit  was  made  on 
purchases  of  and  exchanges  for  the  preferred  and  common  stock  of 
Federated  Capital  Corporation  at  prices  less  than  the  asset  values  of 
the  preferred  stock  of  Federated  Capital  Corporation, 

(2)  OILS  &   INDUSTRIES,   INC.   (FORMERLY  KNOWN  AS   OIL  SHARES 
INCORPORATED)— WATSON,  ET  AL. 

Oils  &  Industries.  Inc.,^-^^  Avas  organized  as  Oil  Shares  Incorpo- 
rated in  1928,  and  approximately  $13,200,000  was  paid  by  investors 
for  units  of  its  preferred  and  common  stock. 

Until  October  1931,  the  investment  company  was  sponsored  and 
controlled  by  Pettigrew  and  Meyer,  Inc.,  although  this  fact  was  not 
specifically  disclosed  to  the  stockholders.  Prior  to  the  public  sale  of 
the  investment  company's  stock,  a  wholh-owned  corporation  of  Pet- 
tigrew and  Meyer.  Inc..  obtained  a  contract  to  manage  the  investment 
company  for  a  term  of  nine  years  at  a  monthly  fee  of  1/21  of  1%  of 
the  investment  company's  net  assets,  plus  20%  of  the  profits  in  excess 
of  $1.50  a  share  on  the  common  stock. 

Early  in  1930,  because  no  market  for  its  stock  existed,  the  invest- 
ment company  amended  its  charter  to  permit  redemption  of  its  stock 
in  500-unit  lots  at  91%  of  their  asset  value  and  agreed,  without 
knowledge  of  the  stockholders,  to  pay  the  sponsor  the  remaining  9% 
of  the  asset  value  of  redeemed  shares. 

By  September  1931  the  pecuniary  emoluments  accruing  to  the  spon- 
sor from  its  association  with  the  investment  company  amounted  to 
$674,700.  In  contrast,  by  September  1931,  the  investment  com- 
pany, after  returning  to  its  stockholders  by  way  of  dividends,  and 
redemption  of  its  own  securities,  $7,104,000  of  the  $13,200,000  origi- 
nall}^  contributed  by  the  stockholders,  had  net  assets  of  $1,200,000  as 
compared  with  the  net  contribution  of  $6,096,000  made  to  the  cor- 
poration by  its  stockholders.  In  other  words,  the  stockholders  had 
suffered  a  loss  of  $4,896,000  or  80%  of  their  net  investment  in  the 
enterprise. 

Because  of  the  redemption  privilege  accorded  to  the  company's 
stockholders  after  April  8,  1930,  the  company's  assets  began  to  dimin- 
ish rapidly  as  stockholders  exercised  their  right  of  withdrawal.  As 
Mr.  Meyer,  one  of  the  sponsors,  asserted,  the  trust  "was  drying 
up."  ^-^°  Compensation  under  the  management  contract  held  by 
Petroleum  Research  Corporaition,  the  wholly-owned  corporation  of 
Pettigrew  and  Meyer,  Inc.,  became  steadily  smaller.  Petroleum  Re- 
search Corporation  had  received  as  management  compensation  in 
1928,  $30,378;  in  1929,  $59,052.62;  in  1930,  $39,520.71.  In  1931,  the 
corporation  received  $13,594.17  as  management  fees.  By  September 
1931,  the  assets  of  Oils  &  Industries,  Inc.,  as  has  been  stated,  totaled 


1229  por  a  detailed  discussion  of  the  history  of  Oils  &  Industries,  Inc..  containing  appro- 
priate references  to  the  record,  see  Ch.  II  of  thi.s  part  of  the  report,  pp.  94-114. 

1230  Public  Examination,  Oils  &  Industries,  Inc..  at  14142. 
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$1,200,000,  which  indicated  a  management  fee  of  only  $6,000  for 
1932.  The  possibility  of  an  immediate  substantial  rise  in  the  value 
of  the  assets  of  the  investment  company  at  that  time  seemed  remote. 

In  October  1931,  when  the  management  fees  had  diminished,  as  a 
result  of  the  "drying  up"  of  the  trust  caused  by  the  redemption  of  its 
stock,  and  of  the  decline  in  value  of  the  trust's  portfolio,  the  spon- 
sor, without  informing  the  stockholders,  agreed  to  sell  its  manage- 
ment contract  for  $145,000  to  Holman,  Rapp  &  Company,  a  Phila- 
delphia investment  banking  firm,  which  also  agreed  to  purchase  from 
the  investment  company  10,000  units  of  its  securities  for  $167,000. 

Holman,  Rapp  &  Company  was  acting  on  behalf  of  Thomas  Wat- 
son, Joseph  Herzberg,  and  Montifiore  Kahn,  who  did  not  possess 
the  funds  to  fulfill  the  obligations  which  Holman,  Rapp  &  Company 
had  contracted  on  their  behalf.  This  group,  by  representing  that 
it  was  to  acquire  control  of  Oils  &  Industries,  Inc.,  succeeded  in 
inducing  a  bank  to  lend  the  investment  company  $177,000,  to  be 
repaid  as  soon  as  control  was  obtained.  This  group  arranged  the 
closing  of  the  contracts  with  the  sponsor  and  the  investment  com- 
pany in  the  offices  of  the  bank,  where  an  official  of  the  bank  exhibited 
a  cashier's  check  for  $167,000,  payable  to  the  investment  company 
for  the  10,000  units,  and  delivered  to  the  sponsor  a  cashier's  check 
for  $10,000  as  part  payment  for  the  management  contract.  The 
check  for  $167,000  was  deposited  for  the  account  of  the  investment 
company  with  the  bank,  which  immediately  applied  it  to  the  reduc- 
tion of  the  loan  of  $177,000. 

The  existing  board  of  directors  of  the  investment  company,  all 
of  whom  had  been  selected  by  the  sponsor,  resigned  and  were  re- 
placed by  nominees  of  the  Watson  group.  Once  in  control,  this 
group  liquidated  the  portfolio  of  the  investment  company  and  used 
the  proceeds  to  satisfy  the  balance  of  the  bank's  loan  of  $10,000  and 
pay  the  sponsor  $135,000  still  due  on  the  purchase  price  of  the  man- 
agement contract.  Within  a  short  time  after  acquisition  of  control 
of  the  investment  company,  this  group  had  defrauded  the  invest- 
ment company  of  $284,000,  of  which  only  $15,000  had  been  recovered 
as  at  the  date  of  the  Commission's  public  examination  of  the  invest- 
ment company  in  connection  with  this  study. 

Upon  the  discovery  of  the  fraudulent  conduct  of  the  Watson  group, 
the  former  board  of  directors  again  assumed  the  management  of  the 
investment  company .^^^^ 

It  is  obvious  from  the  foregoing  recital  that  the  unfortunate  his- 
tory of  Oils  &  Industries,  Inc.,  is  partially  attributable  to  the  liqui- 
dity of  the  assets  of  investment  companies  and  the  comparative  ease 
with  which  such  assets  can  be  diverted  to  the  use  of  those  in  control 
of  these  companies,  and  that  control  of  these  companies  can  be  trans- 
ferred without  prior  notice  to  or  consent  of  the  stockholders  of  these 
companies.^2^^  Francis  Sullivan,  the  president  of  Oils  &  Industries, 
Inc.,  when  examined  on  these  aspects,  testified  :  ^^^^ 

Q.  You  knew  of  course  that  Petroleum  Research  Corporation  was  going  to 
sell  its  management  contract? 
A.  Yes. 


1231  For  the  subsequent  history  of  Oils  &  Industries.  Inc.,  see  infra,  pp.  1348-0. 
"22  See,  however,  Oil  Shares,  Inc.,  v.  Kahn,  et  al.,  94  F  (2d)  751  (C.  C.  A.  3rd  1938). 
^"3  Op.  cit.  supra,  note  1230,  at  14224-7. 
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Q.  Now,  of  course,  when  the  stockholders  bought  this  stock,  Mr.  Sullivan, 
they  bought  it  in  reliance  at  least  that  the  other  members  of  the  Board  were 
going  to  be  on  the  Board,  isn't  that  so,  and  that  Petroleum  Reseai'ch  Corporation 
had  a  10-year  management  contract,  isn't  that  so? 

A.  I  think  they  did. 

Q.  And  then  one  fine  morning  they  woke  up  and  found  that  everybody  on  the 
old  Board  was  not  there  any  more,  including  the  officers? 

A.  It  is  quite  true.     I  admit  it     *     *     *. 

Q.  *  *  *  But  as  far  as  the  stockholders  were  concerned,  without  even 
the  slightest  intimation  in  any  official  way  from  the  corporation,  there  was  a 
complete  change  in  management  and  as  soon  as  the  money  was  turned  over  the 
entire  board  went  out  and  the  old  Research  Corporation  is  out  and  a  new  cor- 
poration and  new  individuals  are  in  there? 

A.  I  think  I  will  have  to  admit  that. 

Q.  Although  the  situation  was  that  as  far  as  the  stockholders'  position  or 
predicament  was  concerned,  if  they  wanted  to  get  a  new  management  in  there 
they  could  not  do  it  because  Petroleum  Research  Corporation  had  a  lO-j^ear 
contract,  isn't  that  so? 

A.  I  think  they  did  have  a  10-year  contract,  that  is  true. 

Now  the  belief,  and  I  am  not  going  to  give  any  excuse  now,  the  belief  was 
that  we  were  helping  the  company  along  to  get  new  money  into  the  organization, 
to  select  their  own  advisory  capacity  and  to  sell  additional  securities  through 
this  house.  With  that  experience  I  would  not  do  it  again.  I  will  answer  your 
question  that  way. 

Q.  And  also  the  situation  is  that  there  was  always  a  possibility  that  the  belief 
might  be  wrong  and  then  the  consequences  might  be  very  dire,  isn't  that  so? 

A.  That  is  right. 

Q.  That  is  particularly  true,  as  I  say,  in  an  investment  trust,  because  if  you 
turn  a  steel  plant  over  to  anybody  he  cannot  sell  it  overnight,  but  he  can  sell 
10,000  shares  of  steel  overnight,  can  he  not? 

A.  Yes. 

Mr.  Sullivan  testified  further :  ^-^* 

Q.  Looking  back  over  that  experience,  Mr.  Sullivan,  do  you  get  any  ideas 
with  respect  to  what  could  be  done  to  protect  the  investors  in  that  instance?  He 
did  not  know  a  thing  about  this,  did  he?  I  mean,  he  did  not  know  a  thing  about 
the  fact  that  there  was  a  contemplated  change  in  management  there  with  respect 
to  the  old  Board  of  Directors  and  the  officers  and  with  respect  to  the  advisory 
contract? 

A.  I  feel  now  that  very  full  information  on  any  particular  change  in  any 
organization  should  be  put  up  to  the  stockholders  themselves  so  that  they  may 
have  full  knowledge  before  a  change. 

«  *  *  «  *  .      *  « 

I  think  it  would  be  very  hard  for  me  to  really  say  how  you  could  guard  against 
an  issue  of  this  kind,  with  people  who  are  talking  to  you,  agreeing  with  you  that 
they  would  do  certain  things.  Jackson  and  Curtis  were  going  to  help  out  in  this 
situation,  Carter,  Martindell  &  Company  were  going  to  do  the  advising.  Holman 
Rapp  &  Company  were  going  to  do  the  selling.  When  you  take  these  things, 
what  would  you  put  up  to  your  Board?  What  would  you  put  up  to  your  stock- 
holders?    You  might  put  up  the  matter  of  liquidation     *     *     *     i  (jon't  know — 


•«^  Id.,  at  14254-7. 
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I  would  take  every  safeguard  that  would  be  possible  and  I  would  tliiuk  about 
everything  and  find  out. 

Q.  But  you  can  visualize  that  this  situation  can  be  one  of  easy  occurrence, 
isn't  that  so? 

A.  Yes  ;  surely  it  can. 

Q.  And  it  can  occur  more  frequently  in  the  investment  trust  situation  than 
in  the  industrial  corporation  because  of  the  liquidity  of  their  assets.  All  you 
have  to  do  is  to  cross  the  street,  get  the  key  to  the  vault,  and  take  the  securities 
out,  every  nickel  of  them. 

A.  Yes. 

b.  To  Induce  Recommendation  of  an  Exchange  Offer 
(1)    UNION  INVESTORS,    INC.— YOSEMITE   HOLDING   CORPORATION 

By  December  31,  1929  Union  Investors,  Inc.,  incorporated  by  R.  B. 
Parrott  in  June  1928,  had  raised  $952,860  through  the  sale  of  870 
shares  of  preferred  stock,  96,000  shares  of  Class  A  stock,  and  69,600 
shares  of  Class  B  stock.^-^^  R.  B.  Parrott,  who  had  awarded  to  him- 
self a  contract  to  be  the  sole  distributing  agent,  acquired  the  bulk  of 
the  Class  B  stock  at  50  cents  a  share.^-^"  The  Class  A  stock  (as  well 
as  the  negligible  amount  of  the  preferred  stock)  had  been  purchased 
by  the  directors  of  the  company  other  than  Mr.  Parrott  and  by 'the 
general  investing  public  at  $9.40  a  share.  The  Class  A  and  Class  B 
stock  each  had  one  vote  per  share.^'"  On  dissolution  of  the  corpora- 
tion, however,  the  Class  A  stock  which  had  contributed  $9.40  a  share 
to  the  company  was  entitled  to  only  two-thirds  of  the  corporate 
assets  remaining  after  satisfaction  of  the  prior  claims  of  the  preferred 
stock  and  the  Class  B  stock  which  had  contributed  only  50  cents  a 
share  to  the  company  was  entitled  to  one-third  of  such  corporate 


By  December  31,  1929,  the  assets  of  the  company  had  decreased  to 
$680,000,1239  ^  depreciation  of  approximately  30%  of  the  company's 
original  capital;  the  Class  B  stock  was,  nevertheless,  entitled  to 
approximately  one-third  of  the  remaining  corporate  assets. 

From  the  summer  of  1929,  Ray  Vance,  the  president  of  Union 
Investors,  Inc.,  and  liig  codirectors  had  wanted  to  eliminate  Mr. 
Parrott  from  the  management  both  because  of  the  latter's  lack  of 
success  in  further  distribution  of  the  securities  of  Union  Investors, 
Inc.  and  in  resentment,  apparently,  of  the  unfavorable  position  which 
had  been  accorded  the  Class  A  stock,  of  which  Mr.  Vance  and  the 
other  directors  held  substantial  portions  (although  they  also  held 
options  which  would  permit  them  to  secure  blocks  of  Class  B  common 
stock  at  50  cents  a  share). ^^^^  As  Mr.  Parrott  controlled  the  Class  B 
stock  througli  a  voting  trust  and  had  an  exclusive  distribution  con- 
tract with  the  company,  he  could  not  readily  be  eliminated  without 


^"5  Public  Examination.  The  Equity  Corporation,  Commission's  Exhibit  No.  1652. 
"38  Id.,  at  1665,  1672,  and  Commission's  Exhibit  No.  187. 
""  Id.,  at  1643-50. 

1238  Ibid.     For  a  detailed  discussion  of  the  capital  structure  of  Union  Invpstors,  Inc.,  see 
Ch.  V  of  this  part  of  the  report. 

^-'">  Op.  cit.  supra,  note  1235,  at  1412. 
»="  See  Ch.  V  of  this  part  of  the  report. 
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his  consent.  Xevertheless,  by  November  1929  Mr.  Parrott's  consent 
was  obtained  to  a  plan  by  which  control  of  Union  Investors,  Inc.  was 
transferred  to  Yosemite  Holding-  Corporation. 

In  August  1929  Mr.  Vance  had  met  Ealph  W.  Simonds  of  Baker, 
Simonds  &  Company,  a  Detroit  investment  banking  house.^-'*^  As  a 
result  of  this  meeting,  an  agreement  was  reached  late  in  September 
1929.  By  this  agreement  Baker,  Simonds  &  Company  and  Fidelity 
Trust  Company  were  to  form  a  holding  company  which  was  to  en- 
gage in  the  busmess  of  acquiring  control  of  other  investment  com- 
panies.^-*- In  addition,  a  management  company  (later  incorporated 
as  Securities  Research  Corporation)  was  to  be  formed,  which  was  to 
manage  the  investment  companies  to  be  acquired  by  the  con- 
templated holding  company.^-*^  Mr.  Vance  was  to  head  the  manage- 
ment company  at  an  annual  salary  of  $12,000  a  year — a  salary  equiva- 
lent to  twice  the  salary  he  had  received  from  Union  Investors, 
Inc.^2**  In  fact,  Mr.  Vance  actuallv  received  from  1929  to  July  1931, 
$16,950  from  Securities  Research  Corporation.^-*®  In  addition,  Mr. 
Vance  and  other  directors  of  Union  Investors,  Inc.  were  to  receive 
stock  in  the  management  company.  Mr.  Vance  eventually  received 
2.000  shares  of  the  stock  of  Securities  Research  Corporation ;  George 
Dyke,  another  director  of  Union  Investors.  Inc.,  received  500  shares 
of  the  management  company's  stock :  and  F.  W.  ter  ]Meulen,  another 
director  of  Union  Investors,  Inc.,  received  50  shares  of  the  stock  of 
Securities  Research  Corporation.^-*'^  These  shares  were  awarded  to 
these  directors  of  Union  Investors,  Inc.,  as  ''organization  expenses"  ^-*' 
of  the  management  company. 

Because  of  the  difficulty  of  raising  capital  by  the  public  sale  of  se- 
curities,^^*® it  was  contemplated  that  the  new  holding  company  would 
raise  its  initial  capital  by  an  exchange  offer  of  its  securities  for  the 
securities  of  Union  Investors,  Inc.  Mr.  Vance  and  his  codirectors 
of  Union  Investors,  Inc.  agreed  to  exchange  their  holdings  of  65% 
of  the  Class  A  shares  of  Union  Investors,  Inc.  for  the  securities  of 
the  new  holding  company.^-*^ 

However,  as  has  been  noted  above,  the  cooperation  of  Mr.  Parrott 
was  indispensable  to  the  plan. 

On  November  6.  1929.  Baker,  Simonds  &  Company,  as  representa- 
tives of  the  as  yet  uncreated  holding  company,  agreed  ^^^°  that  the 
new  company,  when  created,  would  purchase  from  Mr.  Parrott  for 
the  sum  of  $170,000  the  contract  between  Mr.  Parrott  and  Union 
Investors,  Inc.,  which  gave  to  Mr.  Parrott  the  right  until  May  13, 
1931,  to  distribute  exclusively  the  authorized  but  as  yet  unissued 
securities  of  Union  Investors.  Inc.  This  distribution  contract  had 
cost  Mr.  Parrott  nothing.  ^Ir.  Parrott  also  agreed  to  cause  the  voting 
trustees  of  the  Class  B   stock  of  Union  Investors,  Inc.  to  resign 


12"  Op.  cit.  supra,  note  1235,  at  1653. 
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and  to  cause  the  election  as  voting  trustees  of  representatives  of  the 
new  company. 

Mr.  Parrott  further  agreed  to  exchange  his  Class  B  shares  for  those 
of  the  new  company .^^^^    Finally,  Mr.  Parrott  agreed  that :  ^^^^ 

In  the  event  a  proposition  should  be  made  to  stockholders  of  the  Trust 
[Union  Investors]  for  an  exchange  of  their  shares  into  another  corporation 
and  if  such  exchange  is  recommended  by  the  Board  of  Directors  of  the  Trust 
[Union  Investors]  then  the  distributor  agrees  to  exchange  any  stock  that  it 
may  hold  at  such  time  and  agrees  to  recommend  the  exchange  of  such  shares 
of  stock  to  such  persons  as  may  request  his  advice  thereon. 

It  is  obvious  that  the  payment  of  the  $170,000  to  Mr.  Parrott 
represented  the  price  of  his  cooperation  rather  than  the  intrinsic 
value  of  his  distribution  contract.  Mr.  Simonds  agreed  that  security 
distribution  following  the  market  crash  of  October  1929  was  ex- 
tremely difficult.  As  Mr.  Simonds  put  it,  "It  was  a  difficult  time  to 
raise  money  in  the  regular  channels."  ^^^^  In  fact,  within  a  few 
months  after  Yosemite  Holding  Corporation  (the  holding  company 
subsequently  formed  by  Baker,  Simonds  &  Company  and  Fidelity 
Trust  Company  of  Detroit)  acquired  Mr.  Parrott's  distribution  con- 
tract for  $170,000,  it  wrote  the  contract  off  as  worthless.^-°* 

Mr.  Simonds,  however,  contended  that  the  payment  of  $170,000 
was  made  to  Mr.  Parrott  as  the  only  means  of  acquiring  the  $650,000 
of  assets  held  by  Union  Investors,  Inc.^-°^  He  further  contended 
that  the  purchase  was  necessary  in  order  to  eliminate  the  possibility 
of  the  purchase  by  Mr.  Parrott  of  the  30,400  authorized  and  unissued 
shares  of  the  Class  B  stock  of  Union  Investors,  Inc.,  and  the  effectua- 
tion by  Mr.  Parrott  of  a  dissolution  of  Union  Investors,  Inc.,  at  a 
large  profit  on  his  Class  B  shares.    Mr.  Simonds  testified :  ^^^'^ 

Q.  Now  even  on  your  analysis,  isn't  it  the  fact  that  you  were  paying,  or  you 
were  causing  Yosemite  Holding  Corporation  to  pay  $170,000  to  get  control  of 
$650,000? 

A.  Yes ;  it  all  depends  upon  your  point  of  view.  Now,  if  we  can  put  our- 
selves back  to  the  end  of  1929,  I  for  one  was  dead  wrong  on  the  economic 
situation  and  we  h'ad  seen  a  very  precipitous  decline  in  securities,  and  a  great 
many  services  said  that  this  was  not  going  to  be  a  long  drawn  out  depression, 
and  we  had  seen  the  worst,  and  at  the  same  time  it  was  very  hard  to  raise 
money  because  the  public  had  been  frightened  and  the  Values  that  existed 
*  *  *  in  some  of  these  trusts  looked  as  though  they  were  valuable  because 
if  it  was  coming  right  back  up  again  you  could  afford  to  pay  considerable  for 
the  control  of  that  money,  you  see,  and  it  all  depended  upon  your  point  of 
view.     Nobody  wanted  to  enrich  Parrott  here. 

Q.  I  frankly  don't  understand,  if  it  wasn't  for  the  distribution  contract 
that  you  paid  $170,000,  that  was  a  worthless  scrap  of  paper,  isn't  that  so? 

A.  It  was  not  a  worthless  scrap  of  paper. 

Q.  As  a  distributing  contract? 

A.  Because  it  was  through  the  distributing  contract  which  he  held  ex- 
clusively whereby  he  could  have  taken  this  stock  at  50  cents  a  share,  that  he 
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had  the  chance  to  take  over  a  third  of  the  equity  in  the  A  stock  and  all  he  had 
to  do  was  to  buy  the  B  stock  at  50  cents  a  share,  and  liquidate  the  trust,  and 
he  would  have  a  lot  more  than  50  cents  a  share. 

However,  in  view  of  the  fact  that  the  directors  of  Union  Investors, 
Inc.,  held  65%  of  the  Class  A  stock  of  the  corporation,^^"  a  stock 
with  voting  rights,  it  is  doubtful  that  Mr.  Parrott  could  have  dis- 
solved Union  Investors,  Inc.,  without  their  assent.  Under  the  Dela- 
ware law,  an  opposing  vote  of  more  than  one-third  of  the  voting  stock 
of  the  corporation  would  have  been  sufficient  to  block  the  dissolution 
of  Union  Investors,  Inc.^-^^  Mr.  Vance  testified  that  at  least  one  of 
the  purposes  of  the  payment  of  $170,000  to  Mr.  Parrott  was  to  pre- 
vent Mr.  Parrott  from  attempting  to  "switch"  Union  Investors,  Inc. 
stockholders  into  the  securities  of  some  other  investment  company :  ^-^^ 
Q.  *  *  *  Now  didn't  that  provision  put  a  compulsion  upon  Parrott  *  *  * 
to  recommend  to  his  clients  and  customers  who  were  seeking  his  disinterested 
advice,  to  recommend  that  exchange  regardless  of  whether  he  thought  it  was  of 
advantage  to  the  stockholders  or  not,  Mr.  Vance? 

A.  I  should  think  that  it  could  be  interpreted  as  putting  him  under  pressure. 

******* 
Q.  And  the  fact  of  the  matter  was  that  he  was  recommending  the  exchange 
regardless  of  the  merit  because  he  had  received  $170,000;  isn't  that  so?    And 
he  had  a  pecuniary  interest  in  recommending  the  exchange ;  otherwise  he  might 
be  violating  his  agreement,  isn't  that  so? 

A.  I  wouldn't  say  I  wouldn't  agree  to  it  in  just  those  words. 
Q.  What  is  your  analysis  of  that? 

A.  My  analysis  of  the  thing  is  that  he  wouldn't  have  made  the  original  con- 
tract unless  he  were  willing  to  go  through  with  this  and  it  was  a  provision  put 
in  to  insure  that  the  contract  would  be  carried  through,  and  that  Parrott  would 
not  after  receiving  the  money  attempt  to  trade  out  these  shareholders  into  some 
other  company,  and  he  had  a  certain  set  of  stockholders,  and  when  he  came  to 
New  York  he  had  no  distribution  and  he  came  to  New  York  and  got  most  of  his 
distribution,  I  imagine,  through  the  introduction  of  his  various  directors  and  I 
think  that  there  may  have  been  some  fear  that  having  once  gone  through  this 
thing  thought  that  he  might  get  up  another  investment  trust,  and  you  have 
probably  heard  of  this,  that  directors  doing  this  go  back  and  switch  them  out, 
and  I  think  the  intent  of  that  was  to  keep  Parrott  from  switching  out  after 
the  deal  was  carried  through. 

Thus,  Mr.  Parrott,  for  a  consideration,  was  contractually  bound  to 
recommend  acceptance  to  minority  stockholders  of  Union  Investors, 
Inc.,  to  whom  he  had  sold  the  securities  and  in  relation  to  whom  he 
was  in  a  fiduciary  position  as  a  director  of  the  corporation,  of  any 
exchange  offer  approved  by  two-thirds  of  the  directors  of  Union  In- 
vestors, Inc.  And,  on  the  other  hand,  Mr.  Vance,  Mr.  ter  Meulen,  and 
Mr.  Dyke  (directors  of  Union  Investors,  Inc.),  had  a  pecuniary  inter- 
est in  the  success  of  the  exchange  offers  since  they  were  to  receive 
the  stock  of  Securities  Kesearch  Corporation,  which  was  to  manage 
the  assets  of  the  new  holding  company,  including  Union  Investors, 
Inc.,  and  other  investment  companies  which  it  was  contemplated  the 
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new  company  Avoiild  acquire.^ -^°  In  addition,  Mr.  Vance  was  to  re- 
ceive from  Securities  Research  Corporation  a  salary  double  that 
which  he  had  received  as  president  of  Union  Investors,  Inc.^"®^ 

With  the  cooperation  of  all  the  dominant  personalities  in  Union 
Investors,  Inc.,  thus  secured,  on  November  8,  1929,  Yosemite  Holding 
Corporation,  the  ne^v  company  which  had  been  contemplated  by  the 
parties,  was  formed  in  Delaware  under  the  auspices  of  Baker,  Simonds 
&  Company  and  Fidelity  Trust  Company  of  Detroit.^^^^  The  corpo- 
ration had  an  authorized  capitalization  consisting  of  a  preferred 
stock,  entitled  on  dissolution  of  the  corporation  to  a  prior  claim 
against  its  assets  to  the  extent  of  $51  a  share,  and  a  common  stock.^-^^ 
The  new  company  immediately  raised  $266,000  by  a  sale  of  units  of 
preferred  and  common  stock  to  an  associate  of  Baker,  Simonds  & 
Company.^ ^^*  Through  Baker,  Simonds  &  Company  and  Fidelity 
Trust  Company  of  Detroit,  Yosemite  Holding  Corporation  publicly 
offered  its  preferred  stock  and  common  stock  at  a  price  equivalent  to 
$50  a  share  for  the  preferred  stock  and  $7  a  share  for  the  common 
stock.  1265 

On  December  5,  1929,  Yosemite  Holding  Corporation  addressed  a 
circular  letter  ^^^'^  to  the  Class  A  and  Class  B  stockholders  of  Union 
Investors,  Inc.,  which  contained  an  offer  to  exchange  six-tenths  of  a 
share  of  Yosemite  Holding  Corporation  common  stock  for  each  share 
of  Union  Investors,  Inc.,  Class  B  stock  and  an  offer  to  exchange  one 
and  one-half  shares  of  Yosemite  Holding  Corporation  common  stock 
for  each  share  of  Union  Investors,  Inc.,  Class  A  stock,  or,  in  the 
alternative,  one  share  of  Yosemite  Holding  Corporation  preferred 
stock  for  each  five  shares  of  Union  Investors,  Inc.,  Class  A  stock.  No 
offer  was  made  for  the  small  amount  of  Union  Investors,  Inc.,  pre- 
ferred stock  outstanding.i^^^  However,  this  stock  was  repurchased  by 
Union  Investors,  Inc.,  prior  to  its  dissolution  in  June  1930.^^^^ 

The  offer  of  Yosemite  Holding  Corporation  did  not  reveal  the  fact 
that  Mr.  Parrott  had  for  a  consideration  been  induced  to  recommend 
acceptance  of  the  offer.  Nor  did  the  offer  reveal  the  pecuniary  inter- 
est of  several  of  Union  Investors,  Inc.,  directors  in  the  success  of  the 
offer.i^^^  In  fact,  the  record  does  not  indicate  that  stockholders  were 
informed  of  the  intended  purpose  of  Yosemite  Holding  Corporation 
to  acquire  other  investment  companies — a  purpose  which  substantially 
deviated  from  the  established  policy  of  Union  Investors,  Inc.,  to 
diversify  its  security  investments-^^^" 

Moreover,  during  the  pendency  of  the  negotiations  for  the  exchange 
offer,  Messrs.  Vance,  ter  Meulen,  and  Parrott,  all  of  whom  were  direc- 
tors of  Union  Investors,  Inc.,  had  purchased  a  total  of  27,600  shares  of 
the  Class  B  stock  of  Union  Investors,  Inc.,  at  a  price  of  50  cents  a. 
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share.^-'^  This  stock  ayrs  exchanged  for  Yosemite  Holdmg  Corpora- 
tion stock  under  the  terms  of  the  exchange  offer.  For  each  share  of 
the  Class  B  stock  of  Union  Investors,  Inc.,  these  directors  received 
six-tenths  of  a  share  of  Yosemite  Holding  Corporation  common  stock 
which  Avas  then  being  offered  at  $7  a  share  to  the  public.^^^^^  Taking 
$7  a  share  as  the  market  value  of  Yosemite  Holding  Corporation  com- 
mon stock,  these  directors  who  had  invested  50  cents  a  share  on  Union 
Investors,  Inc.,  Class  B  stock  received  six-tenths  of  a  share  of  Yosemite 
Holding  Corporation  common  stock  having  a  market  value  of  $4.20.^"^ 
Furthermore,  after  the  acceptance  of  the  exchange  offer  by  more  than 
three-quarters  of  the  Union  Investors,  Inc..  Class  A  and  Class  B  stock- 
holders, the  asset  value  of  Yosemite  Holding  Corporation  conmion 
stock  was  $2.12.^2^^  Thus,  on  an  investment  of  50  cents  a  share  for 
Union  Investors,  Inc.,  Class  A  stock,  these  directors  received  Yosemite 
Holding  Corporation  stock  having  an  asset  value  of  $1.27.  Mr.  Vance 
explained  his  purchase  of  the  Class  B  stock  as  the  exercise  of  an  option 
he  had  received  from  Mr.  Parrott,  prior  to  the  plan  for  the  formation 
of  Yosemite  Holding  Corporation,  to  purchase  such  shares.^-"  The 
option  was  intended  to  constitute  additional  compensation  for  Mr. 
Vance's  management  service  to  Union  Investors,  Inc.^^''®  On  the  pro- 
priety of  the  purchase  of  the  Class  B  shares  by  these  directors  during 
the  pendency  of  Yosemite  Holding  Corporation's  exchange  offer,  Mr. 
Vance  testified :  ^^^' 

A.  They  [the  Class  B  shares]  Avere  purchased  under  contract  that  Parrott  had 
made  with  these  various  directors  for  their  services,  as  they  went  along  and  a 
good  many  of  them  had  permitted  their  rights  to  purchase  that  stock  to  ride. 

Q.  But  these  individuals  knew,  did  they  not,  that  the  negotiations  for  the 
merger  with  Yosemite  were  taking  place  and  they  participated  in  that? 

A.  Yes. 

Q.  And  if  they  acquired  that  27,600  shares  of  stock  they  were  putting  them- 
selves in  a  position  which  was  much  better  than  the  public  which  had  pur- 
chased the  Class  A  common  stock,  isn't  that  so? 

A.  That  is  so,  except  that  two-thirds  of  the  public  were  themselves. 

Q.  I  am  talking  about  one  member  of  the  public,  and  I  am  willing  to  discuss 
the  ethics  of  that  transaction  on  the  basis  of  one  individual  who  bought  one 
shore  of  that  stock,  Mr.  Vance. 

A.  All  right. 

Q.  The  fact  of  the  matter  is,  that  while  these  negotiations  were  going  on  and 
while  these  negotiations  were  precipitated  by  the  fact  that  the  officers  and 
directors  said  that  they  had  some  ethical  compunctions  about  a  person  who 
paid  $9.40  for  his  share  of  stock  not  getting  the  same  relative  participation  as  a 
man  paying  50  cents  a  share,  yet  during  the  months  of  November  and  Decem- 
ber, whether  it  was  on  the  basis  of  a  previous  contract  or  a  contract  made  at 
that  time  that  stock  was  delivered  to  them. 

A.  I  don't  believe  that  I  said  that  it  was  ethica,l  compunctions  and  I  think 
it  was  financial  compunctions.     I  think  the  pressure  on  them  was  that  they 
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had  put  np  the  $9.40  and  it  was  financial  pressure  on  them,  on  their  own  money 
more  than  what  is  etliicah  I  wouldn't  consider  that  that  was  a  matter  of 
ethics.    Let  us  not  kid  ourselves. 

Q.  So  that  for  each  share  of  the  Union  Investors  Class  B  stock,  they  were 
to  get  j%  of  a  share  of  Yosemite  Holding  Corporation  and  at  that  time  they 
were  selling  Yosemite  stock  to  the  public  for  $7  a  share,  isn't  that  so? 

A.  It  was  sold  a  little  later  than  that,  but  that  was  the  price. 

Q.  So  that  for  each  share  of  commcn  of  the  Class  B  Union  Investors  which 
cost  50  cents,  the  holder  of  that  Class  B  common  was  getting  t%  of  $7.00  or 
$4.20. 

A.  That  is  right. 

Q.  And  the  Class  A  was  getting  IVa  shares  of  Yosemite  that  is  $10..50  for  each 
share  of  Class  A  common  of  Union  Investors  which  cost  them  $10,  isn't  that  so? 

A.  Yes,  sir. 

Q.  So  that  he  was  getting  $10.50  for  his  $10  while  the  insiders  Avith  the  Class 
B  stock  were  getting  $4.20  for  their  50  cents,  isn't  that  so? 

A.  I  think  that  is  a  fair  statement. 

As  a  result  of  the  exchange  offer,  Yosemite  Holding  Corporation 
succeeded  in  acquiring  99%  of  the  Class  A  and  Class  B  stock  of 
Union  Investors,  Inc.,^-"'^  which  was  dissolved  early  in  1930.^^'^ 

c.  To  Induce  Sponsors  to  Cause  the  Investment  Company  to  Issue 
Stock  to  Acquirer 

(1)  GRANGER  TRADING  CORPORATION— YOSEMITE  HOLDING 
CORPORATION 

The  acquisition  by  Yosemite  Holding  Corporation  of  Granger 
Trading  Corporation  is  discussed  in  detail  elsewhere  in  this  report. ^-^° 
However,  the  facts  will  be  briefly  recapitulated  at  this  point. 

Granger  Trading  Corporation  was  organized  in  Delaware  on  Janu- 
ary 3,  1929,  as  a  management  investment  company  under  the  sponsor- 
ship of  the  brokerage  firm  of  Sulzbacher,  Granger  &  Company,  mem- 
bers of  the  New  York  Stock  Exchange.^'^^  At  the  inception  of  the 
corporation  Sulzbacher,  Granger  &  Company  awarded  itself  a  con- 
tract to  manage  the  corporation.^^*^  Sulzbacher,  Granger  &  Company 
by  this  contract  was  to  receive  annually  as  management  compensation 
20%  of  the  net  profits  of  the  company,  provided  there  remained  after 
this  deduction  from  net  profits  an  amount  equivalent  to  8%  of  the  net 
capital  invested  in  the  corporation.  The  firm's  control  of  the  corpo- 
ration was  further  strengthened  by  the  fact  that  all  of  the  corpora- 
tion's directors  were  its  partners  or  employees. 

By  April  1932  Granger  Trading  Corporation  had  net  assets  of 
,112.68,  all  of  which  consisted  of  actual  cash,  with  the  exception 
of  $15,000  which  represented  the  market  value  of  certain  bonds  owned 
by  the  company.^-^^     At  that  time  Granger  Trading  Corporation  had 
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«w  See  Ch.  II  of  this  part  of  the  report,  pp.  181-226. 
«M0p.  cit.  supra,  note  123.5,  at  2225-6. 

1282  Id.,  Commission's  Exhibit  No.  271. 

1283  Id.,  at  815,  2258,  and  Commission's  Exhibit  No.  108. 
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outstanding  16,294  shares  of  stock,  all  of  one  class. ^-®^  Of  these  shares, 
3,800,  or  25%,  were  held  by  members  of  the  Granger  family  and  em- 
ployees of  Sulzbacher,  Granger  &  Company,^^-^  and  the  remaining 
12,494  shares  were  held  by  the  public.  The  asset  value  of  the  Granger 
Trading  Corporation  stock  was  $12.22  a  share.^-***^ 

In  April  1932  Wallace  Groves,  then  in  control  of  Yosemite  Holding 
Corporation,  on  behalf  of  that  corporation,  contacted  Sulzbacher, 
Granger  &  Company  with  a  view  to  acquiring  control  of  Granger 
Trading  Corporation.  At  that  time  the  3,800  shares  of  the  stock  of 
Granger  Trading  Corporation  held  by  the  Granger  family  was  an 
amount  insufficient  to  have  given  Yosemite  Holding  Corporation  ma- 
jority control.  Sulzbacher,  Granger  &  Company,  however,  was  in  a 
position,  through  its  control  of  the  Granger  Trading  Corporation's 
directorate  ^-^^  and  by  virtue  of  its  management  contract,^^^^  to  cause 
the  issuance  by  Granger  Trading  Corporation  of  an  amount 
of  its  authorized  stock  sufficient,  when  coupled  with  the  holdings  of 
the  Granger  family  and  their  associates,  to  give  substantial  control 
to  Yosemite  Holding  Corporation. 

Accordingly,  on  April  20,  1932,  Granger  Trading  Corporation  sold 
to  Yosemite  Holding  Corporation  at  $12.22  a  share  (the  then  asset 
value  of  the:  stock)  7,500  shares  of  its  authorized  but  as  yet  unissued 
stock  for  $91,650.^-®^  This  sale  increased  the  Granger  Trading  Cor- 
poration's assets  to  approximately  $290,762.68.  On  the  same  day 
Yosemite  Holding  Corporation  purchased  for  $19,500  the  manage- 
ment contract  held  by  Sulzbacher,  Granger  &  Company,  whicli  had 
never  resulted  in  any  compensation  to  Sulzbacher,  Granger  &  Com- 
pany.^-^<^  On  April  21,  1932,  Yosemite  Holding  Corporation  pur- 
chased from  members  of  the  Granger  family  and  from  employees  of 
Sulzbacher,  Granger  &  Company  their  total  holdings  of  3,800  shares 
of  the  stock  of  Granger  Trading  Corporation  at  a  price  equal  to  the 
asset  value  of  the  stock — $12.22  a  share.^291 

Thus,  by  April  21,  1932,  Yosemite  Holding  Corporation  had  ob- 
tained 11,300  shares  of  the  stock  of  Granger  Trading  Corporation, 
or  approximately  47%  of  the  23,794  shares  of  its  outstanding  stock. 
By  April  21,  1932.  all  of  the  former  directors  of  Granger  Trading 
Corporation,  with  the  exception  of  Jeffrey  Granger,  had  been  sup- 
planted by  nominees  of  Yosemite  Holding  Corporation,  that  is,  by 
Wallace  Groves.^-°-  In  May  1932  Granger  Trading  Corporation  sold 
all  of  its  assets  to  Yosemite  Holding  Corporation  in  return  for  stock 
of  the  latter  corporation.  This  transaction  and  the  resultant  losses 
suffered  by  minority  stockholders  of  Granger  Trading  Corporation 
is  described  in  more  detail  in  a  subsequent  section  of  this  chapter.^^^^ 


12M  Id.,  at  841. 

1285  Id.,  at  2281. 

1^8  Id.,  at  2258-9. 

1287  Id.,  at  2229. 

"S8  See  supra,  p.  1302. 

1280  Op.  cit.  supra,  note  1235,  at  2267. 

1290  Id.,  at  2559-61.  In  addition,  Yosemite  Holding  Corporation  paid  $6,000  to  Sulz- 
bacher, Granger  &  Company  for  the  cancelation  of  a  lease  between  the  firm  and  Granger 
Trading  Corporation  (id.,  at  2261). 

12M  Id.,  at  2258. 

i->»2  Id.,  at  2265. 

12S3  See  infra,  pp.  1480-5. 
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4.  CONTINUANCE  OF  ORIGINAL  SPONSOR'S  BROKERAGE 

BUSINESS 


Brokers  who  had  been  associated  with  investment  companies  prior 
to  the  passage  of  control  to  new  interests  frequently  continued,  as  a 
matter  of  tacit  if  not  express  agreement,  to  receive  brokerage  busi- 
ness from  the  acquiring  corporation  or  individual.  Thus,  a  majority 
of  the  ten  brokers  who,  in  each  of  the  years  1931  to  1935,  inclusive, 
received  the  largest  amount  of  Atlas  Corporation's  brokerage  busi- 
ness, had  previously  acted  a,s  brokers  and  sponsors  for  investment 
companies,  control  of  which  had  passed  to  Atlas  Corporation.  The 
following  schedule  indicates  the  names  of  nine  brokers  who  were  in- 
cluded among  the  ten  brokers  who  received  the  largest  amount  of 
brokerage  business  from  Atlas  Corporation  and  its  investment  com- 
pany subsidiaries,  the  year  in  which  they  appeared  in  the  group,  and 
the  Atlas  Corporation  controlled  companies  with  which  they  had 
previously  been  connected :  ^^'** 


Name  of  brokerage  firm 

Company  with  which  firm  or  a  partner  thereof 
had  been  associated 

Year  asso- 
ciated 

Fenner,  Beane  &  Ungerleider 

Ungerleider  Financinl  Corporation 

1931-1932 

1931-1932 

Co.). 

fThe  Goldman  Sachs  Trading  Corporation 

Goldman,  Sachs  &  Co 

\  Shenandoah  Corporation 

\    1931-1935 

(Blue  Ridse  Corporation 

Quaw  &  Foley 

Selected  Stocks,  Inc 

1931-1935 
1931-1935 

F.  S.  Smithers  &  Co 

Tucker,  Anthony*  Co 

Shields  &  Co.,  Inc 

Atlantic  Securities  Corporation 

American  Investors.  Inc 

Chain  Store  Stocks,  Inc 

1932 
1933 

1931-1935 

With  the  exception  of  Goldman,  Sachs  &  Co.  and  Tucker,  Anthony  & 
Co.,  all  of  these  firms  were  directly  instrumental  in  effecting  a  transfer 
of  the  control  of  their  companies  to  Atlas  Corporation.  In  some  cases 
these  firms  received  other  considerations  from  iltlas  Corporation,  such 
as  on  the  purchase  of  their  stock  and  option  warrants.  Quaw  & 
Foley  '^-^^  and  F.  S.  Smithers  &  Co.^^^*'  recommended  the  acceptance  of 
exchange  offers  made  by  Atlas  Coryjoration  to  the  stockholders  of  their 
companies.  None  of  the  firms  mentioned  opposed  exchange  offers 
made  by  Atlas  Corporation  to  their  stockholders.  For  example,  the 
original  exchange  offer  ^-"'  made  by  Atlas  Corporation  on  June  14, 
1932,  to  the  stockholders  of  The  Goldman  Sachs  Trading  Corporation 
was  not  actively  opposed  by  Goldman,  Sachs  &  Co.,  even  though  it  dis- 
approved of  the  terms  of  the  offer.^""*  Goldman,  Sachs  &  Co.,  how- 
ever, caused  to  be  published  in  newspa])ers  a  statement  that  the  offer 
was  the  private  affair  of  the  stockholders,  and  the  firm  did  publicly 


1294  Derived   from  supplementary  information   supplied  the  Commission  for  Atlas  Cor- 
poration. 

1=95  Public  Examination,  Atlas  Corporation,  Commission's  Exhibit  No.  1970. 
1-*"  See  Atlantic  Securities  Corporation,  supra,  pp.  1247-58. 
1™'  Op.  cit.  supra,  note  1295,  Commission's  Exhibit  No.  1970. 
^"^  Id.,  at  17955-6  and  17959. 
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announce  that  it  was  not  exchanging  its  own  shares  of  the  stocks  of 
The  Goldman  Sachs  Trading  Corporation.^-'''' 

Although  these  firms  may  have  in  good  faith  believed  the  terms  of 
the  exchange  offer  were  fair  to  the  stockholders  of  the  companies  which 
they  had  sponsored,  the  tacit  agreement  of  Atlas  Corporation  to  con- 
tinue to  do  a  brokerage  business  with  these  firms  may  have  tended  to 
bias  them  in  favor  of  Atlas  Corporation  and  its  exchange  offers.  More- 
over, the  fact  that  these  firms  were  receiving  brokerage  business  from 
Atlas  Corporation  was  not  revealed  to  the  stockholders  of  the  com- 
panies which  they  had  sponsored. 

In  most  cases  the  use  of  these  brokerage  houses  by  Atlas  Corpora- 
tion was,  as  has  been  stated,  a  matter  of  tacit  agreement.  In  one  case, 
however — that  of  Chain  Store  Stocks,  Inc. — the  consideration  for 
a  shift  in  control  of  the  company  to  Atlas  Corporation  by  its  sponsors 
included  an  express  agreement  by  x4.tlas  Corporation  to  grant  to  its 
sponsor.  Shields  &  Company,  Inc.,  a  stipulated  dollar  amount  of  broker- 
age business  for  a  period  of  five  years.     Mr.  Odium  testified :  ^^"^ 

Q.  And  you  also  concede  situations  where  you  made  a  promise  of  brokerage 
commissions,  although  those  individuals  didn't  have  any  stock,  and  you  weren't 
getting  control  of  the  assets  by  stock  ownership? 

A.  That  was  true  in  only  one  case;  but  in  all  cases,  no  matter  whether  the 
brokers  dealing  with  the  situation  had  stock  or  management  contracts  or  were 
sponsors,  we  told  all  brokers  that  our  purpose  was  not  to  sever  established  con- 
nections, and  all  things  being  equal  we  would  expect  to  give  a  fair  quota  of  our 
business  to  the  people  who  had  theretofore  been  dealing  with  the  company. 

Q.  And  do  you  say,  Mr.  Odium,  that  even  after  Atlas  Corporation  got  control 
of  a  particular  situation  they  would  continue  to  dispense  the  brokerage  business 
to  the  old  sponsor,  even  though  they  didn't  have  any  stock  in  the  situation,  and 
that  there  was  no  element  whatsoever  of  these  people  cooperating  with  you  in  the 
exchange  program? 

A.  No ;  we  gave  it  sometimes  to  brokers  who  were  actively  opposed  to  us. 

Q.  But  you  gave  it  to  brokers  actively  engaged  in  soliciting  for  you? 

A.  We  gave  it  to  the  old  brokerage  connections,  no  matter  who  they  were.  We 
didn't  cut  them  off. 

Similarly,  Tri-Continental  Corporation,  which  in  the  period  1931  to 
1933  exchanged  its  securities  for  the  assets  of  three  investment  com- 
panies. Investors  Equity  Co.,  Inc.,  Wedgwood  Investing  Corporation, 
and  Graymur  Corporation,  agreed  after  each  acquisition  to  continue 
the  brokerage  business  of  the  former  sponsors  of  the  acquired  com- 
panies. Joseph  Walker  &  Sons,  one  of  the  sponsors  of  Wedgwood  In- 
vesting Corporation,  received  for  a  period  of  four  years  after  the  sale 
of  Wedgwood  Investing  Corporation's  assets  to  Tri-Continental  Cor- 
poration, 3.75%  of  the  hitter's  brokerage  business;  C.  D.  Barney  &  Co., 
the  sponsors  of  Investors  Equity  Co.,  Inc.,  received  5%  of  Tri-Conti- 
nental Corporation's  brokerage  business  following  the  sale  of  Investors 
Equity  Co.,  Inc.'s  assets  to  Tri-Continental  Corporation;  and  G.  M.-P. 
Murphy  &  Co.,  the  sponsors  of  Graymur  Corporation,  following  the 
sale  of  its  assets  to  Tri-Continental  Corporation,  received  6.76%  of  the 
latter's  brokerage  business.^^"^    Earle  Bailie,  the  chairman  of  the  board 


'^  Id.,  Commission's  Exhibit  No.  1983. 

"•^  Id.,  at  17780-1. 

•^oi  Public  Examination,  Tri-Continental  Corporation,  at  1861 
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of  directors  of  Tri-Continental  Corporation,  denied  that  these  broker- 
age commissions  to  the  sponsors  of  the  acquired  companies  were  part 
of  the  arrangements  for  the  acquisition  of  these  companies  by  Tri- 
Continental  Corporation,  although  he  conceded  that  in  some  cases  there 
was  an  "understanding"  that  brokerage  business  would  be  given  to 
such  sponsors  after  the  acquisition  of  their  companies.  Mr.  Bailie 
testified :  ^^^^^ 

Q.  A  lot  of  these  deals  were  made  at  the  time  when  the  companies  were  acquired 
to  take  care  of  the  sponsor  interests? 

A.  There  were  none  of  them  made  until  after  each  acquisition. 

Q.  They  were  part  of  the  acquisition,  weren't  they? 

A.  You  say  so     *     *     *     I  say  no. 

Q.  You  say  no? 

A.  No ;  they  came  about  after  the  acquisition. 

Q.  You  say  there  is  no  definite 

A.  (Interposing).  There  was  no  definite  agreement  whatever  at  the  time  of  the 
acquisition. 

Q.  No  mention  in  any  case? 

A.  Once  or  twice  there  was  mention  of  it,  and  in  each  case  the  understanding 
was  that  we  would  satisfy  them  after  the  deal  was  over     *     *     *. 

In  the  case  of  both  Investors  Equity  Co.,  Inc.,  and  of  Graymur 
Corporation,  the  stockholders  received  Tri-Continental  Corporation 
securities  having  a  lesser  asset  value  than  their  own  securities, 
although  the  market  value  of  the  Tri-Continental  Corporation  securi- 
ties exceeded  the  market  value  of  their  oAvn  securities.^^"^  In  each  of 
these  cases  the  sponsors  recommended  the  acceptance  by  the  stock- 
holders of  their  companies  of  the  securities  offered  by  Tri-Continental 
Corporation  for  the  assets  of  their  companies.^^°*  However,  in  none 
of  the  communications  to  the  shareholders  of  the  selling  corporation 
was  it  revealed  that  Tri-Continental  Corporation  had  agreed  that  the 
sponsors  were  to  continue  to  receive  brokerage  business  from  Tri- 
Continental  Corporation.^^°^  Although  the  sponsors  may  have  acted 
in  good  faith  in  recommending  the  acceptance  of  Tri-Continental 
Corporation's  offers,  nevertheless  the  opportunity  to  continue  to 
receive  the  principal  emolument  of  their  former  connection  with  their 
companies,  without  the  burden  of  the  future  management  of  such 
companies,  may  have  acted  to  bias  them  in  favor  of  the  acquiring 
company's  offer  irrespective  of  the  merits  of  such  offer  from  the  point 
of  view  of  the  stockholders  of  the  acquired  companies. 

a.  Chain  Store  Stocks,  Inc. — Atlas  Corporation 

Chain  Store  Stocks,  Inc.,  was  incorporated  in  Mar3dand  on  Decem- 
ber 3, 1928,^^°''  as  a  joint  promotion  of  the  New  York  investment  bank- 
ing firms  of  Shields  &  Company,  Inc.,  E.  Naumberg  &  Co.,  and  F.  S. 


1302  Id.,  at  18679. 
13°'  Id.,  at  18580,  18586. 

13M  Reply  to  the  Commission's  questionnaire  for  Investors  Equity  Co.,  Inc.,  Pt.  I,  Exhibit 
A2  ;  reply  to  the  Commission's  questionnaire  for  Graymur  Corporation,  Pt.  I,  Exhibit  14. 

JS05  Ibid. 

1306  Public  Examination,  Chain   Store  Stocks,  Inc.,  Commission's   Exhibit  No.  1620. 
IS"'  Id.,  at  15608  and  Commission's  Exhibit  No.  1621. 
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ment  in  chain-store  companies  by  the  customers  of  the  three  firms."°^ 
Although  the  investment  company  had  general  power  to  deal  in  any 
securities  and  to  participate  in  underwritings  and  syndicates,  the 
prospectus  stated  that  the  purpose  of  the  corporation  was  to  invest 
"'primarily  in  the  securities  of  chain-store  and  other  merchandising 
companies."  ^^°^ 

Prior  to  the  actual  formation  of  the  corporation,  discussions  be- 
tween Shields  &  Company,  Inc.  and  Harrison  Williams,  who  con- 
trolled a  majority  of  the  common  stock  of  Central  States  Electric 
Corporation,  which  in  turn  controlled  American  Cities  Power  &  Light 
Corporation,^^^°  led  to  a  commitment  upon  the  part  of  American 
Cities  Power  &  Light  Corporation  to  purchase  one-fifth  of  the  shares 
of  Chain  Store  Stocks,  Inc.,  if,  when,  and  as  issued. ^^^^ 

The  authorized  capitalization  of  Chain  Store  Stocks,  Inc.,  con- 
sisted of  1,000,000  shares  of  capital  stock,  all  of  one  class  and  all 
without  par  value.^'^^"  On  December  13,  1928,  Shields  &  Company. 
Inc.,  E.  Naumberg  &  Co.,  and  F.  S.  Smithers  &  Co.  entered  into  a 
contract  ^^^^  with  the  corporation  to  "find  purchasers"  for  300,000 
shares  of  the  corporation's  stock  at  a  price,  to  be  paid  by  the  pur- 
chasers, of  $37.50  a  share.  The  bankers  were  permitted  to  retain  as 
a  commission  $3  for  each  share  sold,  and  the  corporation  was  to  re- 
ceive $34.50  for  each  share  sold.""  As  further  compensation  to  the 
bankers,  thej-  were  to  receive  option  warrants  to  purchase  100,000 
shares  of  the  corporation's  stock  on  or  before  January  1,  1934,  at  a 
price  of  $37.50  a  share.^^'^ 

Of  the  300,000  shares  to  be  sold  b}^  the  bankers,  American  Cities 
Power  &  Light  Corporation  purchased  60,000  shares.  Shields  &  Com- 
pany, Inc.  purchased  for  its  own  account  36.000  shares,  and  E.  Naum- 
berg  &  Co.  purchased  7,200  shares.  All  of  these  shares  were  purchased 
at  a  price  of  $35  a  share.  On  these  shares  the  corporation  thus 
received  $35  a  share  rather  than  $34.50  a  share.  The  remaining 
shares  were  sold  to  the  public  at  $37.50  a  share,  the  bankers  retaining 
as  a  commission  $3  a  share  and  remitting  $34.50  a  share  to  the  cor- 
poration. As  a  result  of  this  financing,  $10,416,000  was  contributed 
to  the  corporation.  The  bankers  each  received  as  gross  underwriting 
commissions  approximately  $280,000,  or  an  aggregate  of  $840,000."'*^ 

The  prospectus  ^"'  offering  the  shares  to  the  public  did  not  reveal 
the  substantial  stock  interest  of  American  Cities  Power  &  Light  Cor- 
poration in,  and  its  connection  with  Chain  Store  Stocks,  Inc. 

The  100,000  option  warrants  were  divided  equally  among  American 
Cities  Power  &  Light  Corporation,  Shields  &  Company,  Inc.,  E. 
Xaumberg  &  Co.,  and  F.  S.  Smithers  &  Co.^^^^  These  companies 
jointly  managed  the  affairs  of  Chain  Store  Stocks,  Inc.,  until  Sep- 


^20^1(3.,  at  15607-8,  15611. 

"™  Id.,  Commission's  Exhibit  No.  1621. 

I'iioid.,  at  15609. 

1^"  Id.,  at  15625. 

«^  Id.,  at  15612  and  Commission's  Exhibit  No.  1620. 

1^"  i(j.^  Commission's  Exhibit  No.  1622. 

13^^  Id.,  at  15612  and  Commission's  Exhibit  No.  1622. 

1^1=  Id.,  at  15612-3  and  Commission's  Exhibit  No.  1622. 

i^«  Id.,  at  15622-31. 

""  Id.,  Commission's  Exhibit  No.  1621. 

M^«  Id.,  at  15613-4. 

158373— 41— pt.  3 34 


1308  SECURITIES    AND    EXCHANGE    COMMISSION 

tember  19'29.  Representatives  of  each  of  the  four  companies  consti- 
tuted the  entire  board  of  directors  of  Chain  Store  Stocks,  Inc. 

In  September  1929  E.  Namnberg  &  Co.  and  F.  S.  Smithers  &  Co., 
because  of  their  disagreement  with  a  proposal  of  American  Cities 
Power  &  Light  Corporation  that  Chain  Store  Stocks,  Inc.,  increase 
its  capital  by  offering  $50,000,000  of  optional  convertible  preferred 
stock  of  Chain  Store  Stocks,  Inc.,  to  the  public,^^^^  severed  their  con- 
nection with  that  investment  company  and  sold  their  option  warrants 
to  Shields  &  Company,  Inc.,  for  an  aggregate  sum  of  $300,000,  which 
was  divided  equally  between  them.^^-°  In  addition,  Shields  &  Com- 
pany, Inc.,  purchased  the  7,200  shares  of  the  investment  company's 
stock  held  by  E.  Naumberg  &  Co.  at  $37.50  a  share._^=*-^  Shields  & 
Company,  Inc..  simultaneously  sold  10,000  shares  of  its  holdings  of 
the  stock  of  Chain  Store  Stocks,  Inc.,  to  United  States  &  Foreign 
Securities  Corporation,^^^-  an  investment  company  controlled  by  the 
New  York  investment  banking  firm  of  Dillon,  Read  &  Co.^^-^  The 
100,000  option  warrants  were  then  redistributed  among  American 
Cities  Power  &  Light  Corporation,  United  States  &  Foreign  Securi- 
ties Corporation,  and  Shields  &  Company.  Inc.,  each  company  receiv- 
ing one-third  of  the  warrants.^'^-^  United  States  &  Foreign  Securi- 
ties Corporation  representatives  were  elected  to  the  Board  of  Direc- 
tors of  Chain  Store  Stocks,  Inc.,  to  replace  the  representatives  of 
E.  Naumberg  &  Co.  and  F.  S.  Smithers  &  Co.,  who  had  resigned. ^^'-^^ 

From  December  1929  to  September  1931,  when  Atlas  Corporation 
acquired  control  of  the  corporation.  Chain  Store  Stocks,  Inc.,  pur- 
chased 50,500  shares  of  its  own  stocks  at  a  total  cost  of  $650,074.^^-^ 
Treating  this  sum  expended  by  the  corporation  in  the  repurchase  of 
its  own  shares  as  in  effect  a  return  of  capital  to  the  stockholders,  the 
net  capital  contributed  to  the  corporation  by  the  holders  of  its  out- 
standing 254,000  shares  (4,500  shares  had  been  distributed  as  a  stock 
dividend  in  1929)  in  September  1931  was  $9,765,926.  The  net  worth 
of  the  corporation  in  September  1931  was  $3,407,167.47."-^  Thus, 
during  the  period  of  the  management  of  the  corporation  by  American 
Cities  Power  &  Light  Corporation,  Shields  &  Company,  Inc.,  and 
United  States  &  Foreign  Securities  Corporation,  the  corporation's 
losses,  realized  or  unrealized,  approximated  65%  of  the  net  capital 
contributed  to  the  corporation  by  the  holders  of  its  outstanding  stock. 

Initially,  the  corporation's  investments  were  in  accordance  with  its 
declared  primary  purpose  to  invest  in  the  securities  of  chain  store 
companies.  However,  in  May  1929,  the  corporation  sharply  altered 
its  previous  policy  and  borrowed  $2,000,000  "^^  to  invest  in  a  diversi- 
fied list  of  securities.  Mr.  Shields  explained  that  this  change  in 
policy,  which  was  not  revealed  to  the  corporation's  stockholders  until 


wi»  Id.,  at  15648.  15655,  et  seq. 

1320  Id.,  at  15617-8. 

w"ld.,  at  15624. 

"22  Id.,  at  15626  and  derived  from  supplementary  information  supplied  the  Commission 
for  Chain  Store  Stocks,  Inc. 

K23  gpe  pt  T^^,p  (House  Doc.  No.  70.  76th  Cong.).  Ch.  V,  pp.  425-6. 

^'  Op.  eit.  supra,  note  1.306,  Commission's  Exhibit  No.  1629,  and  derived  from  supple- 
mentary information  supplied  the  Commission  for  Chain  Store  Stocks,  Inc. 

1325  Op.  cit.  supra,  note  1306,  at  15655. 

1320  i(j._  Commission's  Exhibit  No.  1630. 

13"  Op.  cit.  supra,  note  1205.  Commission's  Exhibit  Nos.  2003  and  2043. 

1328  Op.  cit.  supra,  note  1306,  at  15657. 


INVESTMENT    TRUSTS    AND    INVESTMENT    COMPANIES         1309 

December  31,  1929,  was  clue  to  the  poor  market  behavior  of  chain- 
store  securities  in  May  1929,  caused  by  rumors  of  incipient  state  taxa- 
tion of  chain  stores.^^-^  He  conceded,  however,  that  stockholders 
should  have  been  informed  of  the  corporation's  intent  to  change  its 
investment  policy  prior  to  the  actual  occurrence  of  such  change.^^^'^ 

The  investment  policy  of  the  corporation  was  characterized  by  a 
marked  predilection  for  the  securities  of  companies  in  which  the 
managers  of  Chain  Store  Stocks,  Inc.,  were  interested.  Investments 
were  made  in  the  securities  of  Peoples  Drug  Stores,  Inc.,  Metropoli- 
tan Chain  Stores,  Inc.,  and  Walgreen  Company.  Shields  &  Company, 
Inc.,  were  bankers  for  these  companies.^^^^  In  addition,  investments 
were  made  in  the  common  and  preferred  stocks  and  the  debentures 
of  Commercial  Investment  Trust  Corporation,  a  company  for  which 
Dillon,  Kead  &  Co.  were  bankers.  Investments  were  also  made  by 
Chain  Store  Stocks,  Inc.,  in  the  securities  of  various  companies  with 
which  Harrison  Williams  was  identified,  such  as  Electric  Share- 
holdings Corporation,  American  Cities  Power  &  Light  Corporation. 
The  North  American  Company,  Blue  Ridge  Corporation,  and  Shen- 
andoah Corporation.^^  ^- 

A  total  of  $4,084,872.66,  or  40%  of  the  total  capital  of  Chain  Store 
Stocks,  Inc.,  was  invested  in  the  securities  of  these  companies  with 
which  the  managers  of  Chain  Store  Stocks,  Inc.,  were  associated.  As 
at  September  16,  1931,  when  Atlas  Corporation  acquired  control  of 
the  corporation,  the  loss,  realized  and  unrealized,  suffered  by  Chain 
Store  Stocks,  Inc.,  in  these  investments  was  $1,480,783.18.^^33' 

In  some  cases  securities  owned  by  the  managers  themselves  were 
sold  to  Chain  Store  Stocks,  Inc.  On  December  13,  1928,  virtually  at 
the  inception  of  Chain  Store  Stocks,  Inc.,  Shields  &  Company,  Inc.. 
sold  to  the  corporation  7,500  shares  of  Walgreen  Company  common 
stock  at  a  price  of  $88  a  share,  and  6,000  shares  of  the  common  stock 
of  Peoples  Drug  Stores,  Inc.,  at  a  price  of  $87  a  share.^^^^  On  that 
day  the  highest  market  price  of  Walgreen  Company  common  stock 
was  $84,  so  that  the  shares  were  sold  to  Chain  Store  Stocks,  Inc.,  by 
Shields  &  Company,  Inc.,  at  a  price  $4  above  the  market  price.^^^^ 
Similarly,  on  the  same  day,  the  market  price  of  Peoples  Drug  Stores. 
Inc.,  stock  was  $82  a  share,  so  that  Chain  Store  Stocks,  Inc.,  paid  to 
Shields  &  Company,  Inc.,  $5  a  share  in  excess  of  the  market  price  of 
the  stock.^^3^  The  purchase  of  these  two  securities  by  Chain  Store 
Stocks,  Inc.,  involved  an  expenditure  of  $1,182,000,  the  equivalent  of 
over  10%  of  the  total  capital  raised  by  Chain  Store  Stocks,  Inc.^""' 
On  these  securities  the  corporation  eventually  suffered  a  loss  of  ap- 
proximately 34%  of  their  cost  price. 

By  July  1931,  Shields  &  Company,  Inc.,  no  longer  desired  the 
responsibility  of  managing  Chain  Store  Stocks,  Inc.  Paul  V.  Shields, 
of  the  firm  of  Shields  &  Company,  Inc.,  testified  that  his  firm  had 


13™  Id.,  at  15633. 
1^80  Id.,  at  15670,  et  seq. 
1=31  Id.,  at  15633-6. 
'••^2  Id.,  at  15633-5,  15672-4. 
1^  Id.,  at  15674. 
1334  Id.,  at  1563.3-4. 
is's  Id.,  at  15634. 
1S36  Id.,  at  15635. 

13S7  Id.,  at  15636.     The  total  capital  contributed  to  Chain  Store  Stocks,  Inc.,  it  will  be 
recalled,  was  $10,416,000. 
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lost  a  "little  confidence  in  our  ability  to  manage  the  money  and  it 
might  be  well  to  pass  the  responsibility  on  to  someone  else."  "=^* 
Furthermore,  Mr.  Shields  admitted  the  continued  unsuccessful  career 
of  Chain  Store  Stocks,  Inc.,  might  have  injured  the  brokerage  busi- 
ness of  Shields  &  Company,  Inc.^^^'* 

Some  thought  was  given  by  the  managers  of  Chain  Store  Stocks, 
Inc.,  to  the  possibility  of  liquidating  the  corporation. ^^*°  Mr.  Shields, 
however,  testified  that  large  minority  stockholders  with  whom  he  had 
discussed  the  matter  had  decided  that  they  wished  the  corporation  to 
continue.^^*^  Presumably,  also,  a  dissolution  of  the  corporation  at  a 
time  when  its  operations  had  resulted  in  large  losses  to  its  stockholders 
would  have  reflected  upon  the  prestige  and  reputation  of  Shields  & 
Company,  Inc.^^*- 

Late  in  July  1931  David  G.  Baird,  one  of  the  individuals  who  were 
engaged  in  "finding"  investment  companies  for  Atlas  Corporation, 
sounded  out  Shields  &  Company,  Inc.,  on  the  possibilities  of  trans- 
ferring control  of  Chain  Store  Stocks,  Inc.,  to  Atlas  Corporation.^^*^ 

Early  in  the  negotiations,  Atlas  Corporation  discovered  that  Shields 
&  Company,  Inc.,  owned  only  57,634  shares  of  Chain  Store  Stocks, 
Inc.^^**  American  Cities  Power  &  Light  Corporation  then  held  72,105 
shares  of  the  corporation's  stock;  United  States  &  Foreign  Securities 
Corporation  held  10,161%  shares ;  and  Harrison  Williams,  personally, 
and  his  associates  owned  10,855  shares  of  the  stock  of  Chain  Store 
Stocks,  Inc.^^^^  In  all,  150,655%  shares  were  held  by  these  parties. 
The  shares  so  held  constituted  60%  of  the  254,000  outstanding  shares 
of  Chain  Store  Stocks,  Inc.^^^ 

The  negotiations  of  Atlas  Corporation  with  Shields  &  Company, 
Inc.,  were  accordingly  broadened  to  include  within  their  scope  the 
acquisition  of  the  shares  held  by  American  Cities  Power  &  Light  Cor- 
poration, United  States  &  Foreign  Securities  Corporation,  and  Harri- 
son Williams  and  his  associates.^^^^ 

On  September  18,  1931,  the  negotiations  culminated  in  a  contract  ^^*^ 
between  the  parties  wherein  Atlas  Corporation  agreed  to  purchase  the 
stock  of  Chain  Store  Stocks.  Inc.,  held  by  American  Cities  Power  & 
Light  Corporation,  United  States  &  Foreign  Securities  Corporation, 
and  Shields  &  Company,  Inc.,  at  a  price  of  $13.40  a  share,  the  liquidat- 
ing value  of  such  stock  at  September  16,  1931.  Atlas  Corporation  also 
agreed  to  purchase  the  shares  held  by  Harrison  Williams  and  his  asso- 
ciates at  a  price  of  $10.50  a  share.     The  100,000  Chain  Store  Stocks, 


1338  Public  Examination,  Chain  Store  Stoclcs,  Inc.,  at  15638. 

«39id.,  at  15679-80. 

""  Id.,  at  15680-1. 

i*«  Ibid. 

"*2Mr.  Shields  testified  (ibid.)  : 

Q.   Isn't  there  this  element  too,  that  any  further  continued  unsuccess  with  the  in 
vestment  trust  would  rebound  to  the  disadvantage  of  the  brokerage  firm,  isn't  that  so? 
A.   I  think  that  may  have  been  in  our  mind.     I  don't  know  that  that  was  so,  or  the 
dominant  thing. 

Q.  In  any  event,  you  though  that  you  had  enough? 
A.  We  knew  we  had  enough. 
"^3  Id.,  at  15689. 
""  Ibid. 

i=«  Id.,  at  15681-3. 

""  Id.,  at  15681-2  and  Commission's  Exhibit  No.  1629  ;  op.  cit.  supra,  note  1295,  Commis 
sion's  Exhibit  No.  2001. 

1^*'  Op.  cit.  supra,  note  1306,  at  15682  ;  op.  cit.  supra,  note  1295,  Commission's  Exhibit  No. 
2001. 

"•^Op.  cit.  supra,  note  1306,  Commission's  Exhibit  No.  1629. 
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Inc.,  warrants  held  by  the  sellers  were  to  be  included  in  the  sale  gratis. 
Since  the  market  price  of  Chain  Store  Stocks,  Inc.,  stock  was  then 
approximately  $8  a  share,  the  total  price  to  be  paid  by  Atlas  Corpora- 
tion on  these  shares  was  approximately  $778,075.12  above  the  market 
value  of  the  shares."*^ 

Atlas  Corporation,  as  further  consideration  for  the  shares  of  Chain 
Store  Stocks,  Inc.,  sold  to  it  by  Shields  &  Company,  Inc.,  agreed  that 
it  would  cause  "to  be  done  with  you  [Shields  &  Company]  during  a 
period  of  five  years  from  the  date  hereof  a  stock  or  securities  brokerage 
business,  the  commissions  on  which  will  aggregate  $100,000  during 
such  period  of  five  years."  ^^^^ 

Paul  V.  Shields  testified  that,  to  May  14,  1937,  Shields  &  Company, 
Inc.,  had  received  brokerage  commissions  totaling  $60,000  from  Atlas 
Corporation,  and  that  Atlas  Corporation  is  "continuing  to  do  busi- 
ness" with  his  firm  under  the  agreement  of  September  18,  1931."°^ 

In  addition,  the  agreement  of  September  18,  1931,  bound  Shields  & 
Company,  Inc.,  and  the  other  sellers  of  Chain  Store  Stocks,  Inc.,  to 
Atlas  Corporation,  "to  refrain  from  taking  any  position  in  the  market 
and  option  warrants  of  Chain  Store  Stocks,  Inc.,  from  this  date  on 
except  with  the  consent  of  Atlas  Corporation."  ^^°~  Tlie  purpose  of 
this  provision  was  to  place  Atlas  Corporation  in  control  of  the  market 
price  of  the  shares  of  Chain  Store  Stocks,  Inc.  This  purpose  is  clearly 
indicated  in  a  memorandum  ^^^^  dated  September  2,  1931,  written  to 
David  G.  Baird  by  John  W.  Donaldson,  a  vice  president  of  Atlas  Cor- 
poration, with  reference  to  the  status  of  the  negotiations  by  Atlas  Cor- 
poration for  the  acquisition  of  control  of  Chain  Store  Stocks,  Inc. 
The  memorandum  stated : 

Shields  &  Company  to  agree  to  cooperate  with  Atlas  to  the  end  that  the  existing 
market  on  Chain  Store  Stocks,  Inc.,  will  be  left  open  so  that  Atlas  may  acquire 
such  stock  as  comes  on  the  market  at  the  most  advantageous  price  to  Atlas 
Corporation. 

Mr.  Odium  testified  that  the  language  of  the  memorandum  "might 
lead  to  the  conclusion"  that  Atlas  Corporation's  purpose  in  causing 
Shields  &  Company,  Inc.,  to  refrain  from  further  dealing  in  the  stock 
of  Chain  Store  Stocks,  Inc.,  was  to  acquire  control  of  the  market  price 
of  Chain  Store  Stocks,  Inc.'s,  shares.  The  fact  that  Atlas  Corpora- 
tion subsequently  acquired  the  securities  of  Chain  Store  Stocks,  Inc., 
in  the  market  at  advantageous  prices  is  evident  from  Mr.  Odium's 
testimony  that  subsequent  market  purchases  of  Chain  Store  Stocks, 
Inc.,  securities  held  by  the  public  were  made  by  Atlas  Corporation 


"«  Ibid.,  and  op.  cit.  supra,  note  1295,  Commission's  Exhibit  No.  2001. 

i""  Op.  cit.  supra,  note  1306,  Commission's  Exliibit  No.  1629.  Mr.  Shields  testified  that 
the  $100,000  figure  for  5  years,  or  $20,000  a  year,  was  not  based  on  the  average  annual 
brolferage  business  which  Shields  &  Company,  Inc.  had  previously  obtained  from  Chain  Store 
Stocks,  Inc.,  but  was  based  on  getting  "anything  we  could  get"'  (id.,  at  15688)  : 

Q.  Was  the  $100,000  figure  for  five  years  predicated  upon  what  the  average  per  year 
had  been  for  Shields  &  Company? 

A.  No.  Well.  I  didn't  negotiate  the  $100,000  figure.  We  were  trying  to  get  anything 
we  could  get  and  that  was  .iust  a  figure  that  came  to  me  that  they  (Atlas  Corporation) 
could  afford  to  pay  in  brokerage,  considering  that  they  had  them  a  volume  of  around 
$50,000,000  and  they  were  going  to  pay  these  commissions  to  someone. 

"«  Id.,  at  15687. 

13=2  Id.,  Commission's  Exhibit  No.  1629. 

1355  Op.  cit.  supra,  note  1295.  Commission's  Exhibit  No.  1999. 
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at  prices  which  averaged  76%  of  the  actual  asset  value  of  the  stock 
when  purchased.  These  prices,  however,  were  in  excess  of  the  market 
prices  of  comparable  investment  company  securities  which  were  sell- 
ing generally  at  70%  of  their  asset  value.  Mr.  Odium's  testimony 
was  as  follows :  ^^^* 

Q.  The  stockholders  there,  too,  found  themselves  iu  the  predicament  with  the 
sponsor  who  may  have  been  sponsoring  the  market,  pulling  the  peg,  isn't  that 
so?  You  may  say  that  it  is  permitting  the  stock  to  get  to  its  natural  level,  but 
the  ultimate  effect  is  when  the  peg  is  pulled  the  price  does  decline  and  Atlas  is 
going  to  acquire  their  shares  at  the  most  advantageous  prices  for  itself,  isn't 
that  true? 

A.  That  language  might  lead  to  that  conclusion,  yes.  On  the  question  of 
Chain  Store  Stocks,  Inc.,  on  all  of  the  purchases  that  we  made  we  paid  76%  of 
asset  value  for,  and  the  market  on  other  nonleverage  stocks  for  the  same  period 
was  69.9%   (of  asset  value)     *     *     *. 

Although  Shields  &  Company,  Inc.,  refrained,  in  accordance  with 
its  agreement,  from  dealing  in  the  securities  of  Chain  Store  Stocks, 
Inc.,  after  Atlas  Corporation  acquired  control  of  the  corporation,  the 
firm  did  not  further  cooperate  with  Atlas  Corporation  in  securing 
exchanges  of  Chain  Store  Stocks,  Inc.'s,  securities  for  Atlas  Corpora- 
tion securities,  nor  did  it  aid  Atlas  Corporation  in  purchasing  the 
remaining  shares  of  Chain  Store  Stocks,  Inc.,  in  the  open  market. 
Mr.  Shields  testified  that  he  would  not  have  "approved"  ^^^^  of  such 
activities  upon  the  part  of  his  firm,  which  had  previously  sponsored 
and  sold  to  the  public  the  securities  of  Chain  Store  Stocks,  Inc. 
Shields  &  Company,  however,  did  not  actively  oppose  the  Atlas  Cor- 
poration exchange  offers  when  they  were  made. 

As  has  been  stated,  the  market  price  of  the  stock  of  Chain  Store 
Stocks,  Inc.,  became  solely  within  the  control  of  Atlas  Corporation  as 
the  only  bidder  for  the  stock  in  the  market.  On  its  acquisition  of 
control  of  Chain  Store  Stocks,  Inc.,  on  September  16,  1931,  Atlas 
Corporation  terminated  the  repurchases  by  Chain  Store  Stocks,  Inc., 
of  its  own  stock.  Not  until  September  16,  1932,  did  Chain  Store 
Stocks,  Inc.,  resume  purchasing  its  own  stock.^^^*' 

Minority  stockholders  of  Chain  Store  Stocks,  Inc.,  were  not 
informed  of  the  transfer  of  control  of  their  corporation  to  Atlas 
Corporation  prior  to  its  occurrence.  Further,  Mr.  Shields  testified 
that  a  contemporaneous  offer  on  the  part  of  Atlas  Corporation  to  pur- 
chase the  stock  of  minority  stockholders  on  the  same  terms  on  which 
Atlas  Corporation  had  purchased  the  stock  of  the  managers  of  Chain 
Store  Stocks,  Inc.,  was  not  "practicable".     Mr.  Shields  testified :  "^^ 

Q.  Now,  this  agreement  did  not  provide  that  Atlas  Corporation  was  to  make 
the  same  offer  to  the  other  stockholders? 

A.  No. 

Q.  And,  of  course,  the  stockholders  were  not  appi-ised  before  the  sale  took 
place  that  the  sale  was  going  to  take  place,  and  that  the  management  was  going 
to  pass  to  the  Atlas  interests? 

A.  No ;  they  weren't. 


"5*1(1.,  at  18087. 

'••'5=  Op.  cit.  supra,  note  1306.  at  1.5694. 

1^='  Id..  Commission's  Exhibit  No.  1630. 

""Id.,  at  15685-7. 
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Q.  Well,  let  us  do  some  retrospectiug  agalu.  Don't  j'ou  think  that  it  would 
have  been,  shall  we  say,  more  advisable  to  have  apprised  the  stockholders  that 
there  was  going  to  be  a  distinct  change  in  management  of  their  funds  by  the 
sale  of  stock  by  yourself  and  the  Williams  group? 

A.  Well,  I  suppose,  practically,  immediately  following  our  contract  with  them, 
we  should  have  notified  them ;  yes. 

Q.  Well,  you  said  "immediately  after"  and  then,  of  course,  at  that  moment 
of  time,  he  is  under  a  new  management,  isn't  he? 

A.  Yes,  sir.  Well,  practically  though,  could  you  have  done  it  before  and  still 
effected  a  trade?  You  would  have  had  probably  a  lot  of  chaos,  and  they  were 
very  diflBcult  times,  as  you  know,  and  right  at  that  particular  time  was  the  most 
severe  of  the  market  decline. 

Q.  So  that  so  far  as  Shields  and  Harrison  Williams  were  concerned,  they 
were  getting  their  liquidation  value,  which  was  in  excess  of  the  market  value 
by  approximately  $6  a  share? 

A.  Yes,  sir. 

Q.  But  no  provision  was  made  that  a  similar  offer  should  be  made  to  other 
stockholders  who  wanted  to  get  out  at  that  time? 

A.  No. 

Q.  Was  there  any  discussion  as  to  that,  do  you  recall? 

A.  Discussion  of  what? 

Q.  Discussion  as  to  whether  a  similar  offer  should  be  made  to  other  stock- 
holders. 

A.  Yes ;  as  I  recall,  there  was  a  discussion,  but  it  just  wasn't  practicable 
to  do  it. 

Q.  You  mean  that  they  [Atlas  Corporation]  couldn't  make  their  money  that 
way,  giving  you  dollar  for  dollar  when  the  market  was  six  points  below  that? 

A.  Well     *     *     *. 

Q.  Isn't  that  so? 

A.  I  don't  mean  that — I  just  don't  believe  that — it  is  difficult  now,  five  years 
afterwards  to  put  yourself  back  in  the  fall  of  1931,  but  you  were  going  through 
a  very  chaotic  time,  and  rumors  were  flying,  and  one  thing  I  was  particularly 
concerned  about  at  the  time,  I  know,  was  the  reflection  on  our  general  business, 
and  they  had  everybody  busted  every  third  day,  and  you  had  to  be  pretty 
careful  that  rumors  wouldn't  be  started  about  your  condition. 

It  Trill  be  recalled  that  minority  stockholders  of  Chain  Store  Stocks, 
Inc.,  who  later  sold  their  shares  to  Atlas  Corporation,  received  an 
average  price  equivalent  to  76%  of  the  asset  value  of  their  stock,  and, 
as  will  be  described  later,  stockholders  of  Chain  Store  Stocks,  Inc., 
who  exchanged  their  shares  for  the  stock  of  Atlas  Corporation,  re- 
ceived stock  having  an  asset  value  less  than  the  asset  value  of  their 
own  shares.  In  contrast,  the  management  of  Chain  Store  Stocks, 
Inc.,  had  received  the  actual  asset  value  of  their  shares. 

Atlas  Corporation  did  not  itself  purchase  the  holdings  of  the  former 
managers  of  Chain  Store  Stocks,  Inc.  Rather,  they  were  purchased 
by  Chatham  Phenix  Allied  Corporation,  control  of  which  had  been 
acquired  by  Atlas  Corporation  only  a  month  before.^^^^ 

On  September  18,  1931,  Chatham  Phenix  Allied  Corporation  pur- 
chased the  150,6551/2  shares  of  Chain  Store  Stocks,  Inc.,  from  the 
former  sponsors  and  managers  of  Chain  Store  Stocks,  Inc.,  for  a  total 


^^'  See  Chatham  Phenix  Allied  Corporation,  supra, 
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of  $1,983,319.12,  a  price  $778,075.12  above  the  market  value  of  the 
shares.  Thereafter,  Chatham  Phenix  Allied  Corporation's  funds 
were  expended  in  the  further  purchase  in  the  market  of  Chain  Store 
Stocks,  Inc.,  shares.  By  December  31,  1931,  Chatham  Phenix  Allied 
Corporation  held  167,611 1^  shares  of  the  stock  of  Chain  Store  Stocks, 
Inc.,  or  67%  of  the  254,000  shares  of  that  corporation  then  outstand- 

On  June  4, 1932,  Atlas  Corporation,  as  one  of  12  simultaneous  offers 
made  to  the  stockholders  of  its  controlled  companies,  offered  to  ex- 
change four-fifths  of  a  share  of  its  common  stock  for  each  share  of 
Chain  Store  Stocks,  Inc.,  held  by  the  public.  The  offer  revealed  that 
the  asset  value  of  each  share  of  Chain  Store  Stocks,_  Inc.,  was  $7.60, 
based  on  an  evaluation  of  its  portfolio  at  market  prices,  but  further 
stated  that  "if  the  holdings  of  stock  in  your  company  [Chain  Store 
Stocks,  Inc.]  in  affiliated  investment  trusts  are  appraised  at  their  asset 
value  rather  than  at  their  market  value  this  figure  would  be  somewhat 
increased."  The  asset  value  of  the  Atlas  Corporation  stock  offered 
was  then  $2.38,  but  this  fact  was  not  revealed  in  the  offer.^^'^^  How- 
ever, the  offering  letter  did  state  that  the  asset  value  of  four-fifths 
of  a  share  of  Atlas  Corporation's  common  stock  would  be  $5.84  if  all 
of  the  minority  stockholders  of  the  12  investment  companies,  for  the 
secu.rities  of  which  Atlas  Corporation  was  then  making  exchange 
offers,  accepted  such  offers. 

Stockholders  of  Chain  Store  Stocks,  Inc.,  who  accepted  the  offer 
suffered  a  gross  loss  in  asset  value  of  $5.22  a  share  of  their  stock  on 
the  basis  of  an  asset  value  of  $2.3'8  for  the  Atlas  Corporation  stock 
received.  On  the  basis  of  the  hypothetical  asset  value  of  $5.84  for  the 
Atlas  Corporation  common  stock  received  by  them.  Chain  Store 
Stocks,  Inc.,  stockholders  would  suffer  an  asset  value  loss  of  $1.76  a 
share  of  their  stock.  The  market  value  of  the  shares  of  Chain  Store 
Stocks,  Inc.,  was  the  same  as  that  of  the  shares  of  Atlas  Corporation 
to  be  exchanged  therefor.^^'^^ 

As  a  result  of  this  offer.  Atlas  Corporation  acquired  47,9731/2  shares 
of  the  stock  of  Chain  Store  Stocks,  Inc.  The  gain  in  asset  values  to 
Atlas  Corporation  as  the  result  of  the  exchange  was  $249,683,"*^-  based 
on  an  asset  value  of  $2.38  for  each  four-fifths  of  a  share  of  its  common 
stock  issued  on  the  exchange. 

On  September  16,  1932,  another  technique  was  adopted  by  Atlas 
Corporation  to  reduce  the  number  of  outstanding  shares  of  Chain 
Store  Stocks,  Inc.,  at  a  profit  to  Atlas  Corporation.  On  that  date. 
Chain  Store  Stocks,  Inc.,  itself  made  an  offer  ^^^^  to  its  stockholders 
to  repurchase  its  own  stock  at  lowest  tender  prices  not  to  exceed  $7 
a  share.  As  a  result  of  this  offer.  Chain  Store  Stocks,  Inc.,  acquired 
and  retired  3,317  shares  of  its  own  stock  which  cost  it  an  average  of 
$6.96  a  share.  However,  the  asset  value  of  these  shares  was  $9.72  a 
share  as  at  December  31, 1932,  so  that  the  retirement  of  the  shares  pur- 
chased by  the  corporation  increased  its  surplus  by  $9,154.92.     Nine- 


^'^  Op.  cit.  supra,  note  1295,  Commission's  Exliibit  No.  2001. 

iss"  Id.,  Commission's  Exhibits  Nos.  1970,  2001. 

i"-«Id.,  Commission's  Exhibit  No.  2001. 

1362  i\)i±  However,  stockholders  of  Chain  Store  Stocks,  Inc.,  who  exchanged  their 
shares,  by  becoming  stockholders  of  Atlas  Corporation,  recovered  a  portion  of  their  loss 
in  asset  values. 

iMsid.,  Commission's  Exhibit  No.   1970. 
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tenths  of  this  increase  in  surplus  primarily  benefited  Atlas  Corpora- 
tion which  then  owned  90%  of  the  outstanding  stock  of  Chain  Store 
Stocks,  Inc.^3''* 

On  June  13, 1933  Atlas  Corporation,  in  a  circular  letter  ^"'^^  to  Chain 
Store  Stocks,  Inc.  stockholders,  offered  to  exchange  eight-tenths  of 
a  share  of  Atlas  Corporation's  common  stock  for  each  outstanding 
share  of  the  stock  of  Chain  Store  Stocks,  Inc.  The  letter  did  not  reveal 
the  comparative  asset  values  of  the  two  securities."*^  As  at  May  31, 
1933,  the  asset  value  of  each  share  of  Chain  Store  Stocks,  Inc.  was 
$12.65."*"  The  asset  value  of  the  Atlas  Corporation  stock  offered  as  at 
the  same  date  was  $8.56.  Stockholders  of  Chain  Store  Stocks,  Inc., 
accepting  the  offer,  suffered  a  gross  loss  in  assets  per  share  of  their 
stock  of  $4.09.  However,  the  market  value  of  the  Atlas  Corporation 
common  stock  offered  exceeded  the  market  value  of  the  Chain  Store 
Stocks,  Inc.  share  by  $3.30."*« 

This  offer  resulted  in  the  acquisition  by  Atlas  Corporation  of  13,506 
shares  of  the  stock  of  Chain  Store  Stocks,  Inc.  The  gain  in  asset 
values  to  Atlas  Corporation  on  the  exchange,  based  on  the  asset  values 
of  the  exchanged  securities  as  at  May  31,  1933,  was  $53,155.  On  Oc- 
tober 17,  1933,  Atlas  Corporation  and  Chatham  Phenix  Allied  Cor- 
poration, which  then  held  a  total  of  220,205  shares  of  the  stock  of 
Chain  Store  Stocks,  Inc.,  95%  of  that  corporation's  outstanding  stock, 
voted  to  dissolve  the  corporation.  At  the  date  of  the  dissolution  of 
Chain  Store  Stocks,  Inc.,  its  net  worth,  appraising  its  portfolio  hold- 
ings at  market  value,  was  $2,625,852.76,  equivalent  to  $11.32  a  share  on 
the  231,191  outstanding  shares  of  the  corporation's  stock.^^*''  Minority 
stockholders  received  as  a  liquidating  dividend  $11.32  a  share  "^°  on 
their  stock  in  cash,  or,  if  they  so  desired,  in  portfolio  securities  of  a 
market  value  equivalent  to  $11.32  a  share  on  their  stock. 

Atlas  Corporation  and  Chatham  Phenix  Allied  Corporation  received 
in  cash  and  in  securities,  evaluated  at  their  market  prices,  a  total  of 
$2,508,383.49.  Since  their  holdings  of  the  securities  of  Chain  Store 
Stocks,  Inc.  cost  Atlas  Corporation  and  Chatham  Phenix  Allied  Cor- 
poration, as  per  their  books,  a  total  of  $2,670,766.73,  these  corporations 
suffered  a  book  loss  of  $162,383.24."'^ 

However,  the  securities  received  by  Atlas  Corporation  and  Chatham 
Phenix  Allied  Corporation  from  Chain  Stores  Stocks,  Inc.  as  liqui- 
dating dividends  included  26,919  shares  of  the  Class  B  common  stock 
of  American  Investors,  Inc.,  72,716  shares  of  the  capital  stock  of 
Pacific  Eastern  Corporation,  and  15,647  shares  of  the  first  preferred 
stock  of  Sterling  Securities  Corporation.  All  of  these  companies  were 
then  controlled  by  Atlas  Corporation  and  were  eventually  absorbed  by 
Atlas  Corporation.  These  securities  had  a  market  value  of  $583,829.69 
and  were  taken  at  market  value  for  the  purpose  of  determining  the 
per  share  distributive  interest  of  the  stockholders  of  Chain  Store 
Stocks,  Inc.  in  the  corporate  assets.    These  securities,  however,  had  an 


^^  Id.,  Commission's  Exhibit  No.  2001. 
i3«5M.,  Commission's  Exhibit  No.  1970. 
iseo  Ibid. 

1367  Ibid. 

I'os  Id.,  Commission's  Exhibit  No.  2001. 
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asset  value  as  at  December  31,  1933  of  $1,283,867.19,  or  $700,027.50  in 
excess  of  their  market  value.  The  asset  value  of  these  shares  was 
eventually  actually  realized  by  Atlas  Corporation.  If  these  securities 
of  Atlas  Corporation's  controlled  investment  companies  received  by 
Atlas  Corporation  as  a  liquidating  dividend  from  Chain  Store  Stocks, 
Inc.,  are  taken  at  their  asset  value,  Atlas  Corporation  actually  derived 
a  profit  of  $537,644.26  on  its  investment  in  the  securities  of  Chain 
Store  Stocks,  Inc.  On  this  basis,  also.  Atlas  Corporation  actually  re- 
ceived as  liquidating  dividends  from  Chain  Store  Stocks,  Inc.  approx. 
mately  $14.50  per  share  of  Chain  Store  Stocks,  Inc.  held  by  it.  In  con- 
trast, minority  stockholders  of  Chain  Store  Stocks,  Inc.,  who  accepted 
their  distributive  share  of  the  company's  assets  in  cash  rather  than  in 
portfolio  securities,  received  $11.32  as  a  liquidating  dividend  on  each 
share  of  their  stock.^"^ 

5.  PAYMENT   OF   COMPENSATION  TO  DIRECTORS   AND 
OFFICERS 

a.  To  Induce  Transfer  of  Control 

(1)    UNIVERSAL    SHARES,    LTD.,   AND    SUBSIDL\RIES— DONALD    P. 
KENYON 

In  June  1936  Universal  Shares.  Ltd.,  a  company  which  had  been 
organized  in  Delaware  in  1933  for  the  purpose  of  owning  and  control- 
ling various  investment  trusts  and  companies,^^^^  held  all  of  the  com- 
mon stocks  of  United  Sponsors,  Inc.,  ancl  of  United  Standard  Oilshares 
Corporation.^^^^ 

United  Sponsors,  Inc.,  by  virtue  of  contracts  to  manage  its  assets  and 
to  distribute  its  securities,  held  effective  control  of  Investors  Fund  of 
America,  Inc."^^  Investors  Fund  of  America,  Inc.,  had  been  incor- 
porated in  Delaware  as  an  open-end  restricted  management  type  invest- 
ment company.^3^^  Its  charter  limited  its  permissible  investment 
activities  to  the  purchase  only  of  government  securities,  other  listed 
securities,  bank  stocks,  and  the  securities  of  investment  companies 
whose  portfolios  were  likewise  restricted  to  investments  in  govern- 
ment securities,  other  listed  securities,  or  bank  stocks,^^"  Although 
United  Sponsors,  Inc.,  had  a  contract  to  manage  Investors  Fund  of 
America,  Inc.,  at  an  annual  compensation  equivalent  to  one-half  of 
one  percent  of  the  corporation's  assets,  it  had  by  a  contract  delegated 
this  power  to  Estate  Administration,  Inc.,  a  management  company 
controlled  by  individuals  who  were  not  dominated  by  those  in  control 
of  Universal  Shares,  Ltd.,  and  its  subsidiaries.^^^^  Estate  Admin- 
istration, Inc.,  by  agreement  with  United  Sponsors,  Inc.,  was  to 
have  exclusive  power  to  select  the  investments  to  be  made  by  In- 


^^^  Ibid.  For  a  more  detailed  discussion  of  tlie  dissolution  of  the  investment  com- 
panies acquired  by  Atlas  Corporation,  see  infra,  pp.  1446-57. 

is'^s  Public  Examination,  Alpha  Shares,  Inc.,  et  al.,  at  194.36-7. 

^^*  Id.,  at  19437  and  19443-4  ;  for  detailed  discussion  of  the  acquisition  of  these  com- 
panies by  Donald  P.  Kenyon,  see  Ch.  II  of  this  part  of  the  report,  pp.  309  et  seq. 

1376  Ibid. 

i=^«  Id.,  at  19437-40  and  Commission's  Exhibits  Nos.  3067,  3068. 
""  Id.,  at  19435-6,  19444,  and  Commission's  Exhibit  No.  3066. 
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vestors  Fund  of  America.  Inc.  Xo  investment  could  be  made  bj- 
Investors  Fund  of  America.  Inc..  without  the  approval  of  Estate 
Administration.  Inc.^^'^  The  management  of  Investors  Fund  of 
America.  Inc.,  by  Estate  Administration,  Inc..  was  stressed  in  the 
sales  literature  used  in  selling  the  securities  of  the  investment 
companv.^"*° 

By  June  1936  about  3.000.000  shares  of  the  stock  of  Investors  Fund 
of  America.  Inc..  had  been  sold  at  prices  between  82  cents  and  $1.20  a 
share.    In  June  1936  the  corporation  had  total  assets  of  $2,939,791.1^^^ 

United  Standard  Oilshares  Corporation,  the  other  subsidiary  of 
Universal  Shares.  Ltd..  held  control  of  United  Standard  Oilfinid  of 
America.  Inc^^*-  an  investment  company  chartered  in  Delaware  to 
specialize  in  oil  securities,  by  virtue  of  contracts  to  manage  and  dis- 
tribute the  securities  of  that  corporation.  In  this  case  also  the  man- 
agement functions  of  United  Standard  Oilshares  Corporation  had 
been  delegated  bv  a  contract  to  Estate  Administration,  Inc.^^^^ 

About  240.000  shares  of  the  stock  of  United  Standard  Oilfund  of 
America.  Inc..  had  been  distributed  to  the  public  by  June  1936  at  prices 
ranging  from  $1  to  $1.50  a  share.^^**  In  June  1936  the  corporation  had 
total  assets  of  $25(».517.61."«5 

It  is  obvious  from  the  foregoing  recital  that  control  of  Universal 
Shares,  Ltd.,  constituted  control  of  its  subsidiary  investment  com- 
panies. Investors  Fund  of  America,  Inc.,  and  of  United  Standard  Oil- 
fund  of  America.  Inc.  The  total  assets  of  these  two  companies  aggre- 
gated approximately  $3,200,000. 

Universal  Shares.  Ltd.,  as  at  June  10.  1936,  had  outstanding  481,433 
shares  of  10  cents  par  value  capital  stock.^^®'^  Of  these  shares,  251,400 
shares,  a  majority  of  those  outstanding,  were  held  in  a  voting  trust  of 
which  Gen.  John  F.  O'Ryan.  Murray  Spies,  and  Lucian  A.  Eddy  were 
voting  trustees.^  ■'*'  The  voting  trust  at  this  time  had  approximately 
eight  years  to  run,  and  apparently  the  trustees  were  empowered  to 
appoint  their  successors  in  the  event  of  their  resignation.  Mr.  Spies 
lield  none  of  the  shares  of  Universal  Shares,  Ltd..  or  its  subsidiaries.^^^^ 
Tlie  record  does  not  indicate  the  holdings,  if  any,  of  Mr.  Eddy  or  Gen. 
O'Ryan.  Harold  A.  Espey,  one  of  the  organizers  of  Universal  Shares, 
Inc.,  held  127,500  of  the  outstanding  voting  trust  certificates.  Messrs. 
Spies,  Eddy,  and  Espey,  and  Gen.  O'Ryan  were  directors  and  officers 
of  Universal  Shares.  Ltd.,  and  its  subsidiaries.^'^^  Mr.  Eddy  was  also 
piesident  of  both  Investors  Fund  of  America,  Inc.,  and  United 
Standard  Oilfund  of  xVmerica,  Inc. 

On  May  8,  1936,  Donald  P.  Kenyon,  who  was  then  actively  engaged 
in  purchasing  control  of  investment  companies  with  the  purpose  of 
converting  their  funds  to  his  own  use,  acquired  for  the  sum  of  $20,000 
all  of  Mr.  Espey's  holdings  of  the  voting  trust  certificates  of  L^niversal 


>="»  Ibid. 

i^'oid.,  Commission's  Exhibit  No.  3072. 

»**  Id.,  Commission's  Exhibit  No.  3105. 

1^2  Id.,  at  1944.3-4,  20078. 
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Shares,  Ltd.  Mr.  Espey  agreed  to  sever  his  connections  with  Univer- 
sal Shares,  Ltd.,  and  to  use  his  best  efforts  to  obtain  the  resignation 
of  the  voting  trustees."^"  Since  the  actual  asset  values  of  Mr.  Espey's 
stock  did  not  exceed  $12,700,  Mr.  Espey  received  from  Mr.  Kenyon 
approximately  $7,300  in  excess  of  the  actual  value  of  the  shares. 

Mr.  Kenyon  himself,  in  June  1936,  approached  the  voting  trustees 
who  were,  by  virtue  of  the  voting  trust,  in  actual  control  of  the 
Universal  Shares  group  of  companies,  in  an  effort  to  secure  their 
resignations.  The  first  of  the  voting  trustees  approached  by  Mr. 
Kenyon  was  Gen.  O'Ryan.  Gen.  O'Ryan  was  induced  by  Mr.  Kenyon 
to  resign  as  a  voting  trustee.  Whether  or  not  any  consideration  was 
paid  therefor  is  not  disclosed  by  the  record. 

On  June  10,  1936,  Mr.  Kenyon  reached  an  agreement  with  Murray 
Spies.  Mr.  Spies  agreed  that  he  w^ould  resign  as  a  voting  trustee 
and  that  he  also  would  secure  the  resignation  of  Lucian  A.  Eddy  as 
a  voting  trustee.  He  agreed  to  secure  the  appointment  of  Mr.  Ken- 
yon and  his  nominees  as  voting  trustees.  Mr.  Spies  further  agreed 
to  resign  as  an  officer  and  director  of  Universal  Shares,  Ltd.,  and  its 
subsidiaries.  In  return  for  these  undertakings  on  the  part  of  Mr. 
Spies,  Mr.  Kenyon  agreed  to  pay  Mr.  Spies  $40,000."^^  Of  this 
$40,000,  Mr.  Spies  paid  Mr.  Eddy  $2,000."'^2  Mr.  Eddy  testified  that 
the  pajanent  of  $40,000  was  made  to  reimburse  Mr.  Spies  and  Mr. 
Eddy  for  back  salary,  legal  fees,  and  other  unpaid  claims  which  they 
held  against  Universal  Shares,  Ltd.,  and  its  subsidiaries.^^^^  Never- 
theless, the  agreement  between  Mr.  Spies  and  Mr.  Kenyon  indicates 
that  the  payment  of  $40,000  was  intended,  in  part  at  least,  to  com- 
pensate Mr.  Spies  for  his  future  acquiescence  in  the  plans  of  Mr. 
Kenyon.^^^*  The  agreement  provided  that  Mr.  Spies  would  not 
interfere  with  Mr.  Kenyon's  acts  in  his  operations  of  Universal 
Shares,  Ltd.,  and  its  subsidiaries.  Mr.  Spies  agreed  also  that  he 
would  not  represent  stockholders  of  any  of  the  companies  in  any 
action  against  Mr.  Kenyon.     The  agreement  provided :  '^^^^ 

*  *  *  the  Party  of  the  Second  Part  [Mr.  Spies]  hereby  represents  that  he 
will  not,  at  any  time  hereafter  take  any  steps,  directly  or  indirectly,  or  perform 
any  act,  and  will  not  interfere  with  the  Party  of  the  First  Part  [Mr.  Kenyon] 
being  able  to  acquire  any  existing  obligations  of  any  of  the  above  companies  at 
such  price  as  said  Party  of  the  First  Part  may  be  able  to  acquire  same,  and 
th'at  said  Party  of  the  Second  Part  will  not  in  any  way  interfere  with,  directly 
or  indirectly,  with  the  business  or  affairs  of  any  of  said  corporations  so  long 
as  the  Party  of  the  First  Part  shall  be  the  owner  and  in  control  thereof 
(interference  as  herein  defined  is  as  follows)  :  "To  enter  into  or  take  part  in 
the  concerns  of  the  party  of  the  first  part  and  the  affiliated  companies  mentioned 
herein,  especially  to  prevent  some  act  taken  or  contemplated  by  the  Party  of  the 
First  Part  or  the  affiliated  companies." 

i):  ^  m  *  *  *  * 

The  Party  of  the  Second  Part  [Mr.  Spies]  represents  and  agrees  that  he 
will  not  accept  a  retainer  to  act  as  the  attorney,  agent,  or  i-epresentative  of  any 


"wid.,  Commission's  Exhibits  Nos.  3159,  3160. 
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Of  the  stockholders  or  security  holders  of  the  several  corporations  hereinabove 
named  and/or  the  affiliate  thereunder. 

Thus,  for  a  pecuniary  consideration  Mr.  Spies  and  Mr.  Eddy,  who 
owned  few,  if  any,  of  the  shares  of  Universal  Shares,  Ltd.,  and  its 
subsidiary  investment  companies,  turned  over  the  management  and 
control  of  these  companies  to  Mr.  Kenyon.  Stockholders  who  held 
the  real  stake  in  these  enterprises  were  never  consulted  or  informed 
of  the  passage  of  control  of  their  companies  to  Mr.  Kenyon  until 
after  the  event.  In  addition,  Mr.  Spies  vacated  his  position  as  a  fidu- 
ciary of  the  stockholders  under  an  ag'reement  not  to  oppose  any  of 
Mr.  Kenyon's  future  acts. 

On  June  10,  1936,  Mr.  Kenyon  placed  his  nominees  on  the  directo- 
rates of  Universal  Shares,  Ltd.,  and  its  subsidiaries.  With  the  ex- 
ception of  Mr.  Eddy,  all  of  the  prior  directors  and  officers  of  the 
companies  resigned.^^'^*' 

Mr.  Eddy  was  retained  by  Mr.  Kenyon  as  the  president  and  a  direc- 
tor of  Investors  Fund  of  America,  Inc.,  and  of  United  Standard  Oil- 
fund  of  America,  Inc.,  the  investment  companies.  Mr.  Kenyon  fur- 
ther agreed  to  raise  Mr.  Eddy's  aggregate  salary  from  $12,000  per 
annum  to  $20,000  per  annum.^^^^  Mr.  Eddy  denied,  however,  that  the 
increase  in  salary  was  the  reward  for  his  acquiescence  in  the  future 
plans  of  Mr.  Kenyon,  although  he  conceded  that  Mr.  Kenyon  may 
have  had  this  purpose  in  mind.    Mr.  Eddy  testified :  ^^^^ 

Q.  Wouldn't  you  say  that  the  difference  between  the  $12,000  you  were  supposed 
to  receive  under  the  former  management  and  the  $20,000  you  were  to  receive  sub- 
sequent to  Kenyon's  acquisition  of  control  amounted  to  a  consideration  to  be 
received  by  you  for  your  resignation  from  the  various  boards  in  cooperation 
with  Mr.  Kenyon? 

A.  No;  I  think  you  could  say  that  that  was  a  consideration  received  by  me 
for  agreeing  to  stay  as  president  of  those  two  companies. 

Q.  About  the  time  you  made  arrangements  about  an  increase  in  salary,  did 
you  not? 

A.  Yes.  That  was  part  of  the  understanding  that  I  was  to  have  an  increased 
salary. 

Q.  Was  the  salary  unreasonable  in  the  light  of  the  prospects  at  the  time,  in  your 
opinion  ? 

A.  Not  a  bit,  nor  was  it  unreasonable  in  my  opinion  out  of  proportion  to  the 
size  of  the  Fund  at  that  time. 

Q.  Is  it  a  fact  or  is  it  not  a  fact,  this  extra  salary  was  to  get  you  to  go  along 
and  agree  to  whatever  Mr.  Kenyon  said  to  do? 

A.  That  may  have  been  in  his  mind,  it  certainly  was  not  in  mine. 

Nevertheless,  the  record  indicates  that  Mr.  Eddy  did  not  too  care- 
fully scrutinize  the  first  transactions  between  Mr.  Kenyon  and  the  sub- 
sidiaries of  Universal  Shares,  Ltd.  Mr.  Eddy  explained  that  his  sus- 
picions were  not  aroused  because  he  was  very  favorably  "impressed 
Avith  his  [Mr.  Kenyon's]  apparent  aggressiveness,  honesty,  and  abil- 
ity," ^^^^  and  his  apparent  financial  ability  to  expand  the  activities  of 


^^  Id.,  at  19453-6  and  Commission's  Exhibit  No.  3074. 

«9^Id.,  at  19453-4. 
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United  Sponsors,  Inc.,  and  of  United  Standard  Oilshares  Corpora- 
tion, the  sponsoring  corporations  controlling  the  underlying  invest- 
ment companies,  in  the  sale  of  the  securities  of  the  investment 
companies.^*°° 

On  June  18,  1936,  Mr.  Kenyon,  then  in  control  of  Investors  Fund  of 
America,  Inc.,  offered  to  sell  the  corporation  350  shares  of  the  stock 
of  North  Bergen  Trust  Company  at  a  price  of  $115  a  share,  115.000 
shares  of  the  Class  AA  stock  of  Monthly  Income  Shares,  Inc.,  of  New 
Jersey  at  a  price  of  $1  a  share  and  135,000  shares  of  the  AA  stock  of 
Monthly  Income  Shares,  Inc.,  of  New  York  at  $1  a  share."°^  Mr. 
Kenyon  was  acting  as  agent  for  the  Monthly  Income  Shares  corpora- 
tions who  were  the  actual  sellers  of  the  stock. 

Mr.  Kenyon  had  recently  acquired  control  of  North  Bergen  Trust 
Company,  having  purchased  1,133  out  of  1,500  shares  of  its  stock  at 
a  price  per  share  of  approximately  $44,  or  for  a  total  of  $50,000."'  - 
The  bank  stock  had  no  market,  and  its  book  value  was  $12.30  a 
share.""'  Despite  the  fact  that  Mr.  Eddy  knew  that  Mr.  Kenyon 
was  an  officer  and  director  of  North  Bergen  Trust  Company  as  well 
as  its  controlling  stockholder,  and  despite  the  fact  that  he  also  knew 
that  the  shares  of  the  bank's  stock  offered  to  Investors  Fund  of 
America,  Inc.,  were  personally  owned  by  Mr.  Kenyon,  he  assented  to 
the  purchase  of  the  stock  by  the  investment  company.  Mr.  Eddy 
did  no  more  than  to  take  the  assurance  of  Mr.  Kenyon  that  he  was  not 
making  a  profit  on  the  transaction. "°*  In  fact,  Mr.  Kenyon's  profit 
was  approximately  $25,000. 

The  Class  AA  shares  of  the  Monthly  Income  Shares  companies, 
which  were  then  controlled  by  Mr.  Kenyon,  were  inferior  in  prefer- 
ences to  the  existing  Class  A  shares  of  the  companies.^^°^  Mr.  Ken- 
yon, nevertheless,  represented  to  Mr.  Eddy  that  the  AA  shares  were 
the  senior  preferred  stocks  of  the  Monthly  Income  Shares  corpora- 
tions.^*"*'  Since  the  charter  of  Investors  Fund  of  America,  Inc., 
restricted  its  investments  in  investment  company  stocks  to  those  of 
companies  whose  assets  consisted  of  government  and  other  listed 
securities.  Mr.  Kenyon  submitted  to  Mr.  Eddy  schedules  verified 
only  by  Charles  R.  Kenyon,  Donald  Kenyon's  brother,  which  indi- 
cated that  both  Monthly  Income  Shares  companies  held  diversified 
portfolios  of  listed  securities.""  In  fact,  the  bulk  of  the  assets  of 
both  Monthly  Income  Shares  companies  consisted  of  loans  due  from 
Donald  Kenyon."°« 

Mr.  Eddy,  although  he  Avas  president  of  Investors  Fund  of  America, 
Inc.,  and  the  only  director  of  the  corporation  who  was  not  one  of 
Mr.  Kenyon's  nominees,  approved  the  purchase  of  the  AA  stocks  of 
the  Monthly  Income  Shares  companies  without  making  any  attempt 
to  verify  the  relative  priorities  of  the  AA  stocks  and  without  insist- 


i*""  Ibid. 

""  Id.,  at  19457-60,  and  Commission's  Exhibits  Nos.  3075,  3076. 

i"2  Id.,  at  19587,  19591. 

""3  Id.,  at  19585-6. 
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ing  on  an  independent  audit  of  the  securities  held  by  the  Monthly 
Income  Shares  companies.     Mr.  Eddy  testified :  "°^ 

Q.  At  tbe  time  of  the  purchase  just  referred  to  [the  North  Bergen  Trust  Co. 
ptock]  Mr.  Eddy,  were  you  taking  orders  from  Donald  P.  Kenyon? 

A.  I  wasn't  supposed  to  be  taking  orders,  but  he  was  running  the  business 
without  consulting  me. 

*  *  *  *  *  *  "      * 

Q.  *  *  *  Mr.  Eddy,  as  I  understand  it,  the  company  of  which  you  were 
president  bought  Monthly  Income  Shares  of  New  Jersey  stock. 

A.  The  preferred  stock. 

Q.  At  the  time  the  preferred  stock  was  purchased,  did  they  show  you  the 
schedule  of  securities? 

A.  Yes. 

Q.  And  that  was  the  one  that  was  signed  by  Kenyon? 

A.  That  is  right. 

Q.  Did  you  know  where  the  securities  were  kept — who  bad  custody  of  the 
Monthly  Income  Share  securities? 

A.  I  think  at  that  time  he  represented  that  the  North  Bergen  Trust  Company 
was  custodian. 

Q.  Did  you  call  tbe  North  Bergen  Trust  Company  and  ask  them  if  they  were 
there? 

A.  We  did  not. 

Q.  This  schedule  which  purports  to  set  forth  the  securities  in  the  portfolio  of 
Monthly  Income  Shares  of  New  Jersey  was  not  certified  by  an  accountant,  was  it? 

A.  No. 

Q.  It  was  not  certified  by  the  bank? 

A.  No. 

Q.  It  was  just  signed  by  Charles  Russel  Kenyon? 

A.  That  is  right. 

Q.  And  you  were  president  when  you  bought  these  just  on  his  original  repre- 
sentation that  that  is  what  they  had? 

A.  It  would  appear  that  way     *     *     *, 

******* 

Q.  So  they  told  you  they  had  $75,000  worth  of  securities.  They  gave  a  piece  of 
paper  signed  by  Mr.  Kenyon  and  that  was  all  right  with  you? 

A.  Yes. 

Q.  You  didn't  call  the  depository  to  see  if  they  had  them?  You  had  no  ac- 
countant go  over  them  ? 

A.  No. 

Q.  Did  you  call  up  the  accountant  for  Monthly  Income  Shares  and  say,  "I  have 
got  a  certificate  here  signed  by  Mr.  Kenyon  saying  there  are  $75,000  worth  of  blue 
chips  here,  do  you  know  whether  he  has  them?" 

A.  No ;  I  didn't  do  that. 

Q.  Mr.  Eddy,  before  you  approved  of  the  purchase  of  the  Monthly  Income 
Class  AA  preferred  stock,  did  you  examine  the  charters  of  the  Monthly  Incom-e 
Shares  Corporation? 

A.  No. 

Q.  To  determine  its  priority  or  inferiority  in  liquidation? 

A.  No. 


*™  Id.,  at  19456,  19487-92. 
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Although  Mr.  Kenyon  secured  the  approval  of  Mr.  Eddy  and  of 
his  own  nominees  on  the  directorate  of  Investors  Fund  of  America, 
Inc.,  to  the  purchase  of  the  North  Bergen  Trust  Company  and 
Monthly  Income  Shares,  Inc.,  stocks,  it  was  necessary  to  secure  also 
the  approval  of  Estate  Administration,  Inc.  This  company,  it  will 
be  recalled,  had  exclusive  power  to  select  the  investments  of  Investors 
Fund  of  America,  Inc.  Estate  ildministration,  Inc.,  on  inquiry  from 
Mr.  Kenyon,  refused  to  approve  the  purchase  of  the  stocks  of  Monthly 
Income  Share  corporations  and  of  the  North  Bergen  Trust  Com- 
pany."^°  To  overcome  this  obstacle,  Mr.  Kenyon  paid  $20,000  to 
Estate  Administration,  Inc.,  for  the  cancelation  of  its  management 
contracts  with  the  investment  companies  under  his  control.^*^^  Mr. 
Kenyon  then  engaged  Mr.  Edward  Embree,  an  acquaintance,  as  man- 
ager of  the  funds  of  Investors  Fund  of  America,  Inc.^^^^  -^^^  Embree's 
sole  function  was  to  approve  the  purchase  by  Investors  Fund  of 
America,  Inc.,  of  the  North  Bergen  Trust  Company  and  the  Monthly 
Income  Shares  stock."^^  Mr.  Embree  received  $500  from  Mr.  Kenyon 
for  his  services.^*^* 

With  the  approval  of  Mr.  Embree,  Investors  Funcl  of  America, 
Inc.,  purchased  the  securities  offered  to  it  by  Mr.  Kenyon.  Mr.  Eddy, 
as  president  of  Investors  Fund  of  America,  Inc.,  found  nothing 
suspicious  in  the  removal  of  Estate  Administration,  Inc.,  as  the 
manager  of  his  company's  funds,  despite  the  fact,  as  he  testified,  that 
the  advice  of  Estate  Administration,  Inc.,  had  previously  been 
excellent.^^^'^ 

The  $250,000  received  by  Mr.  Kenyon  on  the  sale  of  the  Class  AA 
shares  of  the  Monthly  Income  Shares  corporations  was  not  turned 
over  to  these  corporations,  but  was  retained  by  Mr.  Kenyon  for  his 
own  use.^*^''  Mr.  Eddy  testified  that  he  was  not  aware  of  this  fact 
at  the  time  of  the  purchase  by  Investors  Fund  of  America,  Inc.,  of 
those  securities.^*^^ 

Mr.  Kenyon's  next  act  was  to  cause  the  cancelation  of  the  manage- 
ment and  distribution  agreements  between  Investors  Fund  of  Amer- 
ica. Inc.,  and  United  Sponsors,  Inc.,  and  between  United  Standard 
Oilfund  of  America,  Inc.,  and  United  Standard  Oilshares  Corpora- 
tion.^*^^  About  August  1,  1936,  Mr.  Kenyon  caused  Investors  Fund 
of  America,  Inc.,  to  pay  to  United  Sponsors,  Inc.,  the  sum  of  $175,000 
for  the  cancelation  of  its  management  and  distribution  agreement, 
and  caused  United  Standard  Oilfund  of  America,  Inc.,  to  pay  to 
United  Standard  Oilshares  Corporation  the  sum  of  $60,000  for  the 
cancelation  of  its  management  and  distribution  agreement.^*^''    These 
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funds,  totaling  $235,000,  were  appropriated  by  Mr.  Kenyon  to  his 
own  use.^*^° 

Following  the  cancelation  of  these  management  and  distribution 
contracts  in  August  1936,  Mr.  Kenyon  caused  each  of  the  investment 
companies  to  enter  into  distribution  agreements'*-^  with  Kenyon  & 
Company,  Inc.,  a  company  recently  organized  and  personally  owned 
by  Mr.  Kenyon.  These  agreements  permitted  Kenyon  &  Company, 
Inc.,  to  borrow  from  Investors  Fund  of  America,  Inc.,  up  to  $100,000 
to  be  used  to  maintain  a  market  in  the  shares  of  the  companies  pro- 
vided they  were  listed  on  a  securities  exchange.'*^^  Kenyon  &  Com- 
pany, Inc.,  however,  without  taking  any  steps  to  list  the  investment 
companies'  shares,  borrowed  in  excess  of  $50,000  from  Investors 
Fund  of  America,  Inc.'*-^  Mr.  Eddy  testified  that  he  was  unaware 
of  these  unauthorized  borrowings  by  Kenyon  &  Co.,  Inc.,  from  the 
investment  company  until  well  over  a  month  had  elapsed  after  these 
occurrences.  Mr.  Eddy  also  testified  that  it  was  his  belief  that  Mr. 
Kenyon  had  appropriated  these  borrowed  monies  to  his  own  use. 
He  testified  that  he  didn't  think  "5  cents"  was  used  for  the  purpose  of 
maintaining  a  market  in  the  investment  companies'  stocks.'*-'* 

By  November  1936  the  funds  which  Mr.  Kenyon  had  derived  from 
Investors  Fund  of  America,  Inc.,  including  the  cost  of  the  stock  of 
the  Monthly  Income  Shares  companies,  but  excluding  his  profit  on 
the  sale  of  the  North  Bergen  Trust  Company  stock,  totaled 
$364,000;  "25  his  borrowings  from  United  Standard  Oilfund  of 
America,  Inc.,  totaled  $100,000;  and  liis  "borrowings"  from  United 
Sponsors,  Inc.,  and  United  Standard  Oilshares  Corporation  totaled 
$235,000,  the  sum  these  corporations  had  received  for  the  cancelation 
of  their  management  and  distribution  contracts  with  the  investment 
companies. 

Meanwhile,  on  July  30,  1936,  the  Attorney  General  of  New  York 
and  the  Attorney  General  of  New  Jersey,  acting  under  the  Blue  Sky 
laws  of  their  respective  states,  had  commenced  proceedings  against 
the  two  Monthly  Income  Shares  corporations.  The  publicity  attend- 
ant upon  these  proceedings  convinced  Mr.  Eddy  of  Mr.  Kenyon's 
lack  of  integrity. '^-^  Mr.  Eddy  thereafter  made  some  attempts  to 
oust  Mr.  Kenyon  from  control  of  Investors  Fund  of  America,  Inc., 
and  from  United  Standard  Oilfund  of  America,  Inc.'^-^  In  Novem- 
ber 1936  the  proceedings  brought  by  the  Attorney  General  against 
the  Monthly  Income  Shares  corporations  compelled  Mr.  Kenyon  to 
reach  a  settlement  with  Investors  Fund  of  America,  Inc.'*^^  The 
proceedings  of  the  Attorney  General  had  disclosed  Mr.  Kenyon's 
failure  to  account  to  the  Monthly  Income  Shares  corporation  for  the 
proceeds  of  the  sale  of  their  Class  AA  stock  to  Investors  Fund  of 
America,  Inc.  It  was,  therefore,  necessary  to  restore  these  shares 
or  the  proceeds  of  their  sale  to  the  companies.     Mr.  Kenyon  accord- 
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ingly  delivered  title  to  certain  oil  properties  in  Texas  to  Investors 
Fund  of  America,  Inc.,  in  return  for  the  cancelation  of  his  indebted- 
ness to  that  company  and  the  return  of  the  AA  shares  of  the  Monthly 
Income  Shares  corporations.  Mr.  Kenyon  apparently  also  agreed 
to  sever  his  relationships  with  Universal  Shares,  Ltd.,  and  its  invest- 
ment company  subsidiaries."^^ 

The  oil  properties  received  in  cancelation  of  Mr.  Kenyon's  total 
indebtedness  of  $364,000  to  Investors  Fund  of  America,  Inc.,  had  an 
appraised  value  of  $266,000,"^°  although  Mr.  Eddy  contended  in  his 
testimony  that  the  properties  had  an  actual  value  in  excess  of  Mr. 
Kenyon's  indebtedness.^*^^  The  record,  however,  does  not  disclose 
that  Mr.  Kenyon  in  any  way  discharged  his  indebtedness  to  United 
Sponsors,  Inc.,  United  Standard  Oilshares  Corporation,  and  United 
Standard  Oilfund  of  America,  Inc.  The  total  indebtedness  of  Mr, 
Kenyon  to  these  companies  was  approximately  $335,500  as  at  No- 
vember 30,  1936.^^='= 

b.  To  Induce  Recommendation  of  Exchange  Offers 

(1)    ALL   AMERICA    GENERAL    CORPORATION— ATLAS    CORPORATION 

All  America  General  Corporation,  which  was  the  first  investment 
company  acquired  by  Atlas  Corporation,  was  incorporated  in  Dela- 
ware on  July  12,  1929,  with  general  power  to  invest  in  securities."^^ 
The  creation  of  the  corporation  had  been  the  idea  of  C.  Shelby  Carter, 
an  employee  of  Starring  &  Co.,  Incorporated,  of  which  Mason  B. 
Starring  was  the  senior  partner.  Mr.  Carter  had  obtained  a  large 
number  of  subscriptions  to  the  prospective  corporation's  shares.^^®* 

Starring  &  Co.,  Incorporated,  became  the  underwriter  of  the  securi- 
ties of  the  corporation,  and  Mr.  Carter,  for  his  efforts  in  bringing  the 
business  to  Starring  &  Co.,  Incorporated,  and  for  obtaining  advance 
subscribers  to  the  stock  of  the  company,  was  rewarded  with  a  $25,000 
interest  in  Starring  &  Co.,  Incorporated. 

Starring  &  Co.,  Incorporated,  succeeded  in  selling  201,000  shares  of 
the  investment  company's  stock  for  which  the  investment  company  re- 
ceived $5,025,000,  and  Starring  &  Co.,  Incorporated,  received  gross 
underwriting  commissions  of  $402,500.  Starring  &  Co.,  Incorporated, 
also  received  gratis  66,667  warrants  to  purchase  the  corporation's 
stock,  most  of  which  were,  however,  distributed  to  various  dealers  and 
purchasers  of  the  investment  company's  stock. 

By  May  1930,  after  repurchasing  and  retiring  35,400  of  its  own 
shares,  the  investment  company  had  outstanding  165,600  shares  of  its 
capital  stock.  The  net  capital  contribution  made  to  the  corporation 
for  these  165,600  shares  was  $4,426,673.86."^'^ 

Mason  B.  Starring  became  a  director  and  the  president  of  the  cor- 
poration, and  Shelby  Carter  became  a  director  and  a  vice  president 


i*2sid.,  at  IfiSlT,   19824-8. 
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at  a  salary  of  $12,000  a  year."^«  Willard  V.  King,  the  father-in-law 
of  Mr.  Carter,  became  the  chairman  of  the  board  of  21  directors,  many 
of  Tvhom  were  prominent  New  York  financiers."^^  Mr.  King  was 
chairman  of  the  advisory  board  of  Irving  Trust  Company."^^^  Other 
directors  included:  Harold  C.  Kichard,  who  had  been  president  of 
The  State  Bank  &  Trust  Co.  of  New  York  City  from  1919  to  1929,  and 
was  then  chairman  of  the  finance  committee  of  Manufacturer's  Trust 
Company ;  Clarence  H.  Nichols,  a  vice  president  of  Federal  Light  & 
Traction  Company ;  John  W.  Campbell,  chairman  of  the  board  of  New 
York  Credit  Clearing  House;  and  Kichard  B.  Scandrett,  Jr.,  a  vice 
president  of  American  Gas  &  Electric  Company  and  a  director  of 
Atlas  Utilities  &  Investors  Co.,  Ltd.,  the  Canadian  predecessor  of 
Atlas  Corporation  which  was  then  a  subsidiary  of  Atlas  Corpora- 
tion."^^  Messrs.  Richard,  Campbell  and  Nichols  owned,  in  May  1930, 
about  33%%  of  the  165,600  outstanding  shares  of  the  company."*" 

Following  the  market  crash  of  October  1929,  there  was  sharp  dis- 
agreement among  the  21  directors  as  to  the  investment  policy  to  be 
pursued  by  the  corporation.^**^  By  May  1930,  the  asset  value  of  the 
company's  shares  was  approximately  $26  a  share.^**-  By  June  30, 
1930,  when  Atlas  Corporation  took  over  the  management  of  the  cor- 
poration, the  assets  of  the  company  totaled  $3,149,555.75,  or  $1,277,- 
118.11  less  than  the  net  contributed  capital  of  $4,426,673.86."*3  in 
other  words,  the  assets  of  the  company  had  depreciated  approxi- 
mately 30%  in  the  seven  months  of  actual  operation  of  the  com- 
pany."** The  funds  of  the  company  were  invested  in  a  diversified 
portfolio  of  readily  marketable  securities.^**^  Messrs.  Richard,  Nich- 
ols, King,  and  Campbell,  together  with  Scandrett,  were  apparently 
in  disagreement  with  the  policy  of  the  majority  of  the  directors, 
headed  by  Mr.  Starring,  of  remaining  fully  invested  in  equity 
securities.^**^ 

At  this  time,  late  in  April  or  early  in  May  1930,  Mr.  Scandrett 
discussed  with  Atlas  Corporation  officials  the  possibility  of  the  acqui- 
sition of  control  of  All  America  General  Corporation  by  Atlas  Cor- 
poration. Mr.  Odium  agreed  to  make  an  exchange  offer  of  Atlas 
Corporation's  securities  for  All  America  General  Corporation's  secur- 
ities, and  approached  Mr.  Starring,  the  president  of  All  America 
General  Corporation,  to  inquire  as  to  whether  or  not  Mr.  Starring 
would  "play  ball"  with  Atlas  Corporation.    Mr.  Starring  testified : "''" 

Q.  And  what  was  the  substance  of  the  conversation? 

A.  Well,  I  would  say,  in  a  general  way,  that  Mr.  Odium  was  anxious  to 
acquire  control  of  the  trust,  and  wanted  to  know  whether  I  would  go  along  and 
play  ball  with  him  and  be  willing  to  suggest  to  the  stockholders  that  they  accept 
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some  offer  of  exchange,  and  I  told  him  that  I— as  I  recall  it,  that  I  naturally, 
having  just  started  the  corporation,  would  not  be  in  favor  of  somebody  taking 
it  away  from  me  immediately,  but  if  the  terms  were  good  enough  for  the  stock- 
holders, I  naturally  wouldn't  oppose  anything  that  was  for  their  benefit. 

Q.  Did  you  actively  oppose  at  that  time  the  transfer  of  the  control  to  Atlas? 

A.  Mr.  Schenker,  I  did  not  actively  oppose  it  until  the  time  a  definite  offer 
was  made  to  the  stockholders. 

******* 

Q.  Now,  when  you  told  Mr.  Odium  that  you  would  not  oppose  him  if  the 
offer  was  fair,  what  did  he  say,  do  you  remember? 

A.  Well,  I  don't  recall  that,  Mr.  Schenker    *     *     *. 

Q.  Well,  then,  what  was  the  result  of  that  conversation?  Did  he  say  that 
he  would  make  an  offer  and  submit  an  offer  to  the  board? 

A.  No.  The  one  thing  I  do  remember,  Mr.  Odium  said,  "If  you  do  not  want 
me  to  do  this,  I  won't  do  it"  and  I  said  "Mr.  Odium,  I  can't  prevent  it  and  if 
you  want  to  make  an  offer  to  stockholders  that  is  to  their  advantage,  it  is  up 
to  you.  Just  go  ahead  and  do  it,  and  I  have  no  right  to  say  that  you  can't 
do  it" 

Meanwhile,  Mr.  Scandrett  had  succeeded  in  interesting  C.  Shelby 
Carter  in  the  possibilities  of  an  exchange  offer  by  Atlas  Corpora- 
tion.^**^ Mr.  Carter,  who  had  been  one  of  the  sponsors  of  the  com- 
pany, had  suffered  none  of  the  losses  suffered  by  its  stockholders.  On 
the  contrary,  he  had  received,  as  a  result  of  his  relationship  with  the 
company,  $12,000  as  salary  and  $25,000  as  his  interest  in  Starring 
&  Co.,  Incorporated.i**^ 

As  a  result  of  Mr.  Carter's  conversations  with  Mr.  Scandrett,  he 
was  introduced  to  Mr.  Odlum.^*^°  As  a  result  of  this  meeting,  Mr. 
Carter  entered  into  an  agreement  ^*^^  with  Atlas  Corporation  wherein 
he  agreed  to  "use  his  best  efforts"  to  solicit  acceptance  of  Atlas  Corpo- 
ration exchange  offers  for  the  stock  and  warrants  of  All  America 
General  Corporation.  As  compensation  for  his  services,  and  for  the 
loss  of  his  salaried  position  in  All  America  General  Corporation, 
Atlas  Corporation  agreed  to  pay  Mr.  Carter  $75,000  if  66%%  of  the 
stock  and  warrants  of  All  America  General  Corporation  were  ex- 
changed for  Atlas  Corporation  stock;  in  the  event  that  less  than 
66%%  but  more  than  51%  of  the  All  America  General  Corporation 
stock  and  warrants  were  exchanged,  Mr.  Carter  was  to  receive  a 
proportionate  deduction  from  his  maximum  fee  of  $75,000.  None  of 
the  directors  of  All  America  General  Corporation  were  aware  of  the 
arrangement  between  Atlas  Corporation  and  Mr.  Carter.^*^^  Even 
the  directors  with  whom  Atlas  Corporation  later  made  independent 
arrangements  for  commissions  were  unaware  of  Mr.  Carter's  agree- 
ment with  Atlas  Corporation.^*^^ 

Mr.  Scandrett  also  had  discussions  with  Messrs.  Richard,  Nichols, 
and  Campbell,  three  of  the  directors  of  the  company,  who  together 
owned  approximately  331/3%  of  its  outstanding  stock.^*^*     As  a  result 
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of  these  discussions,  Mr,  Eicliard  testified  that  the  three  directors 
agreed  to  accept  an  Atlas  Corporation  exchange  offer  of  two  shares 
of  Atlas  Corporation  common  stock  for  one  share  of  all  America 
General  Corporation  common  stock  with  the  provision  that,  in  the 
event  that  the  liquidation  value  of  two  shares  of  Atlas  Corporation 
common  stock  did  not  within  six  months  equal  at  least  the  then 
liquidating  value  of  one  All  America  General  Corporation  share, 
Atlas  Corporation  would  pay  Messrs.  Richard,  Nichols,  and  Camp- 
bell the  difference  between  the  asset  value  of  their  Atlas  Corporation 
stock  and  the  liquidating  value  of  their  All  America  General  Corpo- 
ration stock.^*^^  Mr.  Odium's  recollection,  however,  was  that  pay- 
ments were  made  to  these  directors  not  as  a  compensation  for  loss 
in  asset  value  but  as  a  commission  for  active  help  in  effecting  ex- 
changes. Mr.  Odium  also  testified  that,  in  his  recollection,  the  agree- 
ment to  compensate  Messrs.  Nichols,  Campbell,  and  Eichard  was  made 
after  opposition  to  the  Atlas  Corporation  exchange  offer  by  a  ma- 
jority of  the  All  America  General  Corporation  directors  had 
developed."^^ 

Having  concluded  its  arrangements  with  Mr.  Carter  and  having 
obtained  the  agreement  of  Messrs.  Richard,  Nichols,  and  Campbell  to 
exchange  their  shares  for  Atlas  Corporation  shares,  Atlas  Corporation, 
through  Richard  B.  Scandrett,  Jr.,  on  May  8,  1930,""  placed  before 
the  executive  committee  of  All  America  General  Corporation  an  offer 
to  exchange  two  shares  of  Atlas  Corporation  common  stock  for  each 
share  of  the  capital  stock  of  All  America  General  Corporation  and  one 
Atlas  Corporation  warrant  for  each  All  America  General  Corporation 
warrant.  The  executive  committee  referred  the  matter  to  the  com- 
pany's board  of  directors  which,  on  May  13,  1930,"°^  referred  the  mat- 
ter to  the  consideration  of  a  special  committee  of  five  directors.  Mr. 
Richard  and  Mr.  I^ng  were  among  the  members  of  this  special  com- 
mittee."^^ 

The  then  asset  value  of  All  America  General  Corporation's  stock  was 
approximately  $26  a  share ;  "'^^  the  asset  value  of  two  shares  of  Atlas 
Corporation  common  stock  was  approximately  $17.70.""^  Acceptance 
of  the  exchange  by  All  America  General  Corporation  stockholders, 
therefore,  would  result  in  an  asset  loss  to  them  of  $8.30  for  each  share 
of  their  AH  America  General  Corporation  stock.  However,  the  mar- 
ket value  of  two  shares  of  Atlas  Corporation  common  was  approxi- 
mately $27."*^^  The  market  value  of  one  share  of  All  America  General 
Corporation  was  approximately  $21.50."®^  Stockholders  accepting  the 
offer  would,  therefore,  benefit,  in  terms  of  market  values,  to  the  extent 
of  $5.50  ^**^*  for  each  share  of  their  All  America  General  Corporation 
stock.    Atlas  Corporation,  however,  was  not  obligated  to  make  the 
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exchange  unless  66%  %  of  All  America  General  Corporation  stock  was 
obtained  by  the  offer.^*^^ 

Before  the  special  committee  appointed  by  the  board  of  directors  of 
All  America  General  Corporation  to  consider  the  Atlas  Corporation's 
offer  had  reported  on  its  merits,  Atlas  Corporation,  on  May  16,  1930, 
by  a  circular  letter  "*^*^  made  its  above  offer  to  the  stockholders  and 
warrant  holders  of  All  America  General  Corporation.  The  offer  was 
to  expire  on  May  31,  1930,  subject  to  possible  extensions,  but  in  any 
event  to  expire  on  June  30,  1930.  Mr.  Carter  actually  mailed  the 
letters  to  the  All  America  General  Corporation  stockholders.  He  ob- 
tained the  stockholders'  lists  from  the  company's  files.     He  testified :  ^^^^ 

Q.  Now,  it  is  your  recollection,  is  it,  that  you  took  care  of  the  mailing  of  the 
formal  offer  of  the  exchange  or  was  that  done  out  of  the  Atlas  office? 

A.  I  did  that. 

Q.  You  did  that? 

A.  Yes,  sir. 

Q.  From  the  stockholders'  list? 

A.  Yes,  sir. 

Q.  Who  gave  you  the  stockholders'  list? 

A.  It  was  in  the  All  America  office. 

Q.  Did  the  board  of  directors  authorize  you  to  use  the  stockholders'  list — to 
send  the  exchange  offer  out? 

A.  No,  sir.  I  as  an  officer  of  the  company  had  a  right  to  look  at  it  whenever 
I  wanted. 

Q.  Did  you  tell  the  board  of  directors  that  you  were  going  to  take  the  list  and 
send  this  offer  out? 

A.  Part  of  the  board  of  directors  signed  the  letter. 

Q.  I  am  talking  about  the  thirteen  other  members  who  opposed  the  offer,  did 
you  tell  them  that  you  were  going  to  take  the  stockholders'  lists  and  send  that 
exchange  offer  out? 

A.  No,  they  received  it  shortly  afterward. 

Q.  But  before  you  sent  the  letters  out,  you  didn't  tell  them  that  you  were  going 
to  do  that,  did  you? 

A.  I  don't  recall  telling — any  specific  time  that  I  told  any  of  them.  I  may  have 
told  some  of  them ;  I  don't  recall  that,  really. 

The  circular  letter  containing  the  exchange  offer  stated  that  the 
holders  of  30%  of  the  All  America  General  Corporation  stock  and 
the  holders  of  50%  of  its  warrants  had  agreed  to  accept  thie  Atlas 
Corporation  offer  and  that  Atlas  Corporation  was  extending  the  same 
offer  to  all  other  stockholders. 

The  letter  further  stated  that:^*''^ 

Among  the  holders  who  have  entered  into  such  an  agreement  are  Messrs. 
Harold  C.  Richard,  John  W.  Campbell,  and  Clarence  H.  Nichols  of  the  Executive 
Committee  of  your  Company,  and  several  other  directors  of  your  Company, 
who  are  the  largest  individual  holders  of  Common  Stock  and  Option  Warrants 
of  your  Company. 

No  mention  was  made  in  the  offer  of  the  fact  that  these  officers 
of  All  America  General  Corporation  were  to  be  compensated  for  any 
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loss  in  liquidating  values  involved  in  the  exchange.     Mr.  Richard 
testified :  ^*«^ 

Q.  Before  the  letter  of  May  16tli  went  out,  you  had  agreed  to  accept  the 
exchange  of  two  for  one  as  far  as  the  stock  was  concerned,  and  an  option 
warrant  for  one  option  warrant,  as  far  as  your  option  warrants  were  con- 
cerned? 

A.  I  had. 

Q.  Now,  Tou,  of  course,  received  a  copy  of  the  letter  of  May  16,  19.30,  making 
the  offer  to  all  of  the  stockholders,  did  you  not? 

A.  I  probably  did. 

Q.  Do  you  recall  whether  this  letter  was  shown  to  you  before  it  was  printed 
and  sent  out  to  see  if  it  was  satisfactory  to  use  your  name? 

A.  No ;  I  don't  recall. 

Q.  So  that  your  impression  is  that  you  probably  received  that  as  a  stock- 
holder and  the  first  time  that  you  saw  it  was  when  you  got  the  printed  form, 
is  that  right? 

A.  Probably.     *     *     *. 

Q.  Now,  the  offer  was  being  made  to  all  stockholders,  ostensibly  on  the  same 
basis  of  two  for  one,  and  what  was  your  understanding  as  to  what  your 
arrangement  was  to  be,  with  the  Atlas  Corporation,  with  respect  to  your 
19,000  shares? 

A.  The  Atlas  arranged  through  Mr.  Scandrett,  I  believe,  that  we  would 
receive  the  difference  in  [asset]  value  of  the  two  stocks  at  some  future  date, 
and  he  called  the  attention  of  Mr.  Odium,  that  while  the  stockholders  after  the 
exchange  could  sell  the  new  stock  they  received  for  considerably  more  than 
their  value  at  that  time,  of  their  All  America,  on  the  other  hand  the  liquidating 
value  was  in  the  other  direction,  and  the  Atlas  reply  to  that  was  that  very 
shortly  it  would  be  the  other  way  around  and  probably  before  it  could  legally 
take  effect  it  would  be  the  other  way  around,  and  so,  on  the  other  hand,  he 
said  that  if  it  isn't  that  way,  and  we  don't  realize  if  there  is  any  difference, 
we  will  make  that  good  in,  I  think  it  was  six  months  time  or  whatever  it  was 
on  the  basis  of  that  time. 

Q.  Let  me  see,  if  I  am  accurately  recapitulating  what  your  understanding 
of  the  understanding  was:  That  you  were  to  get  two  shares  of  Atlas  Corpora- 
tion for  one  of  All  America  General,  and  one  option  warrant  of  Atlas  Corpora- 
tion for  one  option  warrant  of  all  America  General,  and,  of  course,  there  was 
this  disparity  in  asset  value,  and  you  weren't  prepared  to  take  it,  so  was  it 
Mr.  Odium  who  spoke  to  you  about  that? 

******* 

A.  I  don't  know  whether  they  talked  it  over  with  me  or  Mr.  Scandrett. 

Q.  But  your  understanding  of  it  was  that  over  a  prescribed  period  your 
recollection  being  six  months,  if  the  asset  value  of  .the  Atlas  Corporation  did 
not  equal  the  asset  value  of  the  All  America  General  Corporation  at  that  time, 
they  would  pay  you  in  cash  the  difference? 

A.  That  is  right. 

******* 

Q.  Now,  you  notice  in  this  letter  of  May  16,  1930.  it  says :  "We  have  agreed  to 
afford  you  an  opportunity  to  enter  into  a  similar  agreement  with  us  to  make 
such  an  exchange  on  the  same  basis  *  *  *."  So  that  the  offer  to  the  stock- 
holders was  not  the  same  as  the  offer  made  to  you,  was  it?  You  were  to  get 
two  for  one,  but  if  the  asset  value  of  the  Atlas  Corporation  did  not  equal  the 
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asset  value  of  All  America  General  Corporation,  they  would  make  the  difference 
up  in  cash  ? 

A.  Yes    *     *     *. 

******* 

Q.  So  far  as  you  were  concerned,  you  were  to  get — if  the  asset  value  had 
increased  cash  payments — was  that  same  condition  or  promise  or  understand- 
ing or  agreement  made  to  the  other  stockholders? 

A.  Not  that  I  know  of. 

Atlas  Corporation,  however,  met  with  unexpected  opposition.  On 
May  20,  1930,  Mason  B.  Starring,  the  president  of  All  America  Gen- 
eral Corporation,  sent  a  circular  letter  "^°  to  the  stockholders  advis- 
ing them  that  a  special  committee  of  the  directors  had  been  consti- 
tuted to  study  the  Atlas  Corporation  offer  and  that  it  had  not  yet 
reported  to  the  board  of  directors.  The  letter  also  stated  that  a 
number  of  the  directors  had  indicated  their  unwillingness  to  recom- 
mend the  exchange  offer.  The  letter  further  stated  that  on  the  basis 
of  the  exchange  offer  now  presented,  stockholders  agreeing  to  the 
exchange  "will  receive  two  shares  of  the  Atlas  Common  stock,  hav- 
ing an  aggregate  liquidating  value  of  approximately  $17.70  in  ex- 
change for  the  one  share  of  this  Company,  having  an  aggregate 
liquidating  value  of  $26  a  share.  It  is  unnecessary  to  point  out  that 
this  would  be  a  material  sacrifice  of  book  value,  amounting  to  an 
approximate  aggregate  of  all  shares  of  your  company  outstanding 
of  $1,370,000."  "^^ 

On  May  22,  1930,  Mr.  Starring  again  wrote  a  circular  letter^*" 
to  the  stockholders  of  his  investment  corporation  informing  them 
that  on  May  21,  1930,  a  majority  of  the  board  of  directors  of  the 
corporation  (Messrs.  Carter,  King  (Mr.  Carter's  father-in-law), 
Campbell,  Richard,  Nichols,  and  Scandrett  voted  in  favor  of  the 
offer)  had  voted  to  reject  the  Atlas  Corporation  offer  because  of  the 
loss  in  asset  value  which  would  be  suffered  by  accepting  All  America 
General  Corporation  stockholders.  The  letter  also  stated  that  "in 
view  of  the  excellent  condition  of  your  company,  they  [the  directors] 
could  see  no  reason  for  considering  a  merger  with  any  other  trust."  ^^^^ 

The  meeting  of  the  board  of  directors  of  May  21,  1930,  also  adopted 
a  resolution  which  was  not  communicated  to  the  stockholders,  dis- 
approving the  "unethical  and  unauthorized  manner"  "^*  of  certain 
of  its  members  in  attempting  to  negotiate  offers  for  the  capital  stock 
and  option  warrants  of  this  company  prior  to  the  report  of  the  com- 
mittee of  the  board  of  directors  duly  appointed  for  that  purpose. 
The  resolution  obviously  referred  to  the  activities  of  Messrs.  Carter, 
Scandrett,  Campbell,  Nichols,  and  Richard.  However,  as  Mr.  Star- 
ring testified,  none  of  the  other  directors  were  aware  that  these  direc- 
tors were  being  compensated  by  Atlas  Corporation  for  their  activi- 
ties."^^ In  fact,  the  testimony  indicates  that  Mr.  Carter  was  not 
aware  that  any  other  directors  were  being  compensated  by  Atlas 

i^'Id.,  Commission's  Exhibit  No.  1639. 
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Corporation/*^^  and  that  Mr.  Eichard  and  his  associates  were  not 
aware  that  Mr,  Carter  was  being  paid  a  commission  by  Atlas  Cor- 
poration.^*^^  The  minority  stockholders  of  All  America  General 
Corporation  were,  of  course,  not  informed  that  several  of  their  direc- 
tors, who  were  actively  soliciting  exchange  offers,  were  being  com- 
pensated by  Atlas  Corporation. 

In  the  face  of  this  counter  circularization  in  opposition  to  the  Atlas 
Corporation  offer,  Mr.  Odium  testified  that  he  entered  into  the  ar- 
rangement with  Messrs.  Nichols,  Richard,  and  Campbell  to  compen- 
sate them  against  any  loss  in  asset  value  if  they  made  the  exchange. 
Mr.  Odium  stated  that,  although  Mr.  Richard  and  his  associates  might 
have  understood  the  remuneration  they  subsequently  received  from 
Atlas  Corporation  to  be  compensation  for  losses  in  asset  values,  in 
Mr.  Odium's  own  mind  they  were  being  compensated  for  their  aid  in 
soliciting  and  effecting  exchange  offers.  Mr.  Odium  testified  as 
follows :  "^« 

A.  That  money  was  paid  to  them  [Nichols,  Campbell,  and  Richard]  for  exactly 
the  same  thing,  for  their  help,  as  we  paid  Shelby  Carter  for  his  help.  But  that 
arrangement  was  made  after  we  got  into  a  very  open  fight,  and  when  it  seemed 
to  us  that  we  just  couldn't  afford  to  have  ourselves  come  out  on  the  losing  end  of 
the  fight,  and  through  Scandrett,  I  am  not  sure  that  I  ever  saw — I  know  I  didn't 
see  all  of  these  men  at  any  time,  but  I  have  no  recollection  of  ever  having  met 
Mr.  Nichols,  and  I  probably  met  Mr.  Richard  and  Mr.  Campbell    *     *     *. 

They  were  large  stockholders,  and  they  were  directors,  and  they  believed  in 
the  exchange,  and  they  were  on  our  side,  and  we  felt  that  if  some  active  foot- 
work wasn't  done,  that  we  might  fall  short  of  our  goal,  and  if  we  fell  short  of 
our  goal  in  our  first  attempt  that  we  could  look  forward  to  the  future  as  appear- 
ing pretty  black  in  this  policy.  So  we  asked  them  if  they  would  turn  in  and  give 
active  help,  and  they  agreed     *     *     *. 

Q.  That  is  a  very  refreshing,  candid  bit  of  testimony,  Mr.  Odium. 

A.  Thank  you. 

Q.  There  is  no  doubt,  is  there  *  *  *  that  this  was  a  commission  paid  to 
these  people  to  assist  you  in  your  exchange  program,  when  you  had  met  this 
resistance,  isn't  that  so? 

A.  *  *  *  Now  later,  when  the  fight  was  over,  or  during  the  end  of  it,  the 
suggestion,  I  believe,  was  made  that  they  would  be  quite  willing  if  the  asset 
value  of  Atlas  proved  to  come  up  to  a  certain  thing,  that  they  didn't  want  any 
pay  at  all,  and  I  seized  on  that  because  I  thought  it  would,  too,  act  as  a  means 
of  compensating  them  without  paying  them  any  money  at  all,  and  it  ended  up 
that  we  did  pay  them  about  $160,000,  based  on  some  measuring  yardstick  of 
asset  value,  but  if  you  will  check  you  will  find,  one,  that  during  the  period  up 
to  April  of  1930  the  stock  market  had  been  rising,  and  we  *  *  *  had  leverage 
in  our  capital  structure,  and  the  All  America  didn't  have  any  leverage  at  aU,  and 
I  believed  at  that  time  *  *  *  that  within  a  few  months  time,  given  this  rise 
in  value,  that  our  Atlas  would  have  picked  up  so  much  faster  than  the  All 
America     *     *     *. 

Q.  You  don't  dispute  that,  regardless  of  the  method  of  computing  what  the 
commission  is,  this  was  a  commission? 

A.  To  me  it  was  payment  for  services. 

"'«Id.,  at  15800. 
1*"  Id.,  at  15749 
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Q.  In  connection  with  the  exchange  program. 

A.  And  I  am  not  by  that  denying  or  refuting  *  *  *  anything  that  Mr. 
Richard  said,  because  from  his  standpoint  he  might  have  thought  it  was  one 
thing,  and  from  mine  I  might  have  thought  that  it  was  another. 

Q.  You  say  that  this  arrangement  was  made  after  the  consummation  of  the 
exchange  program,  or  while  it  was  still  in  the  course  of  accomplishment,  or  was 
it  made  before  the  various  letters  went  out? 

A.  It  wasn't  made  before  the  letters  went  out,  it  was  made,  I  think  the  ar- 
rangement to  get  their  help  was  made  soon  after  the  letters  went  out  and  the 
fight  started. 

The  stockholders  of  All  America  General  Corporation  were  placed 
in  the  midst  of  this  conflict  of  two  groups  of  directors.  No  independ- 
ent source  of  advice  and  counsel  was  available  to  them. 

Mr.  Carter  actively  solicited  exchanges.  Telephone  and  telegraphic 
inquiries  received  by  All  America  General  Corporation  were  answered 
by  Mr.  Carter  with  the  assistance  of  Arthur  R.  Upgren,  treasurer  of 
the  company,  whom  Mr.  Carter  had  hired  for  the  purpose.^*^^  Mr. 
Carter's  replies  to  these  inquiries  were  a  recommendation  to  accept  the 
Atlas  Corporation  offer.  However,  Mr.  Carter  never  informed  in- 
quiring stockholders  that  he  would  receive  a  commission  from  Atlas 
Corporation  if  51%  or  more  of  the  All  America  General  Corporation 
stock  was  exchanged  for  Atlas  Corporation  stock. 

Mr.  Carter  testified  concerning  his  activities  on  behalf  of  Atlas 
Corporation  as  follows  :  "^^ 

Q.     You  didn't  solicit  stockholders  personally;  isn't  that  so? 

A.  Yes. 

Q.  Did  you  go  on  a  house  to  house  canvass? 

A.  No. 

I  solicited  lots  of  stock,  and  I  obtained  the  signatures  of — I  can't  recall 
exactly  but  I  certainly  obtained  the  signatures  of  my  father-in-law  [Willard 
King],  who  was  a  very  substantial  stockholder.  I  think  he  had  nearly  6,000 
shares 

Q.  Aside  from  your  father-in-law  *  ^^  *  what  other  stockholders  did  you 
contact  personally? 

A.  I  can't  recall     *     *     *     i  contacted 

Q.  Did  you  get  on  the  telephone  and  call  up  various  stockholders? 

A.  I  didn't  have  to  do  that.  As  organizer  and  an  executive  ofiicer  of  this 
company,  I  had  almost  hundreds  of  calls  on  this  thing  after  the  first  letter  went 
out,  and  people  from  California  sent  me  telegrams  that  I  had  gone  out  there 
and  interested,  and  Cincinnati,  and  I  can't  remember. 

Q.  Asking  your  advice  whether  to  take  the  exchange? 

A.  Yes,  sir. 

Q.  And  you  told  them  to  take  it? 

A.  I  told  them 

Q.  Did  you  tell  them  that  you  were  getting  $75,000  if  you  consummated  that 
deal? 

A.  No,  sir.  I  told  them  appi'oximately  *  *  *  a  third  of  all  the  outstand- 
ing stock  were  interested  in  accepting  the  deal  and  that  I  thought  that  it  was  to 

i"8  0p.  cit.  supra,  note  1433,  at  15839. 
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the  best  interests  of  all  the  stockholders,  including  themselves,  to  go  into  the 
Atlas  Corporation. 

Q.  But  you  never  uieutioned  in  these  telegrams  that  you  sent  out  that  if  the 
deal  was  consummated  that  you  were  going  to  get  $75,000? 

A.  Not  in  telegrams ;  no,  and  I  never  mentioned  it ;  no. 

Q.  And  you  never  mentioned  it  in  any  letters  that  you  sent  out  advising  the 
exchange,  did  you? 

A.  I  can't  recall  that  I  did ;  no. 

Q.  Let  us  not  deviate  as  to  what  your  obligation  [as  a  director]  was  to  the 
stockholders  to  whom  you  felt  that  you  owed  this  obligation.  At  this  time 
that  you  represented  to  these  people  to  accept  the  exchange  offer,  you  knew 
that  if  the  exchange  offer  was  effected  you  would  get  $75,000  and  you  didn't 
mention  it  to  these  stockholders,  did  you? 

A.  No,  sir. 

To  combat  the  argument  of  the  majority  of  the  directors  of  All 
America  General  Corporation,  that  the  offer  was  inequitable  from 
the  standpoint  of  asset  values,  Mr.  Carter  prepared  a  letter  to  be  sent 
to  the  stockholders  of  All  America  General  Corporation.  This  cir- 
cular letter  ^*^^  which  was  sent  to  the  stockholders  by  Mr.  Carter  on 
May  31,  1930,  was  shown  to  Mr.  Odlmn,^*®"  and  signed  by  Messrs. 
King,  Richard,  Nichols  and  Campbell,  as  members  of  the  executive 
committee  of  the  directors  of  All  America  General  Corporation.^*^^ 

On  June  4,  1930,  Mr.  Starring  again  addressed  a  letter  to  the  All 
America  General  Corporation  stockliolders  advising  them  that,  de- 
spite rumors  to  the  contrary,  a  majority  of  their  board  of  directors 
had  not  approved  the  Atlas  Corporation  offer.^*^*  The  letter  also 
reaffirmed  the  disapproval  of  the  offer  by  the  majority  of  the 
directors. 

Nevertheless,  the  exchange  offer  was  successful.  On  June  19,  1930, 
Atlas  Corporation  had  acquired  a  majority  of  All  America  General 
Corporation's  stock."^^  L.  Boyd  Hatch,  a  director  and  officer  of  Atlas 
Corporation,  on  Jul}'  8,  1930  became  a  director  and  vice  president  of 
All  America  General  Corporation,  and  the  management  of  the  com- 
pany came  under  the  direction  of  Atlas  Corporation.  Mr.  Starring, 
despite  his  opposition  to  the  Atlas  Corporation  offer,  was  retained  as 
president  of  the  corporation  until  its  dissolution  in  1933."^^ 

By  December  30,  1930,  Atlas  Corporation  had  acquired,  by  ex- 
change of  171,9711/2  shares  of  its  own  stock,  84,727  shares  of  the  stock 
of  All  America  General  Corporation.  In  addition.  Atlas  Corpora- 
tion had  acquired,  by  exchange  of  33,688  of  its  warrants,  an  equiva- 
lent number  of  the  warrants  of  All  America  General  Corporation .^*^^ 
Including  shares  of  All  America  General  Corporation  purchased  by 
Atlas  Corporation  as  well  as  exchanged  shares.  Atlas  Corporation  on 
December  31,  1930,  held  99,296  of  the  total  of  165,600  All  America 
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General  Corporation  shares  then  outstanding.     Atlas  Corporation's 
holdings  constituted  80%  of  the  total  outstanding  stock.^^^^ 

On  the  exchanges,  accepting  All  America  General  Corporation 
stockholders  suffered  a  gross  loss  in  asset  values  of  approximately 
$470,000."^^  However,  of  this  unrealized  gain  in  asset  value  to  Atlas 
Corporation,  an  aggregate  of  $200,370  was  paid  to  Messrs.  Carter, 
Scandrett,  Campbell,  Richard,  and  Nichols  as  commissions  for  their 
efforts  in  recommending  exchange  offers.  These  individuals  received 
the  following  commissions :  "^° 

C.  Shelby  Carter $46,  000 

Richard  B.   Scandrett 22,700 

J.  W.  Campbell 38,500 

Harold  C.  Richard 77,000 

C.  H.  Nichols 16, 170 

Total $200,  370 

It  is  obvious  that  solicitation  by  Messrs.  Richard,  Carter,  Nichols, 
Scandrett,  and  Campbell  was  of  prime  importance  to  the  success  of 
Atlas  Corporation's  acquisition  of  control  of  All  America  General 
Corporation.  These  men,  as  directors  of  All  America  General  Cor- 
poration, presumably  had  considerable  influence  upon  the  attitude  of 
minority  stockholders  with  reference  to  the  exchange  offer.  Yet,  the 
fact  that  they  were  receiving  commissions  from  Atlas  Corporation 
was  not  disclosed  to  the  stockholders. 

Mr.  Richard  in  his  testimony  conceded  that  his  and  his  associates' 
pecuniary  interest  in  the  success  of  the  Atlas  Corporation  exchange 
offer  should  have  been  revealed  to  the  stockholders  of  his  company, 
and  that  in  situations  such  as  that  involved  in  the  exchange  offer  made 
by  Atlas  Corporation  for  All  America  General  Corporation  stock, 
minority  stockholders  might  well  be  benefited  by  the  presence  of  some 
independent,  unbiased  agency  capable  of  supervising  exchange  offers 
and  advising  the  stockholders  as  to  their  merits.    He  testified :  ^*^^ 

Q.  And  just  looking  back  in  retrospect,  Mr.  Richard,  don't  you  think  that  the 
stockholders  should  have  been  told  about  this  arrangement  that  you  had  with 
Atlas  Corporation?  You  a  former  bank  president,  were  a  director,  and  a  great 
many  people  may  have  purchased  that  stock  in  reliance  upon  the  fact  that  you 
were  on  the  Board,  isn't  that  so? 

A.  No,  I  don't  think  so. 

Q.  I  think  that  you  are  being  modest,  Mr.  Richard,  really. 

A.  I  didn't  think  at  the  time  I  made  the  sale  that  I  was  getting  really  anything 
more  than  otherwise,  although  it  did  turn  out  that  way  *  *  *  on  the  other 
hand  in  the  light  of  what  has  gone  over  the  dam,  I  certainly  think  that  if  it  had 
to  be  done  over  again,  that  undoubtedly  should  have  been  set  forth  at  the 
time     *     *     * 

Q.  Do  you  agree  or  disagree  with  that  observation  that  the  question  of  transfer 
of  control  of  investment  trusts  from  one  management  to  another  is  of  paramount 
importance  to  stockholders,  particularly  minority  stockholders,  isn't  that  so? 


1«8  Ibid. 

i«9  However,   by  becoming   stockholders   of  Atlas   Corporation,    exchanging   stockholders 
of  All  America  General  Corporation  recouped  a  portion  of  this  gross  loss  in  asset  value, 
"wid.,  at  17765  and  Commission's  Exhibit  No.  2001  (p.  22). 
KM  Op.  cit.  supra,  note  1433,  at  15747-8.  15753-9. 


INVESTMENT   TRUSTS   AND   INVESTMENT   COMPANIES        1335 

A.  Yes. 

Q  A  person  may  be  perfectly  willing  to  turn  his  money  over  to  H.  C.  Richard 
who  was  president  of  the  State  Bank  at  one  time,  and  not  willing  to  have  his 
money  handled  by  John  Doe,  isn't  that  so? 

A.  Yes. 
******* 

Q.  Now,  ostensibly,  at  least,  all  of  the  stockholders  are  represented  by  the  board 
of  directors  ;  isn't  that  so  ? 

A.  Yes. 

Q.  That  is  the  way  the  inarticulate  stockholders  are  supposed  to  be  articulate ; 
his  mouthpiece  is  his  Board  of  Directors,  to  whom  he  entrusts  his  interests ;  isn't 
that  so? 

A.  Yes. 

Q.  Now,  let  us  see  what  the  situation  was  in  this  case  here.  The  majority  of 
the  board  opposed  the  offering ;  isn't  that  so  ? 

A.  Yes. 

Q.  They  thought  it  was  to  the  best  interests  of  the  stockholders  not  to  give  up 
at  that  time  at  least  $26  of  asset  value  for  $17.70  of  asset  value. 

A.  I  don't  know  about  those  figures. 

Q.  But  they  said  they  weren't  prepared  to  recommend  to  their  stockholders  to 
accede  to  an  offer  which  had  a  disparity  in  asset  value ;  isn't  that  so  ? 

A.  That  was  their  statement. 

Q.  You  didn't  accord  with  that  judgment,  I  assume ;  you  were  in 

A.  I  was  very  much  opposed  to  the  method  in  which  the  majority  of  the  board 
was  carrying  on,  and  I  felt  that  the  stockholders  and  myself  would  be  very  much 
better  off  if  we  had  this  other  management. 

Q.  But  that  was  your  personal  opinion? 

A.  That  was  my  opinion  as  a  director  of  the  company. 

******* 

Q.  You  were  a  substantial  stockholder  and  Mr.  Campbell  was  a  substantial 
stockholder  and  Mr.  Nichols  was  a  substantial  stockholder ;  and  I  assume  that  Mr. 
Scandrett  had  stock,  or  don't  you  know? 

A.  Yes. 

Q.  So  that  the  stockholder  finds  himself  in  a  position  where  the  majority  of 
the  board  says  it  is  against  your  interests  to  effect  an  exchange,  and  other  direc- 
tors who  happen  to  be  majority  stockholders  say  "we  want  to  make  this  exchange" 
and  tell  you  that  "we  are  going  to  make  it." 

A.  Yes. 

Q.  That  left  the  stockholder  in  a  position  of  not  having  any  independent  agency 
advising  him;  isn't  that  so? 

A.  Yes. 

Q.  Mason  B.  Starring  may  have  had  some  pecuniary  interest  in  not  surrender- 
ing control  by  virtue  of  his  management? 

A.  Yes,  sir. 

Q.  You  had  a  pecuniary  interest     *     *     *. 

A.  Yes. 

Q.  So  that  on  the  board  were  two  groups  advising  the  stockholders,  and  there 
is  not  any  doubt  that  there  was  the  pecuniary  interest  involved  in  the  advice; 
isn't  that  so? 

A.  Well,  we  naturally  would  advise  the  same  way  that  would  benefit  ourselves 
or  would  benefit  the  other  stockholders. 
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Q.  So  that  you  could  get  your  two  Atlas  for  one  of  All  America  and  a  possible 
cash  payment — you  wouldn't  get  that  unless  the  other  people  turned  in  their 
stock;  isn't  that  so? 

A.  Yes. 

******* 

Q.  Don't  you  think  that  there  ought  to  be  possibly  some  independent  agency, 
governmental  or  otherwise,  who  would  be  authorized  to  scrutinize  these  plans  and 
offer  suggestions  or  criticisms  so  that  the  minority  stockholder  who  finds  himself 
in  a  position  as  he  found  himself  in  All  America  would  get  some  independent 
judgment  on  those  situations? 

A.  I  think  something  like  that  might  be  a  very  good  idea     *     *     *. 

Atlas  Corporation,  in  addition  to  acquiring  shares  under  the  ex- 
change offer,  also  purchased  All  America  General  Corporation  shares 
in  the  open  market.^*'^-  In  open  market  transactions,  Atlas  Corpora- 
tion was  virtually  the  only  bidder.  Upon  taking  over  the  manage- 
ment of  All  America  General  Corporation  in  July  1930,  Atlas  Corpo- 
ration had  terminated  All  America  General  Corporation's  policy  of 
buying  in  its  own  shares. 

By  May  29,  1931,  Atlas  Corporation  had  acquired  by  purchase  and 
exchange  105,133  shares  of  All  America  General  Corporation  stock  and 
49,514  of  its  warrants.  On  that  day  Atlas  Corporation  sold  for 
$1,486,246.43  all  of  its  then  holdings  of  All  America  General  Corpora- 
tion's securities  to  Allied  Atlas  Corporation,^*^-  the  former  Exide 
Securities  Corporation,  control  of  which  was  acquired  by  Atlas  Corpo- 
ration immediately  after  it  had  acquired  control  of  All  America  Gen- 
eral Corporation.^*^*  Thereafter,  Atlas  Corporation  transferred  all 
of  the  shares  and  warrants  which  it  subsequently  acquired  in  1931  to 
Allied  Atlas  Corporation."''^  By  December  31,  1931,  Atlas  Corpora- 
tion had  disposed  of  all  its  securities  of  All  America  General  Corpo- 
ration to  Allied  Atlas  Corporation  for  a  total  price  of  $1,701,243.32.^*''<' 
This  price  represented  approximately  one-third  of  the  total  assets  of 
Allied  Atlas  Corporation. 

By  December  31,  1931,  Allied  Atlas  Corporation  owned  68%  of  the 
stock  of  All  America  General  Corporation  and  73%  of  its  warrants.^*^^ 

On  June  4,  1932,  Atlas  Corporation  made  simultaneous  offers  to  ex- 
change its  shares  for  the  shares  of  12  investment  companies  then  under 
its  control.  Included  in  these  offers  was  an  offer  of  1.4  shares  of  Atlas 
Corporation  common  stock  for  each  share  of  All  America  General 
Corporation  stock  then  outstanding.  The  then  asset  value  of  the  1.4 
Atlas  Corporation  shares  offered  was  $4.16.  The  asset  value  of  All 
America  General  Corporation's  stock  was  $7.65  a  share,  computed  on 
I  he  basis  of  market  values  of  its  portfolio.  However,  if  the  portfolio 
holdings  of  All  America  General  Corporation  in  Atlas  Corporation's 
controlled  investment  companies  were  taken  at  their  asset  values 
rather  than  their  market  values,  the  asset  value  of  All  America  Gen- 
eral Corporation  shares  would  have  been  considerably  greater  than 
$7.65  a  share.    The  exchange  involved  a  gross  loss  in  asset  values  to 


i^^Op.  cit.  supra,  note  1461,  Commission's  Bxliibit  No.  2001  (p.  21). 

i«'  Ibid. 

i««  Ibid. 

"»s  Ibid. 

i«»  Ibid. 

"9T  Ibid. 


INVESTMEXT    TRUSTS    AXD    INVESTMENT    COMPANIES         1337 

accepting  All  America  General  Corporation  stockholders  of  $3.49  a 
share  of  their  stock  on  the  basis  of  an  asset  value  of  All  America 
General  Corporation  stock  of  $4.16  a  share.  The  market  value  of  the 
1.4  Atlas  Corporation  shares  offered  exceeded  the  market  value  of  a 
share  of  All  America  General  Corporation  by  50  cents.^*''® 

As  a  result  of  the  offer.  Atlas  Corporation  acquired  25,790  shares 
of  All  America  General  Corporation  stock.  The  gross  loss  in  asset 
\'alue  to  All  America  General  Corporation  stockholders  who  accepted 
the  offer  was  approximately  $86,000."'^9 

During  1932  and  1933  Atlas  Corporation  and  its  subsidiaries  con- 
tinued their  purchases  of  All  America  General  Corporation  stock  and 
warrants.  On  December  27,  1933,  the  date  on  which  All  America 
General  Corporation  was  dissolved.  Atlas  Corporation  and  its  subsid- 
iaries held  164,113  shares  of  All  America  General  Corporation's 
stock.^^°°  Minority  stockholders  held  1,487  shares,  or  less  than  1%, 
of  the  total  shares  outstanding.^^°^ 

The  book  cost  of  the  investment  of  Atlas  Corporation  and  its  sub- 
sidiaries in  the  shares  and  warrants  of  All  America  General  Corpo- 
ration was  approximately  $3,048,000.^^°-  In  computing  this  cost.  Atlas 
Corporation  valued  the  shares  it  acquired  by  exchange  at  their  asset 
values.  If,  however,  the  excess  asset  value  accruing  to  Atlas  Corpo- 
ration on  the  exchanges,  which  totaled  approximtely  $555,000,  is  de- 
ducted and  there  is  included  the  amounts  paid  as  commissions  to 
Messrs.  Carter,  Scanclrett,  Campbell,  Richard,  and  Nichols,  totaling 
approximately  $200,000,  the  actual  cost  of  the  investment  by  Atlas 
Corporation  and  its  subsidiaries  in  All  America  General  Corporation 
was  approximately  $2,693,000. 

On  this  investment  Atlas  Corporation  and  its  subsidiaries  received 
liquidating  dividends  in  cash  and  securities  valued  at  their  market 
value  totaling  approximately  $1,999,000.^"°^  However,  if  the  securi- 
ties of  the  Atlas  Corporation  controlled  investment  companies  in  the 
portfolio  of  All  America  General  Corporation  are  valued  not  at  their 
market  values  but  at  their  asset  values,  the  actual  liquidating  divi- 
dends received  by  Atlas  Corporation  and  its  subsidiaries  totaled  ap- 
proximately $2,872,000.  Measuring  this  actual  return  against  cost, 
the  profit  on  their  investment  in  All  America  General  Corporation  to 
Atlas  Corporation  and  its  subsidiaries  was  approximately  $179,000. 
Mr.  Odium  testified,  however,  that  this  profit  was  consumed  by  ex- 
penses of  acquisition  and  that  actually  Atlas  Corporation  had  lost 
money  on  its  investment  in  All  America  General  Corporation. ^5°* 
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(2)  POWER  AND  LIGHT  SECURITIES  TRUST— ATLAS  CORPORATION 

Power  and  Light  Securities  Trust  was  created  under  an  indenture 
of  trust/^°^  dated  January  21,  1926.  In  its  form  of  organization  it 
was  a  common  law  trust  of  the  type  conunonly  referred  to  as  a 
"Massachusetts"  trust.  Hale,  Waters  &  Company,  Boston  investment 
bankers,  sponsored  the  trust,^^"**  and  at  all  times  prior  to  the  shift 
m  control  to  Atlas  Corporation  two  of  the  three  trustees  administer- 
ing the  trust  were  partners  in  the  firm  of  Hale,  Waters  &  Com- 
pany.^^°^  The  trust  indenture  authorized  the  trustees  or  organizations 
with  which  they  were  connected  to  deal  with  the  trust  as  freely  as  if 
they  were  not  trustees,  provided  that  disinterested  trustees  approved 
the  transactions.^^°^ 

The  trustees  were  authorized  to  deal  generally  in  securities,  but, 
as  the  name  of  the  trust  implied,  investments  were  to  be  made  pre- 
dominantly in  the  securities  of  utility  companies.  In  fact,  the  only 
trustee  not  associated  with  Hale,  Waters  &  Company  was  Frederick 
A.  Farrar,  a  director  and  vice  president  of  Electric  Bond  &  Share 
Company.^^"^ 

The  trustees  were  authorized  to  issue  certificates  of  beneficial  inter- 
est and  option  warrants  to  purchase,  at  a  price  of  $75  a  certificate, 
certificates  of  beneficial  interest  at  any  time  during  the  continuance 
of  the  trust.  Early  in  1926,  Hale,  Waters  &  Company  sold  to  the 
public  40,000  units  of  the  trust's  securities,  each  unit  consisting  of  a 
certificate  of  beneficial  interest  in  the  trust  and  an  option  warrant  to 
purchase  an  additional  certificate  of  beneficial  interest  at  a  price  of 
$75  at  any  time  during  the  continuance  of  the  trust."^°  On  the  sale 
of  these  units  Hale,  Waters  &  Company  received  total  gross  commis- 
sions of  approximately  $80,000.^^" 

In  addition.  Hale,  Waters  &  Company  received  from  the  trust,  as 
compensation  for  their  services  in  organizing  it  and  as  compensation 
for  all  future  management  services,^^^^  warrants  to  purchase  at  $75  a 
certificate  40,000  certificates  of  beneficial  interest  in  the  trust  exer- 
cisable at  any  time  during  the  continuance  of  the  trust.^^^^ 

In  1928  and  1929,  additional  certificates  were  offered  to  the  public. 
In  all,  a  total  of  81,607  certificates  were  issued  by  the  trust.^^^'*  On 
these  sales  the  trust  received  a  total  of  $4,266,616.90.^^^^  However, 
following  the  securities  market  collapse  of  1929,  the  trust  embarked 
on  a  policy  of  repurchasing  its  own  shares.  During  the  period 
February  3,  1930,  to  December  23,  1930,  the  trust  purchased  18,040 
of  its  own  shares  at  a  total  cost  of  $1,011,567.50.^^^^ 
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As  at  February  28,  1931,  the  trust  had  outstanding  63,567  certifi- 
cates of  beneficial  interest  and  warrants  to  purchase  79,485  certifi- 
cates of  beneficial  interest.^"^  Hale,  Waters  &  Company,  as  at  Janu- 
ary 31,  1931,  held  33,681  of  these  warrants  ^^is  which  represented  the 
balance  of  the  40,000  warrants  issued  to  them  in  1926  as  compensa- 
tion for  management.  Hale,  Waters  &  Company  apparently  did  not 
own  a  substantial  amount  of  the  outstanding  certificates  of  beneficial 
interest  of  the  trust. 

After  giving  effect  to  repurchases  of  certificates  and  cash  dividends 
paid,  the  total  capital  contributed  to  the  enterprise,  as  at  January  31, 
1931,  was  $2,973,663.28.^^^^  As  at  January  31,  1931,  net  assets  of  the 
trust  totaled  $2,609,912.09,^^20  gQ  ^^^t  there  had  been  suffered  a  total 
depreciation  on  the  net  contributed  capital  of  $363,751.19.  This 
shrinkage  constituted  12.2%  of  the  net  capital  contributed  to  the 
trust. 

Of  this  total  shrinkage  of  $363,751.19,  the  largest  single  loss  was 
in  the  preferred  stock  of  Thompson's  Spa,  Inc.,  a  corporation  operat- 
ing a  chain  of  confectionery  stores  in  Boston.^^^^  This  stock  had  been 
sold  to  the  trust  by  Hale,  Waters  &  Company .^^-^  In  January  1929, 
Hale,  Waters  &  Company  had  offered  to  the  public  35,000  units  of 
Thompson's  Spa,  Inc.  securities  at  $103.50  a  unit,  each  unit  consisting 
of  one  share  of  preferred  stock  and  one  share  of  common  stock.^^^^ 
On  January  4,  1929,  Power  and  Light  Securities  Trust  had  purchased 
from  Hale,  Waters  &  Company  500  of  these  units  for  $51,775.^^24 

As  at  December  31,  1929,  the  current  liabilities  of  Thompson's  Spa, 
Inc.,  exceeded  its  current  assets  by  $56,402.^=25  ^j^^  Thompson's  Spa, 
Inc.,  stock  had  no  market,  it  was  not  listed  on  any  exchange,  nor  was 
it  regularly  quoted  over-the-counter.  Nevertheless,  on  August  6,  1930, 
Hale,  Waters  &  Company,  "probably"  ^^^e  ^s  principal,  sold  to  Power 
and  Light  Securities  Trust  3,000  shares  of  the  preferred  stock  of 
Thompson's  Spa,  Inc.,  for  a  total  price  of  $240,000.  Thus,  as  at  Feb- 
ruary 28, 1931,  the  trust  had  invested  a  total  of  approximately  $290,000 
in  the  securities  of  Thompson's  Spa,  Inc.,  all  of  which  had  been  pur- 
chased from  Hale,  Waters  &  Company.  The  investment  at  cost  rep- 
resented approximately  10%  of  the  total  assets  of  the  corporation  as  at 
February  28,  1931.^=27  ^g  ^t  February  28,  1931,  the  market  value  of 
this  investment  was  $213,000,^^28  gQ  {{-^r^^  ^j^g  trust  suffered  at  that 
time  an  unrealized  loss  on  the  investment  of  $77,000.  After  Atlas 
Corporation  had  acquired  control  of  Power  and  Light  Securities  Trust, 
it  sold  in  1932  the  securities  of  Thompson's  Spa,  Inc.,  on  the  market 
for  a  realized  loss,  as  against  actual  cost  of  the  securities,  of  $218,- 
000,1529     This  loss  was  directly  attributable  to  the  interdealing  be- 


is"I(3.,   Commission's  Exhibit  No.   2043. 
«"Id.,  Commission's  Exhibits  Nos.  1973,  2001   (p.  47). 
«i8i(3.,   Commission's  Exhibit  No.   1973. 
«20  Ibid. 

«2ild.,  at  17843. 
1B22  Ibid. 

^^  Moody's  Manual  of  Investments,  Industrials,  1930,  p.  1571. 
«2i  Op.  cit.  supra,  note  1461,  Commission's  Exhibit  No.  1973. 
^^^^  Moody's  Manual  of  Investments.  Industrials,  1930,  p.  1571. 
i°26  0p.  cit.  supra,  note  1461,  at  17842-3. 
is27id.,   Commission's   Exhibit  No.   1973. 
«2sid.,  Commission's  Exhibit  No.   2043. 
«29ld.,   Commission's  Exhibit  No.   1973. 
153373—41 36 


1340  SECURITIES    AND    EXCHAXGE    COMMISSION 

tween  Hale,  Waters  &  Company  and  Power  and  Light  Securities  Trust. 
In  addition,  the  investment  was  at  variance  with  the  announced  policy 
of  the  corporation  to  invest  primarily  in  utility  securities.^^^*^ 

Despite  the  fact  that  the  trust  had  suffered,  as  at  February  28.  1931. 
a  shrinkage  of  only  12%  of  its  net  contributed  capital,  James  P.  Hale, 
the  senior  partner  of  Hale,  Waters  &  Company,  had  come  to  the  con- 
clusion that  utility  securities  were  "dropping  fast,"  "^^  and  that  Power 
and  Light  Securities  Trust's  assets  were  "fading  fast."  ^^^-  Mr.  Hale 
further  stated  that  "there  wasn't  much  fun  in  running  a  trust  in  those 
days."  ^^^^  Accordingly,  Mr.  Hale  negotiated  with  Atlas  Corporation 
with  the  purpose  of  inducing  Atlas  Corporation  to  make  an  exchange 
offer  of  its  securities  for  the  securities  of  Power  and  Light  Securities 
Trust.  On  February  6,  1931,  an  agreement  was  reached  with  Atlas 
Corporation  under  the  terms  of  which  Hale,  Waters  &  Company  were 
to  receive  certain  commissions  for  their  aid  in  soliciting  exchange 
offers.^^^*     This  agreement  will  be  more  fully  described  later. 

As  at  February  28,  1931,  the  asset  value  of  Power  and  Light  Securi- 
ties Trust  certificates  was  approximately  $47.42  a  certificate.^^'^^  If 
the  trust  had  at  that  time  been  dissolved,  each  certificate  holder  could 
have  purchased  approximately  nine  shares  of  Atlas  Corporation  com- 
mon stock  (which  was  selling  in  the  market  at  approximately  $5,125 
a  share)  with  his  distributive  share  of  the  assets,  or  in  the  alternative, 
could  have  purchased  1.18  shares  of  Atlas  Corporation  preference  stock 
which  then  had  a  market  value  of  approximately  $40  a  share.^^^*'  As 
will  be  indicated  hereafter,  the  exchange  offer  of  Atlas  Corporation 
securities  involved  an  offer  of  either  only  seven  shares  of  Atlas  Cor- 
poration common  stock  for  each  certificate  of  Power  and  Light  Securi- 
ties Trust  or,  in  the  alternative,  four-fifths  of  a  share  of  Atlas  Corpo- 
ration preference  stock  for  each  certificate  of  Power  and  Light 
Securities  Trust.^^^^ 

James  P.  Hale  testified  that  he  had  given  some  thought  to  the  disso- 
lution of  Power  and  Light  Securities  Trust,  but  that  he  deemed  the 
Atlas  Corporation  exchange  offer  more  advantageous  to  Power  and 
Light  Securities  Trust  certificate  holders.  He  also  testified  that  it  was 
his  understanding  that,  if  the  Atlas  Corporation  exchange  offer  was 
successful,  it  was  the  plan  of  Atlas  Corporation  to  dissolve  the  com- 
pany.   Mr.  Hale  testified :  ^^^^ 

Q.  Now,  you  thought,  I  assume,  that  this  would  be  a  good  exchange  if  the 
Power  and  Light  beneficial  certificate  holders  became  holders  of  Atlas  Corpo- 
ration [stock]? 

A.  I  did. 

Q.  Now,  did  it  occur  to  you  at  that  time  that  you,  as  trustee,  could  have  sub- 
mitted to  the  beneficial  certificate  holders  the  proposition  that  the  trust  be  liqui- 
dated and  then  send  these  people  a  nice,  polite  letter  saying  that  "we  recommend 
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that  you  buy  Atlas  Corporation  stock  because  we  think  Mr.  Odium's  management 
would  be  beneficial  to  you"  ;  did  you  give  any  thought  to  that? 

A.  Oh,  yes. 

Q.  And  what  difficulties  did  you  find  with  that? 

A.  I  felt  that  my  honest  advice  to  the  beneficial  holders  would  be  that  the 
Atlas  exchange  was  far  better  than  liquidation. 

Q.  Now,  the  Power  and  Light  certificate  holders  were  going  to  get  Atlas  stock, 
isn't  that  so? 

A.  Yes. 

Q.  And  if  an  individual  had  cash  he  could  go  out  and  buy  Atlas  stock;  isn't 
that  so? 

A.  That  is  right. 

Q.  Now,  if  you  liquidated  the  trust  and  gave  the  security  holder  his  full  asset 
value  he  could  buy  more  shares  of  Atlas  Corporation  than  he  was  getting  in 
the  exchange,  could  he  not? 

A.  But  you  don't  know  at  what  price  we  would  have  finally  liquidated  it  at. 

Q.  Do  you  mean  to  say  that  the  figures  you  were  giving  to  your  stockholders 
as  to  the  asset  value  of  the  trust  at  the  time  you  were  sending  out  reports  was 
not  accurate? 

A.  It  was  accurate;  but,  on  the  other  hand,  on  a  certain  night  you  can  asset 
a  trust  with  the  last  market  of  the  day,  but  to  sell  two  and  a  half  or  three  million 
dollars  of  that  stuff  in  the  next  day  or  two  doesn't  prove  you  are  going  to  get 
that  figure. 

Q.  In  computing  the  asset  value  in  which  you  had  a  special  situation,  but  you 
had  no  special  situation ;  you  had  a  diversified  portfolio? 

A.  Yes,  sir. 

Q.  Were  they  all  listed  securities? 

A.  Nearly  all. 

Q.  Were  they  all  fairly  active  stocks? 

A.  Fairly  so. 

Q.  And  you  had  in  the  entire  portfolio  at  that  time  approximately  $3,000,000? 

A.  That  is  right. 

Q.  And  there  was  no  law  that  said  you  had  to  liquidate  over  night  ? 

A.  But  everybody  else  was  liquidating  over  night  at  that  time. 

Q.  Then  the  only  thing  you  are  telling  me  is  that  when  you  told  the  stock- 
holders that  the  asset  value  was  so  much,  it  wasn't  really  telling  them  that  it 
was  so  much? 

A.  No  ;  our  judgment  was  that  it  was  a  better  thing  for  the  stockholders  to  do  to 
accept  the  Atlas  offer  than  to  liquidate. 

Q.  I  don't  dispute  that,  Mr.  Hale.  The  only  thing  I  am  trying  to  ascertain  is 
what  impelled  you  to  that  honest  judgment  that  it  was  not  advisable  to  liquidate 
the  trust,  give  the  individuals  the  cash,  and  put  them  in  the  position  to  buy  more 
Atlas  Corporation  stock  in  the  open  market  than  they  were  getting  on  the 
exchange  offer.    You  don't  dispute  that  that  is  the  fact? 

A.  If  you  are  going  to  sell  on  one  hand  and  buy  on  the  other,  you  move  both 
markets,  Mr.  Schenker,  but  if  the  deal  is  offered  at  a  fixed  market  where  the 
trust  beneficiary  had  three  weeks  to  think  it  over  and  to  have  it  explained  to 
them,  you  have  a  more  concrete  proposition  ;  and  that  applied  to  us. 

Q.  Now,  did  you  submit  to  the  stockholders  the  possibility  of  liquidation? 

A.  No. 

The  agreement  between  Atlas  Corporation  and  Hale,  Waters  & 
Company,  dated  February  6,  1931/^39  ^as,  however,  far  more  pecu- 
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niarily  advantageous  to  Hale,  Waters  &  Company  than  a  dissolution 
of  Power  and  Light  Securities  Trust  would  have  been.  Under  this 
agreement,  Atlas  Corporation  agreed  to  offer  to  Power  and  Light 
Securities  Trust  certificate  holders  either  (a)  four-fifths  of  a  share 
of  Atlas  Corporation  preference  stock;  or  (b)  a  unit  consisting  of 
two-thirds  of  a  share  of  Atlas  Corporation  preference  stock  and  one 
share  of  Atlas  Corporation  common  stock;  or  (c)  seven  shares  of  Atlas 
Corporation  common  stock  for  each  Power  and  Light  Securities 
Trust  certificate.^^^°  In  addition,  Atlas  Corporation  offered  to  ex- 
change 1%  of  its  warrants  for  each  warrant  of  Power  and  Light 
Securities  Trust.  The  first  alternative  offer  involved  a  gain,  in  terms 
of  market  values,  to  Power  and  Light  Securities  Trust  certificate 
holders  of  $1  per  certificate ;  however,  acceptance  of  the  offer  involved 
a  loss  in  assets  for  each  Power  and  Light  Securities  Trust  certificate 
of  approximately  $7.42.^^*^  The  second  alternative  offer  involved  a 
market-value  gain  of  75  cents  to  Power  and  Light  Securities  Trust 
certificate  holders  but  a  gross  asset  loss  to  certificate  holders  of  $8.59 
per  certificate  exchanged.  The  third  alternative  offer  involved  a 
market-value  gain  to  Power  and  Light  Securities  Trust  certificate 
holders  of  $4.49  but  an  asset  loss  for  Power  and  Light  Securities 
Trust  certificates  of  $8.92.  The  exchange  of  warrants  was  favor- 
able to  Power  and  Light  Securities  Trust  warrant  holders,  since  the 
Atlas  Corporation  warrants  received  had  a  market  value  of  approxi- 
mately $2.35  as  against  the  market  price  of  $2  then  existing  for  Power 
and  Light  Securities  Trust  warrants.^^*^  Atlas  Corporation  had  the 
privilege  of  canceling  all  offers  unless  at  least  51%  of  the  Power  and 
Light  Securities  Trust  certificates  and  warrants  were  exchanged. 
Hale,  Waters  &  Company  agreed  to  "use  their  best  efforts"  to  obtain 
the  acceptance  of  the  above  offer  "by  holders  of  certificates  and 
options  to  purchase  shares  of  Power  and  Light  Securities  Trust  to  the 
end  that  as  many  shares  and  options  to  purchase  shares  of  Power 
and  Light  Securities  Trust  as  is  possible  shall  be  deposited  there- 
under," and  further  agreed  to  address  a  circular  letter  to  all  war- 
rant and  certificate  holders  of  Power  and  Light  Securities  Trust,  rec- 
ommending acceptance  of  the  Atlas  Corporation  exchange  offer.  As 
consideration  for  these  services  to  be  performed  by  Hale,  Waters  & 
Company,  and  provided  that  at  least  51%  of  the  security  holders  of 
Power  and  Light  Securities  Trust  accepted  the  offer.  Atlas  Corpora- 
tion agreed  to  pay  Hale,  Waters  &  Company  $200,000  in  cash  and 
an  additional  $1  for  each  Power  and  Light  Securities  Trust  certificate 
exchanged  for  Atlas  Corporation's  securities.  Atlas  Corporation  fur- 
ther agreed  to  purchase  Hale,  Waters  &  Company's  holdings  of  Power 
and  Light  Securities  Trust  warrants  at  a  price  in  cash  of  $2  a 
warrant.^^*^ 

The  pecuniary  interest  of  Hale,  Waters  &  Company  in  the  success 
of  these  exchange  offers  by  Atlas  Corporation  is  obvious.  Mr.  Hale 
testified  i^'^^ 

Q.  *  *  *  How  much  was  supposed  to  be  deposited — you  were  only  to  get 
the  $200,000  if  a  certain  percentage  was  deposited? 


1^0  Ibid.,  and  id..  Commission's  Exhibits  Nos.  1970,  2001  (p.  47). 

i«ild.,  Commission's  Exhibit  No.  2001    (p.  48). 

«<2  Ibid. 

i^Id.,   Commission's  Exhibit  No.   1973. 

15"  Id.,  at  17854-5. 
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A.  Yes. 

Q.  Therefore  it  was  to  your  pecuniary  interest,  was  it  not,  Mr.  Hale,  that 
51%  of  the  certificate  holders  accept  that  offer? 

A.  I  did  the  whole  thing  for  the  interest  of  the  beneficial  holders. 

Q.  I  understand  that,  but  if  51%  of  the  certificate  holders  didn't  turn  in  their 
stock,  you  would  have  been  out  $200,000 ;  isn't  that  so? 

A.  I  don't  know ;  it  may  have  cost  us  that  much  to  get  the  stock  in. 

Q.  I  will  come  to  the  cost  in  a  moment ;  but  the  fact  is  that  unless  the  51% 
went  in  you  were  out  $200,000,  and  in  addition  to  that  you  were  out  the  one 
dollar  a  share  that  you  would  have  gotten  for  every  exchange  that  was  accepted? 

A.  Yes. 

Mr.  Odium,  when  examined  as  to  the  purpose  of  the  agreement  to 
compensate  Hale,  Waters  &  Company  for  their  services  in  advocating 
the  exchange,  testified :  ^^'^^ 

Q.  Now,  as  you  said  yesterday,  Mr.  Odium,  that  you  resented  the  inference 
which  might  be  drawn  from  my  interrogation  that  these  various  compensations 
made  to  the  officers  and  directors,  and  the  influential  insiders,  and  you  don't 
dispute  that  Hale,  "Waters  were  influential  in  this  picture? 

A.  No. 

Q.  And  that  the  payments  were  made  to  obtain  the  active  cooperation  of  the 
sponsors  in  connection  with  the  exchange  program.  Wasn't  this  a  case  where 
at  least  the  two  hundred  thousand  dollars  was  paid  with  the  specific  purpose  of 
getting  that  cooperation? 

A.  I  don't  believe  so.    I  don't  know  how  the  two  came  together. 

Q.  I  will  read  you  from  the  minutes  of  the  Atlas  Corporation  of  February  6, 
1931,  as  follows : 

"The  Chairman" — that  is  yourself — "presented  to  the  Board  a  copy  of  an 
agreement  dated  February  6,  1931,  between  this  corporation  and  Hale,  Waters 
&  Company,  providing,  among  other  things,  that  in  consideration  of  Hale, 
Waters  &  Company  using  their  best  efforts  to  induce  the  deposits  of  shares  and 
options  to  purchase  shares  of  Power  and  Light  Securities  Trust,  under  and 
pursuant  to  the  terms  of  the  above  agreement,  this  corporation  would  pay 
to  Hale,  Waters  (A)  two  hundred  thousand  dollars  and  (B)  one  dollar  for 
each  share" — and  then,  of  course,  you  had  the  option  warrants — "and  two 
dollars  for  each  share  purchasable  under  options  to  be  delivered  to  Hale,  Waters 
&  Company  to  this  corporation  without  the  deposit  of  said  options  under  said 
offer." 

I  mean  the  minutes  at  least  give  the  indication  that  that  was  the  purpose. 

A.  What  is  your  question  again? 

Q.  Wasn't  this  a  case  where  the  payment  of  at  least  two  hundred  thousand 
dollars  was  made  with  the  specific  purpose  and  intent  to  get  the  active  coopera- 
tion in  the  exchange  program  of  the  influence  of  this  firm? 

A.  It  was  paid  to  them  for  *  *  *  h^q  option  warrants  that  they  had  and 
the  services  that  they  would  perform  in  placing  this  before  the  stockholders  and 
getting  the  stock  exchanged. 

Mr.  Odium  further  testified  with  respect  to  exchange  offers  in  which 
sponsors  of  a  company  had  a  pecuniary  interest  in  the  success  of  the 
offers :  ^^^^ 


"«Id.,  at  17870-1. 
"^Id.,  at  17873^,  17877- 
153373— 40— pt.  3 
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Q.  So  that  your  duty  was  to  your  stockholders  to  get  the  best  buy  that  you 
could  buy  them  ;  isn't  that  so? 

A.  Yes ;  the  best  buy  that  I  could  get  with  a  long  range  policy. 

Q.  On  the  other  hand,  it  was  I\Ir.  Hale's  duty  to  get  the  best  buy  for  his  cer- 
tificate holders? 

A.  That  is  true. 

Q.  But  unfortunately,  or  at  least  theoretically,  that  situation  was  complicated 
by  the  fact  that  Mr.  Hale  was  going  to  get  two  hundred  thousand  dollars  if  the 
deal  went  through  ;  isn't  that  so? 

A.  He  was  going  to  get  two  hundred  thousand  plus. 

Q.  Yes ;  and  he  ultimately  got  over  $333,000.  Of  course,  that  figure  included  his 
option  warrants  which  he  turned  in,  so  that  at  least  superficially  Mr.  Hale  was  in 
a  position  where  he  had  a  decided  conflict  of  interest.  If  he  insisted  upon  what 
he  thought  was  the  best  buy  for  his  clients  and  that  deal  didn't  meet  with  your 
ideas  of  an  equitable  deal  under  the  circumstances,  there  would  be  no  deal ;  isn't 
that  so? 

A.  But  my  recollection  is  that  it  is  true  in  that,  and  I  believe  in  every  other  case, 
that  the  question  of  what  Mr.  Hale's  firm  was  to  receive  for  working  on  the 
exchange  program  was  never  discussed  until  after  the  trade  on  the  basis  of 
exchange  had  been  arrived  at. 

******* 

A.  I  see  this  difficulty,  and  I  am  not  saying  that  the  difficulty  surmounts  the 
advantages,  that  when  I  am  dealing  with  Mr.  Hale  I  am  responsible  to  my  share- 
holders and  Mr.  Hale  is  responsible  to  his  clients,  and  we  are  legally  responsible, 
but  if  we  have  to  go  to  the  highest  public  officer  in  the  country,  so  that  he  sub- 
stitutes his  decision  for  our  business,  he  is  a  man  dealing  with  the  situation,  with 
responsibility  to  no  one,  and  it  would  be  likely  to  cause  many  complications  and 
bad  features,  and  it  has  many  good  features  too. 

On  February  6,  1931,  Atlas  Corporation,  in  a  circular  letter  to  the 
certificate  and  warrant  holders  of  Power  and  Light  Securities  Trust, 
made  the  alternative  exchange  offers  which  have  been  described.  Ac- 
companying this  letter  was  one  on  the  stationery  of  Hale,  Waters  & 
Company,  recommending  acceptance  of  the  Atlas  Corporation  ex- 
change offers.  The  letter  from  Hale,  Waters  &  Company  also 
stated :  ^^^' 

Hale,  Waters  &  Company,  two  of  the  partners  of  which  are  trustees,  in  con- 
sideration for  arranging  this  offer  and  for  services  rendered  in  connection  there- 
with, will  obtain  independent  compensation  in  which  the  partners  who  are  trus- 
tees will  share.  None  of  this  compensation  is,  of  course,  to  be  paid  by  the  shares 
holders  or  option  holders  of  Power  and  Light  Securities  Trust. 

The  security  holders  of  Power  and  Light  Securities  Trust  were 
therefore  informed  that  Hale,  Waters  &  Company  was  being  paid  for 
its  services.  The  letter  did  not,  however,  indicate  the  precise  terms 
of  the  agreement  between  Atlas  Corporation  and  Hale,  M^aters  & 
Company,  nor  did  it  reveal  that  Hale.  Waters  &  Company  were  ob- 
taining, for  their  Power  and  Light  Securities  Trust  warrants,  cash 
rather  than  Atlas  Corporation  warrants.  Realistically,  moreover,  the 
commissions  were  paid  by  Power  and  Light  Securities  Trust  certificate 
holders,  since  these  commissions  were  paid  from  the  ultimate  gain  in 
asset  values  realized  by  Atlas  Corporation  as  the  result  of  its  acquisi- 
tion of  Power  and  Lisht  Securities  Trust. 


^^■f  Id..  Commission's  Exhibit  No.  1973. 
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As  a  result  of  this  exchange  offer,  Atlas  Corporation  acquired  55,779 
certificates  and  41,534  option  warrants  of  Power  and  Light  Securities 
Trust.  On  the  exchange,  accepting  Power  and  Light  Securities  Trust 
certificate  holders  suffered  a  gross  loss  in  asset  values  of  approximately 
$480,000.15*^  Atlas  Corporation  paid  a  total  of  $323,945  to  Hale, 
Waters  &  Company  as  commissions  and  as  consideration  for  the  pur- 
chase from  Hale,  Waters  &  Company  of  33,681  Power  and  Light 
Securities  Trust  option  warrants.  ^^^^ 

In  addition  to  the  certificates  of  Power  and  Light  Securities  Trust 
acquired  by  exchange  offer.  Atlas  Corporation  purchased  4,941  cer- 
tificates at  a  total  cost  of  $171,885.89.  The  average  price  paid  for  these 
certificates  was  approximately  $35,  or  $12  less  than  the  asset  value  of 
such  certificates.i^5° 

L.  Boyd  Hatch  and  Oswald  L.  Johnston,  both  of  whom  were  Atlas 
Corporation  directors,  became  two  of  the  three  trustees  of  Power  and 
Light  Securities  Trust.^^^^  James  P.  Hale,  of  Hale,  Waters  &  Com- 
pany continued  as  the  third  trustee. 

By  June  3,  1931,  Atlas  Corporation  held  60,721  certificates  of  Power 
and  Light  Securities  Trust,  or  approximately  95%  of  the  total  certifi- 
cates outstanding.  Atlas  Corporation  also  held  75,237  of  the  outstand- 
ing option  warrants  of  Power  and  Light  Securities  Trust.  These 
holdings  constituted  95%  of  the  outstanding  warrants.^^^-  On  June 
3.  1931,  all  of  the  assets  of  Power  and  Light  Securities  Trust  were 
conveyed  to  General  Empire  Corporation  in  exchange  for  General 
Empire  Corporation  shares,  and  Power  and  Light  Securities  Trust 
was  dissolved. 155^  The  transaction  by  which  Atlas  Corporation  ac- 
quired control  of  General  Empire  Corporation  has  already  been 
described.i^^* 

6.  PURCHASE  OF  CONTROL  WITH  ACQUIRED  COM- 
PANY'S OWN  FUNDS 

The  techniques  for  acquiring  control  of  investment  companies  which 
have  already  been  described  and  illustrated  do  not  necessarily  require 
theuse  of  any  personal  funds  by  the  acquiring  individuals.  Some  in- 
dividuals have  obtained  control  of  investment  companies  by  the  use 
of  the  assets  of  the  acquired  investment  companies  themselves.  Bor- 
rowed funds  have  been  used  to  acquire  control  of  investment  com- 
panies, and  the  loans  have  been  repaid  by  the  liquidation  of  the  assets 
of  the  acquired  company  or  companies  and  the  appropriation  ^^^^  by 
the  new  managers  of  the  proceeds  of  such  liquidation  and  the  applica- 
tion of  these  proceeds  to  the  repayment  of  the  loans  made  to  acquire 
control  of  the  company. 


^'^^'IcL.  Commission's  Exhibit  No.  2001  (p.  50).     However,  exchanging  certificate  holders  by 
becoming  stockholders  of  Atlas  Corporation  recouped  a  portion  of  this  loss  in  asset  values. 
"« Ibid. 

1650  ibifi 

"51  Id,,  Commission's  Exhibit  No.  1973. 
^^'  Id.,  Commission's  Exhibit  No.  2001. 

"53  Ibid. 

"54  See  supra,  pp.  1258-70. 

"56  In  some  cases  the  appropriated  assets  of  the  investment  companies  have  been  replaced 
with  securities  of  personal  holding  companies  oAvned  by  new  managements.  Compare  the 
activities  of  the  Fiscal  Management  group  discussed,  supra,  pp.  ]  072-5. 
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In  no  small  measure  the  harmful  results  to  the  stockholders  of  in- 
vestment companies,  control  of  which  have  been  acquired  in  this  man- 
ner, were  the  consequence  of  the  failure  of  the  prior  controlling  group 
to  make  an  adequate  investigation  of  the  financial  status,  character 
and  ability  of  the  individuals  to  whom  they  relinquished  control  of 
these  companies  for  an  attractive  consideration.  Moreover,  not  in- 
frequently the  old  managements  surrendered  control  of  their  com- 
panies to  new  groups  even  before  they  had  received  the  purchase 
price  for  the  control  of  their  companies.  An  opportunity  was  thus 
afforded  to  the  new  group  to  derive  the  purchase  price  for  control 
from  the  acquired  investment  company  itself.^^^*'  By  these  methods 
control  of  large  aggregates  of  liquid  assets  can  be  acquired  without 
any  personal  expenditure  upon  the  part  of  the  new  controlling 
interests.^^^^ 

The  power  of  a  controlling  group  to  rearrange  the  capital  structure 
of  controlled  investment  companies  also  provides  a  means  by  which 
the  investment  company's  own  assets  can  be,  in  effect,  utilized  to  pur- 
chase control  of  the  company.^  An  effective  device  for  this  purpose  is 
the  power  of  a  controlling  individual  to  cause  the  investment  company 
to  repurchase  its  own  shares. 

a.  International  Equities  Corporation 

The  acquisition  by  Ernest  B.  Warriner  of  control  of  International 
Equities  Corporation  is  illustrative  of  this  technique. 

On  November  5,  1935,  Ernest  B.  Warriner,  at  a  cost  of  $185,070.75, 
purchased  11,049  shares  of  the  Class  A  and  4,586  shares  of  the  Class 
B  stock  of  International  Equities  Corporation  ^^^^  which  then  had 
assets  of  approximately  $1,165,000."^^  These  shares  represented  23% 
of  the  voting  power  of  International  Equities  Corporation.^^*^"  To 
consummate  this  purchase  Mr.  Warriner  borrowed  $50,000  from  Un- 
derwriters &  Participations,  Inc.,  an  investment  company  which  he 
controlled,^^*^^  and  $139,000  from  Delaware  Trading  Corporation  ^^^^  on 


"=*«  Compare  the  acquisition  of  control  of  North  and  South  American  Corporation  and  of 
Insuranshares  Corporation  of  Delaware  by  Insurance  Equities  Corporation,  discussed  supra, 
pp.  1179-1225. 

1557  poj.  example,  as  has  already  been  described,  by  the  use  of  borrowed  funds  which  were 
repaid  by  the  use  of  the  assets  of  the  very  investment  companies  whose  control  they  acquired, 
the  Fiscal  Management  group,  who  were  without  substantial  funds,  were  enabled  to  acquire 
control  of  four  investment  companies  with  aggregate  assets  of  approximately  $12,300,000. 
By  similar  methods  Insurancte  Equities  Corporation,  which  possessed  no  substantial  assets, 
acquired  control  of  the  approximately  $5,000,000  of  assets  held  by  Insuranshares  Corporation 
of  Delaware  and  North  and  South  American  Corporation.  See  supra,  pp.  1179-1225. 
Compare  also  the  tactics  by  which  David  Milton  and  his  associates  acquired  control  of 
Atlantic  and  Pacific  International  Corporation  (ibid.),  and  the  methods  used  by  Wallace 
Groves  to  acquire  control  of  Chain  and  General  Equities,  Inc.,  Interstate  Equities  Cor- 
poration, and  Yosemite  Holding  Corporation,  discussed  supra,  pp.  1031-9. 

1658  Public  Examination,  General  Investment  Corporation,  Commission's  Exhibit  No.  1577. 

1559  Moody's  Manual  of  Investments,  Banks,  etc.,  1937,  p.  1741. 

^''  Op.  cit.  supra,  note  1558,  Commission's  Exhibit  No.  1577. 

1561  Ibid. 

^^  Id.,  at  20229.  The  Delaware  Trading  Corporation  was  a  personal  holding  company  of 
Wallace  Groves  and  George  Groves,  his  brother  (id.,  at  20229  and  20460).  Wallace  Groves 
was  not  directly  connected  with  this  company  at  the  time  it  lent  the  $139,000  to  Mr.  War- 
riner (id.,  at  20229).  However,  at  the  time  when  this  loan  was  made  by  Delaware  Trading 
Corporation  to  Mr.  Warriner,  Wallace  Groves  was  making  substantial  loans  to  Delaware 
Trading  Corporation  and  to  his  brother,  George  Groves  (id.,  at  20466).     Wallace  Groves 
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the  security  of  the  International  Equities  Corporation  stock  which  he 
had  purchased.^^^^ 

On  February  21,  1936,  Mr.  Warriner  contracted  to  purchase  from 
Louis  J.  Kolb  and  his  associates  in  control  of  International  Equities 
Corporation,  9,211  shares  of  its  Class  A  stock  and  5,189  shares  of  its 
Class  B  stock  for  $266,077.  Louis  J.  Kolb  received  Mr.  Warriner's 
note  for  the  purchase  price  payable  six  months  from  the  date  of  the 
agreement.^^*^*  The  shares  of  stock  which  were  the  subject  of  the 
agreement  and  which  increased  Mr.  Warriner's  control  to  56%  of  the 
Class  A  stock  and  50%  of  the  Class  B  stock  of  International  Equities 
Corporation,  were  escrowed  with  the  National  City  Bank,  subject  to 
the  payment  of  Mr.  Warriner's  promissory  note,  but  he  was  permitted 
immediately  to  vote  the  stock.  Mr.  Warriner  had  himself  and^  his 
associates  elected  to  the  board  of  directors  of  International  Equities 
Corporation.  Thereafter,  on  August  21,  1936,  Mr.  Warriner  caused 
International  Equities  Corporation  to  assume  his  obligation  of 
$266,077  on  his  promissory  note  due  to  Louis  J.  Kolb  and  to  acquire 
the  International  Equities  Corporation  stock  which  Mr.  Warriner  had 
agreed  to  purchase.  The  then  market  value  of  these  shares  of  its  own 
stock  which  Mr.  Warriner  thus  caused  International  Equities  Cor- 
poration to  acquire  for  $266,077,  was  $96,877.i5<^^  In  the  meantime, 
on  July  28,  1936,  Mr.  Warriner  had  caused  International  Equities 
Corporation  to  purchase  from  Consolidated  Funds  Corporation  6,192 
shares  of  the  Class  A  stock  and  6,310  shares  of  the  Class  B  stock  of 
International  Equities  Corporation  for  $174,960.80."*^*^  The  market 
value  of  these  blocks  of  its  own  securities  which  Mr.  Warriner  caused 
International  Equities  Corporation  to  purchase  was  approximately 
$77,000.1^*''  The  effect  of  this  reduction  of  the  outstanding  stock  of 
International  Equities  Corporation  was  to  increase  the  voting  power 
of  the  shares  held  by  Mr.  Warriner  to  65%  of  its  Class  A  stock  and 
71%  of  its  Class  B  stock.  Thus,  by  the  utilization  of  his  power,  as 
the  controlling  force  in  International  Equities  Corporation,  to  compel 
International  Equities  Corporation  to  repurchase  its  own  stock,  Mr. 
Warriner  had  transformed  a  minority  voting  interest  in  the  company, 
which  he  had  acquired  with  borrowed  funds  of  $185,000,  to  an  abso- 
lute majority  voting  interest.^^®^ 


conceded  that  he  may  have  had  a  "pecuniary  interest"  In  the  International  Equities  Cor- 
poration stock  hypothecated  with  the  Delaware  Trading  Corporation  (id.,  at  20466).  Sub- 
sequently, in  January  1936,  after  Mr.  Warriner  had  succeeded  in  acquiring  control  of  In- 
ternational Equities  Corporation  and  General  Investment  Corporation,  Wallace  Groves 
reacquired  a  stock  interest  in  Delaware  Trading  Corporation  from  his  brother,  George 
Groves,  in  satisfaction  of  a  loan   (id.,  at  20229-30,  20462,  20466). 

i5«3  Id.,  at  20230-3. 

«w  Id.,  Commission's  Exhibit  No.  1577. 

1566  In  August  1936,  the  bid  market  price  of  the  Class  A  stock  of  International  Equities 
Corporation,  as  reported  by  the  National  Quotation  Bureau,  was  $9.25  a  share.  The  bid 
market  price  for  the  Class  B  stock  was  $2.25  a  share. 

»«6  Op.  cit.  supra,  note  1558,  at  15128-33  and  Commission's  Exhibit  No.  1577. 

iB67The  bid  market  price  of  the  Class  A  stock  of  International  Equities  Corporation,  as 
reported  by  the  National  Quotation  Bureau,  for  July  1936  was  $9.75  a  share.  The  bid 
market  price  for  the  Class  B  stock  in  the  same  month  was  $2.75  a  share. 

1668  Mr.  Warriner,  in  August  1936,  caused  International  Equities  Corporation  to  pur- 
chase control  of  General  Investment  Corporation,  an  investment  company  then  possessing 
assets  of  $10,000,000,  and  caused  General  Investment  Corporation  in  turn  to  purchase 
control  of  Standard  Investing  Corporation  which  possessed  assets  of  $9,000,000.  (See 
Ch.  II  of  this  part  of  the  report,  pp.  497-623.)     Thus,  without  the  expenditure  of  any  of  his 
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Similar  methods  were  adopted  by  Home  and  Foreign  Securities 
Corporation  to  acquire  control  of  Oils  &  Industries,  Inc.,  and  by  Chase 
Donaldson  and  his  associates  to  acquire  control  of  Allied  General  Cor- 
poration. In  these  cases  the  power  of  the  management  to  alter  the 
company's  capital  structure  provided  the  means  by  which  the  pur- 
chase price  of  control  could  be  provided  from  the  assets  of  the  ac- 
quired investment  company. 

b.  Oils  &  Industries,  Inc. — Home  and  Foreign  Securities  Corporation 

The  history  of  Oils  &  Industries,  Inc.,  from  its  inception  to  Decem- 
ber 1931,  has  already  been  described.^^'^'^  As  has  been  shown,  by  the 
purchase  of  a  management  contract,  Messrs.  Kahn,  Watson  and  Herz- 
berg  had  acquired  control  of  the  corporation  and  had  misappropri- 
ated approximately  $284,000  of  its  funds. 

Upon  discovery  of  the  "fraudulent  conduct"  of  the  Watson  group, 
the  old  board  of  directors  assumed  the  management  of  the  investment 
company  until  May  1932,  when,  again  without  consulting  the  stock- 
holders, the  board  appointed  Arthur  S.  Kleeman,  the  president  of 
Home  and  Foreign  Securities  Corporation,  another  investment  com- 
pany, as  president  of  Oils  &  Industries,  Inc.,  and  permitted  him  to 
appoint  a  majority  of  a  new  board  of  directors.  Opposition  arose  to 
Mr.  Kleeman's  management  and,  in  order  to  remove  this  opposition, 
Mr.  Kleeman  induced  David  Milton,  president  of  The  Equity  Cor- 
poration, an  investment  company,  to  have  one  of  his  companies  pur- 
chase the  opposing  block  of  stock.  Thereafter,  Mr.  Milton's  nominees 
constituted  half  of  the  board  of  the  investment  company. 

By  1934,  the  David  Milton  interests  had  acquired  approximately 
40%  of  the  stock  of  Oils  &  Industries,  Inc.  In  order  to  prevent  the 
contemplated  absorption  of  Oils  &  Industries,  Inc.  by  The  Equity 
Corporation  by  means  of  an  exchange  offer  of  stock,  Mr.  Kleeman 
caused  his  Home  and  Foreign  Securities  Corporation  to  purchase  the 
David  Milton  holdings  at  a  price  in  excess  of  their  asset  value.  In 
order  to  obtain  cash  to  make  this  purchase.  Home  and  Foreign  Secu- 
rities Corporation,  without  knowledge  of  its  minority  stockholders, 
liquidated  virtually  its  entire  portfolio  and  borrowed  $360,000. 

Thereafter,  Mr.  Kleeman  utilized  his  control  to  effect  a  recapitali- 
zation of  the  investment  company,  which  enabled  Home  and  Foreign 
Securities  Corporation  to  obtain  from  Oils  &  Industries,  Inc.,  the 
necessary  funds  to  repay  the  loan  of  $360,000.  Although  previously 
the  preferred  stock  which  was  originally  issued  by  Oils  &  Industries, 
Inc.,  had  been  eliminated  to  remove  dividend  arrearages  by  reclassi- 


own  funds,  Mr.  Warriner  had  succeeded  in  acquiring  control  of  three  investment  com- 
panies with  aggregate  assets  of  more  than  $20,000,000. 

On  March  9,  1937,  Mr.  Warriner  sold  his  control  of  International  Equities  Corporation 
to  investment  companies  controlled  by  Henderson  Brothers  of  Boston  (ibid.,  and  op.  cit. 
supra,  note  1558,  at  15342).  From  the  proceeds  of  this  sale  Mr.  Warriner  repaid  his 
$139,000  loan  from  the  Delawai'e  Trading  Corporation,  then  controlled  by  Wallace  Groves 
(id.,  at  20471-2),  that  is.  the  loan  which  had  enabled  him.  without  the  investment  of 
any  of  his  own  funds,  to  acquire  and  to  dispose  of  control  of  International  Equities  Cor- 
poration at  a  profit  of  approximately  $1,860,000.  Moreover,  during  the  period  that  Mr. 
Warriner  controlled  General  Investment  Corporation,  that  investment  company  had  suffered 
substantial  losses  as  the  result  of  transactions  with  Wallace  Groves  and  Phoenix  Securities 
Corporation,  an  investment  company  controlled  by  Wallace  Groves.  (See  Ch.  II  of  this 
part  of  the  report,  pp.  497-623.) 

1=85  See  supra,  pp.  1293-6. 
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iying  such  preferred  stock  as  common  stock,  the  new  recapitalization 
plan  authorized  the  issuance  of  new  preferred  stock,  without  voting 
power,  to  be  distributed  to  the  stockholders  as  a  stock  dividend,  re- 
deemable by  the  company  at  95%  of  its  asset  value  in  1,000  share  lots 
only  and  for  a  period  of  three  weeks.  The  stockholders  approved  this 
plan  and  Home  and  Foreign  Securities  Corporation  redeemed  all  of 
the  new  preferred  stock  it  acquired  and  applied  the  proceeds  to  re- 
pay the  balance  of  the  bank  loan  of  $360,000.  No  other  stockholder 
tendered,  or  apparently  was  in  a  position  to  tender,  1,000  share  lots 
of  new  preferred  stock  for  redemption.  Since  the  new  preferred 
stock  had  no  voting  power,  Home  and  Foreign  Securities  Corpora- 
tion's 40%  control  of  Oils  &  Industries,  Inc.,  was  not  disturbed. 

Although  the  stockholders  of  Oils  &  Industries,  Inc.,  had  by  the 
end  of  1935  suffered  realized  and  unrealized  losses  in  excess  of  $4,000,- 
000,  the  four  different  groups  which  successively  controlled  it  were 
enabled  to  derive  large  profits,  directly  or  indirectly,  from  their 
association  with  the  investment  company.^°'° 

c.  Allied  General  Corporation — Chase  Donaldson,  et  al. 

Allied  General  Corporation  was  incorporated  under  the  laws  of 
the  State  of  New  York  on  March  23,  1927,^°'^  at  the  instance  of 
Sterling  Pile,  then  associated  with  Johnson  &  Higgins,  insurance 
brokers  of  New  York  City,  Edward  B.  Twombly,  an  attorney,  and 
Goodwin  Beach  &  Company,  a  firm  specializing  in  the  purchase  and 
sale  of  insurance  securities  headed  by  Edward  S.  Goodwin,  a 
reputed  authority  on  insurance  company  securities.^^^- 

Until  February  1933,  Allied  General  Corporation  functioned  pri- 
marily as  an  investment  banking  institution  distributing  and  trading 
in  the  securities  of  investment  companies  organized  under  the  aus- 
pices of  its  various  managements.^^"^  However,  in  February  1933, 
Allied  General  Corporation  disposed  of  its  investment  banking  busi- 
ness and  became  an  investment  company.^"'*  Although  Allied  Gen- 
eral Corporation  may  not  have  been  an  investment  company  at  the 
time  that  its  control  was  acquired  by  the  Donaldson  group,  neverthe- 
less the  tactics  adopted  by  that  group  are  easily  applicable  to  invest- 
ment companies. 

By  December  31,  1929,  Allied  General  Corporation  (then  known  as 
Insuranshares  Corporation  of  New  York)  had  received  from  its 
stockholders  a  total  of  $4,456,315.60  ^^'°  and  had  issued  as  considera- 
tion therefor  22,285  shares  of  51^%  convertible  preferred  stock  of 
the  par  and  liquidating  value  of  $100  a  share  and  98,928^2  shares 
of  its  no  par  value  common  stock.^°'^    All  of  the  preferred  stock  and 


i°"  See  Ch.  II  of  this  part  of  the  report  for  a  detailed  history  of  Oils  &  Industries,  Inc., 
containing  appropriate  references  to  the  record,  pp.  94—114. 

isn  Public  Examination.  Allied  General  Corporation,  at  4947  and  Commission's  Exhibit 
No.  45.5.  The  corporation  was  originallj'  known  as  Insuranshares  Corporation  of  New 
York.     The  name  of  Allied  General  Corporation  was  adopted  February  1931   (id.,  at  5110). 

1512  Public  Examination.  Allied  General  Corporation,  at  4947-8. 

i="  Id.,  at  4949,  et  seq.  The  corporation  distributed  the  securities  of  Insuranshares 
Corporation  of  Delaware.  Sterling  Securities  Corporation,  and  the  various  companies  in 
the  United  Founders  Corporation  group  of  investment  companies   (ibid.). 

1"*  Id.,  at  5095,  5114-6. 

is'^id.,  at  5028,  5104. 

i"«Id.,  Commission's  Exhibit  No.  463. 
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the  common  stock  were  privately  sold  to  dealers  assisting  the  corpora- 
tion in  its  investment  banking  operations.^^"  No  public  offering  of 
the  shares  was  ever  made. 

By  February  1931  the  net  assets  of  Insuranshares  Corporation 
of  New  York  totaled  approximately  $1,500,000.  The  corporation, 
from  1927  to  February  1931,  had  suffered  a  shrinkage  in  its  contrib- 
uted capital  due  to  realized  and  unrealized  losses  of  approximately 
$3,000,000.i^^« 

On  January  7,  1931,  a  contract  between  United  Founders  Corpora- 
tion and  Insuranshares  Corporation  of  New  York  (the  former  name 
of  Allied  General  Corporation)  was  executed,  by  the  terms  of  which 
United  Founders  Corporation  agreed  to  transfer  to  Insuranshares 
Coropration  of  New  York  securities  having  a  market  value  equiva- 
lent to  the  value  of  the  assets  of  Insuranshares  Corporation.  In  con- 
sideration of  the  transfer  of  securities,  United  Founders  Corpora- 
tion was  to  receive  approximately  50%  of  the  securities  of  Insur- 
anshares Corporation  which  would  be  issued  by  the  corporation  after 
a  recapitalization  of  the  corporation  provided  for  in  the  agreement. 
Under  the  recapitalization  plan  which  was  approved  by  the  com- 
pany's stockholders  on  January  28,  1931,  the  existing  20,000  shares 
of  the  $100  par  value  preferred  stock  were  exchanged  for  20,000 
shares  of  $3  preferred  stock,  of  the  par  and  liquidating  value  of 
$50  a  share,  and  20,000  shares  of  Class  A  stock.  The  outstanding 
93,856  shares  of  common  stock  were  exchanged  for  the  same  number 
of  shares  of  new  common  stock  accompanied  by  option  warrants  to 
purchase  an  additional  46,928  shares  of  new  common  stock  on  or  before 
December  31,  1935,  at  $1  a  share.  For  the  investment  of  $1,500,000, 
which  United  Founders  Corporation  was  to  make  in  Allied  General 
Corporation,  it  was  to  receive  20,000  shares  of  preferred,  20,000 
shares  of  Class  A,  and  100,000  shares  of  the  common  stock  accom- 
panied by  warrants  to  purchase  an  additional  50,000  shares  of  the 
common  stock  of  the  recapitalized  corporation.  Finally  the  name 
of  the  corporation  was  changed  to  Allied  General  Corporation.^^^^ 

Chase  Donaldson,  who  had  been  president  of  Founders  General 
Corporation,  became  the  president  and  a  director  of  Allied  General 
Corporation. ^^^°  E.  Stanley  Glines,  another  representative  of  United 
Founders  Corporation,  also  became  a  director  of  Allied  General 
Corporation. ^^^^    Messrs.  Pile,  Twombly,  and  Goodwin  of  the  exist- 


is"Id.,  at  4954-5. 

«"  Id.,  at  5103-4. 

IE™  Id.,  at  5101-2  and  Commission's  Exhibits  Nos.  469,  471. 

"*™Id.,  at  5094,  5110.  Founders  General  Corporation  was  a  wholly  owned  subsidiary  of 
United  Founders  Corporation  and  of  American  Founders  Corporation,  primarily  engaged 
in  trading  in  and  distributing  the  stock  of  United  Founders  Corporation  to  the  public 
(id.,  at  5096).  In  the  middle  of  1930,  United  Founders  Corporation  sought  to  list  Its 
securities  on  the  New  York  Stock  Exchange.  However,  the  New  York  Stock  Exchange 
"indicated  that  they  felt  it  was  more  desirable  that  a  corporation  not  deal  in  its  own 
securities  through  a  wholly  owned  subsidiary  [Pounders  General  Corporation]"  (id.,  at 
5097).  Thereafter  the  United  Founders  Corporation  reached  a  decision  "to  set  up  an 
entirely  separate  agency  which  might  still  trade  in  the  securities  of  the  Founders  group 
but  which  would  have  no  corporate  relationship  with  the  United  Founders  gioup  and 
which  at  the  same  time  could  engage  in  other  investment  banking  and  trading  activities" 
(id.,  at  5097).  As  a  result  of  this  decision.  United  Founders  Corporation  agreed  to  purchase 
a  50%  stock  interest  in  Allied  General  Corporation  in  the  manner  which  has  been  described. 

IS"  Id.,  at  5113. 
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ing  directorate  continued  as  directors  of  Allied  General  Corpora- 
tion.i5«2 

By  December  31,  1931,  the  value  of  the  assets  of  Allied  General 
Corporation  had  declined  to  approximately  $1,200,000,  as  compared 
with  the  approximately  $3,000,000  in  assets  held  by  the  corporation 
immediately  after  its  recapitalization  in  February  1931.^^^^  The 
assets  of  the  corporation  on  January  20,  1932,  if  it  were  then  dis- 
solved, would  have  been  sufficient  to  pay  only  $37.79  on  each  of  the 
outstanding  36,900  shares  of  the  corporation's  preferred  stock  which, 
under  the  company's  charter,  had  a  preference  in  assets  on  the  com- 
pany's dissolution  of  $50  a  share.  As  a  consequence,  the  outstand- 
ing Class  A  and  common  stock  of  the  corporation  were  without 
asset  value.  United  Founders  Corporation  and  its  subsidiaries  held, 
in  January  1932,  19,630  shares  of  the  preferred  stock,  19,630  shares 
of  the  Class  A  stock,  and  100,000  shares  of  the  common  stock  of 
Allied  General  Corporation.  These  holdings  constituted  52%  of 
the  outstanding  securities  of  the  corporation.^^^*  The  total  asset 
value  of  the  United  Founders  Corporation  group's  holding  of  Allied 
General  Corporation  securities  was  approximately  $740,000,^^^^  as 
compared  with  the  original  investment  of  approximately  $1,500,000 
in  these  securities.  In  other  words,  United  Founders  Corporation 
had  sustained  a  loss  of  approximately  50%  of  its  investment  in 
Allied  General  Corporation.  Mr.  Donaldson  testified  that  United 
Founders  Corporation  at  this  point  was  "willing  or  would  be  sym- 
pathetic to  selling  out  the  Allied  General  business."  ^^^^ 

Meanwhile,  in  the  fall  of  1931,  Chase  Donaldson  and  a  group  of 
his  associates  ^°^'^  in  the  management  of  Allied  General  Corporation 
determined  to  acquire  control  of  Allied  General  Corporation  by  pur- 
chasing the  holdings  of  United  Founders  Corporation.  Prior  to 
January  1932,  this  group  had  purchased  a  total  of  34,163  shares  of  the 
common  stock  of  Allied  General  Corporation.  These  shares,  however, 
had  been  pledged  by  the  group  with  Manufacturers  Trust  Company  to 
secure  a  loan  of  $20,000  made  by  the  bank  to  the  group  to  finance  the 
purchase  of  the  shares.^^^^  The  Donaldson  group,  after  some  negotia- 
tion with  United  Founders  Corporation,  obtained  its  agreement  to  dis- 
pose of  its  holdings  in  Allied  General  Corporation  for  a  total  price 
of  $540,000,  being  $27.50  a  share  for  the  19,630  shares  of  preferred 
stock  held  by  United  Founders  Corporation.^^^^  The  Class  A  and 
common  stock  interest  in  Allied  General  Corporation  held  by 
Founders  were  to  be  transferred  to  the  syndicate  free  of  charge.  As 
has  been  indicated,  these  securities  had  no  asset  value.  Although  the 
price  to  be  paid  by  the  Donaldson  group  for  the  holdings  of  the 
United  Founders  Corporation  group  in  Allied  General  Corporation 
was  approximately  $10  less  than  the  liquidating  value  of  each  share 

^^^  Id.,  Commission's  Exhibit  No.  475. 

1588  Id.,  at  5164. 

«s4id._  Commission's  Exhibit  No.  494. 

15S5  The  19,630  shares  of  the  preferred  stock  of  AHied  General  Corporation  had  an  asset 
value  of  $37.79  a  share  or  a  total  asset  value  of  approximately  $740,000. 

i^sf'Op.  cit.,  supra,  note  1572,  at  5188. 

"37 1(3.,  Commission's  Exhibit  No.  496.  Mr.  Donaldson's  associates  were :  Dean  J.  Almy, 
Herbert  R.  Anderson,  W.  F.  Best,  R.  S.  Elliott,  Jr.,  Alfred  M.  Elsesser,  Kenneth  S.  Gaston, 
and  Eliot  Sharp  (ibid.). 

IMS  Id.,  at  5191-2. 

iss^Id.,  Commission's  Exhibit  No.  494. 
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of  Allied  General  Corporation  preferred  stock  to  be  sold  by  United 
Founders  Corporation,  the  purchase  price  was  greatly  in  excess  of 
the  then  market  value  of  the  preferred  stock  which  was  then  selling 
in  a  very  inactive  market  on  the  New  York  Produce  Exchange  at  $8 
a  share.^^''"  The  contemplated  purchase  price  to  be  paid  by  the 
Donaldson  group  was  approximately  $382,785  above  the  quoted  mar- 
ket value  of  the  Allied  General  Corporation  preferred  shares  to  be 
acquired  from  the  United  Founders  Corporation  group. 

However,  Mr.  Donaldson  and  his  associates  were  without  funds  to 
effect  the  purchase  of  United  Founders  Corporation's  interest  in 
Allied  General  Corporation.^^''^  Apparently  a  bank  loan  could  not 
be  obtained  without  the  guaranty  of  a  financially  responsible  indi- 
vidual. 

In  December  1932,  Mr.  Donaldson,  largely  through  his  half- 
brother,  John  W.  Donaldson,^^^^  then  a  vice  president  of  Atlas  Cor- 
poration, enlisted  the  aid  of  Atlas  Corporation  in  his  plans  to  acquire 
control  of  Allied  General  Cor|Doration.  Atlas  Corporation  in  1931 
had  acquired  control  of  12  investment  companies  ^°^^  and  in  1932  was 
primarily  engaged  in  acquiring  additional  shares  of  its  controlled 
companies  at  their  market  prices  which  were  substantially  less  than 
the  asset  values  of  such  shares.^^^*  Allied  General  Corporation's 
nation-wide  security  dealer  contacts  and  its  extensive  securities  dis- 
tribution organization  would  obviously  be  of  material  assistance  to 
Atlas  Corporation  in  accomplishing  its  objective.  In  January  1932, 
Chase  Donaldson  and  Atlas  Corporation  reached  an  oral  agreement 
that  Allied  General  Corporation  after  its  acquisition  by  Mr.  Donald- 
son would  aid  Atlas  Corporation  in  its  investment  company  acquisi- 
tion program.  Under  the  plan,  Allied  General  Corporation  was  to 
purchase  Atlas  Corporation's  securities  in  the  open  market  and  ex- 
change them  for  securities  of  Atlas  Corporation's  controlled  com- 
panies on  a  market  value  basis.  The  securities  of  the  companies 
controlled  by  Atlas  Corporation,  so  acquired  by  Allied  General  Cor- 
poration,^^^^  were  to  be  purchased  b}^  Atlas  Corporation.  Allied 
General  Corporation  was  to  receive  a  commission  from  Atlas  Cor- 
poration for  its  services.^^''^ 

Atlas  Corporation  further  agreed  to  guarantee  ^^^^  a  loan  to  be  made 
by  Manufacturers  Trust  Company  to  Chase  Donaldson  and  his  asso- 
ciates in  the  sum  of  $560,000,  of  which  $540,000  was  to  be  used  to  pur- 
chase the  United  Founders  Corporation's  controlling  interest  in 
Allied  General  Corporation  and  $20,000  was  to  constitute  a  renewal 
of  the  $20,000  loan  already  made  by  the  bank  to  the  Donaldson  group. 
The  shares  of  Allied  General  Corporation  acquired  from  United 
Founders  Corporation  were  to  be  pledged  with  the  bank  to  secure  the 


isflo  During  March  1932.  according  to  the  Bank  and  Quotation  Record,  only  200  shares  of 
the  preferred  stock  of  Allied  General  Corporation  were  traded  on  the  New  York  Produce 
Exchange.  The  market  pi-ice  was  $8  a  share.  No  trading  in  the  stock  occurred  in  Decem- 
ber 1931,  or  in  January  and  February  1932. 

»»i  Op.  cit.   supra,  note  1572,  at  5197 

««=Id.,  at  5196,  5201. 

^="5  See  supra,  p.  1057. 

^'"^  Ibid. 

1595  Op.  cit.  supra,  note  1572,  at  5223,  5245-6. 

if^o"  Id.,  Commission's  Exhibit  No.  495  ;  Public  Examination,  Atlas  Corporation,  Commis- 
Plon-s  Exhibit  No.  2002  (p.  57). 

ist.7  Op.  cit.  supra,  note  1572,  Commission's  Exhibit  No.  497. 
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loan.^°^^  In  consideration  of  its  guaranty,  Atlas  Corporation  was  to 
receive  from  the  Donaldson  group  on  repajaiient  of  the  loan  9,815 
shares  of  the  Class  A  stock  and  37,500  shares  of  the  common  stock  of 
Allied  General  Corporation.^"^^  These  shares,  however,  were  never 
received  by  Atlas  Corporation.  Eventually  it  was  paid  by  the  Don- 
aldson group  for  its  guaranty  in  another  manner.^''°° 

However,  the  problem  of  the  repayment  of  the  loan  remained.  To 
meet  this  problem,  Chase  Donaldson  presented  to  Atlas  Corporation 
a  plan  ^''"^  whereby  the  control  to  be  possessed  by  Mr.  Donaldson  over 
the  corporate  assets  of  Allied  General  Corporation  would  be  utilized 
to  repay  the  loan.  Briefly,  the  Donaldson  plan  was  to  reduce,  with 
the  stockholders'  approval,  the  capital  allocated  to  the  preferred 
stock  of  Allied  General  Corporation  in  order  to  create  a  paid-in  sur- 
jdIus.  With  this  surplus,  Donaldson  intended  to  retire  preferred  stock 
of  the  corporation  in  the  ratio  of  one  share  to  be  purchased  from  him- 
self and  his  associates  for  each  share  purchased  from  the  public. 
The  Donaldson  group,  however,  was  to  receive  a  more  favorable  price 
for  their  shares.^*^"^  Further,  Donaldson  intended  to  use  the  prospec- 
tive profits,  to  be  derived  by  Allied  General  Corporation  as  commis- 
sions made  in  effectuating  exchanges  of  Atlas  Corporation's  securities 
for  the  securities  of  its  controlled  companies,  to  purchase  preferred 
stock  and  to  pay  dividends  on  the  preferred  and  other  securities  of 
Allied  General  Corporation.  From  these  dividends  and  purchases 
of  their  preferred  shares,  funds  would  be  derived  by  the  Donaldson 
group  with  which  to  pay  off  the  loan.  The  purchase  price  to  be  paid 
Allied  General  Corporation  for  its  preferred  stock  securing  the  loan 
made  b}^  Manufacturers  Trust  Company  was  to  be  applied  by  the 
bank  in  reduction  of  the  loan. 

This  projected  method  of  repayment  of  the  loan  was  described  to 
Atlas  Corporation  in  a  memorandum  ^®°3  dated  January  22,  1932, 
written  by  Chase  Donaldson.    This  memorandum  states  in  part : 

As  soon  as  control  is  acquired,  a  special  stockholders  meeting  would  be  called 
(February  or  March)  to — 

a.  Restate  value  of  stock  from  $50  to  $5,  creating  capital  surplus. 

b.  Authorize  irmuediate  purchase  and  retirement  of  10,000  shares  of  Preferred 
Stock  out  of  capital  surplus  so  created. 

c.  Authorize  purchase  and  retirement  of  such  additional  amounts  as  Executive 
Committee  shall  determine,  but  only  out  of  realized  net  profits  after  Preferred 
dividend  requirements  in  any  one  month. 

Note  to  Mb.  Gibsox  [president  of  Manufacturers  Trust  Company]  :  These 
plans  not  to  be  known  to  Founders. 

About  February  to  March:  Allied  General  Preferred,  Class  A  and  Common 
stocks  might  be  listed  on  the  Curb,  and  the  Company  would  purchase  10.000 
shares  of  Preferred,  of  which  5,000  shares  from  Public  and  5,000  shares 
from  Syndicate :  Average  price  less  than  $20  a  share.  Syndicate  would  pay 
off  the  loan  by  $125,000  from  proceeds  (5,000  shares  X  $25),  leaving  a  loan  of 
$435,000     *     *     *_ 


i^s'Id.,  Commission's  Exhibits  Nos.  495.  497. 

i««  Id..  Commission's  Exhibit  No.  497. 

'«""  See  infra,  p.  1357. 

1601  Op.  cit.  supra,  note  1572.  Commission's  Exhibit  No.  494. 

""^"^  See  infra,  pp.  1354-5. 

1**  Op.  cit.  supra,  note  1572,  Commission's  Exhibit  No.  494. 
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March  to  June:  Depending  upon  earnings,  it  would  be  ttie  plan  of  the  Syndi- 
cate to  apply  all  net  profits  each  month  to  the  retirement  of  Preferred  Stock. 
With  present  and  projected  business  (particularly  Atlas  exchange)  it  might  be 
possible  to  purchase  and  retire  another  5,000  shares  at  $25  ($125,000)  largely 
from  the  Syndicate  account,  leaving  loan — $310,000. 

It  will  be  noted  that  while  the  10,000  shares  of  preferred  stock 
which  were  to  be  purchased  from  the  surplus  created  by  the  reduction 
of  the  capital  allocable  to  the  preferred  stock,  were  to  be  acquired  at 
an  average  of  less  than  $20  a  share,  5,000  of  the  shares  to  be  retired 
were  to  be  acquired  from  Donaldson  and  his  associates  at  $25  a  share. 
In  other  words,  those  in  control,  it  was  contemplated,  would  receive 
a  higher  price  for  their  shares  than  would  be  paid  for  the  shares  held 
by  the  public.  Further,  the  retirement  of  the  corporation's  preferred 
stock  by  purchases  below  the  asset  value  of  such  stock  would  enhance 
the  asset  value  of  the  Class  A  and  common  stocks  held  by  the  Don- 
aldson group.  The  group  would  hold  the  majority  of  these  secu- 
rities which  also  constituted  control  of  the  company .^^'^^ 

Atlas  Corporation  apparently  agreed  to  the  proposed  method  by 
which  the  loan  was  to  be  repaid.""^  On  January  29,  1932,  the  trans- 
action between  United  Founders  Corporation  and  the  Donaldson 
group  was  closed.  A  loan  in  the  sum  of  $560,000  by  the  group  was 
procured  from  the  Manufacturers  Trust  Company .^*^°*'  In  accordance 
with  its  agreement,  this  loan  was  guaranteed  by  Atlas  Corporation.^*'"' 

The  connection  of  Atlas  Corporation  with  the  transaction  and  the 
proposed  method  by  which  the  Donaldson  group  intended  to  repay 
the  loan  were  intentionally  concealed  from  United  Founders  Corpora- 
tion. Mr.  Donaldson  testified  that  these  facts  were  concealed  from 
United  Founders  Corporation  because  of  the  fact  that  if  United 
Founders  Corporation  had  been  aware  of  Atlas  Corporation's  connec- 
tion with  the  transaction,  "they  might  have  tried  to  raise  the  price 
on  us." 

Mr.  Donaldson  testified  further :  '^^^^ 

Q.  You  said  you  felt  if  they  [United  Founders  Corporation]  knew  the  method 
by  which  you  hoped  to  purchase  the  stock  that  they  might  increase  the  price? 

A.  Perhaps,  I  didn't  make  myself  clear.  This  is  what  was  in  my  mind  at  the 
time.  I  felt  that  if  the  people  in  United  Founders  believed  that  we  had  a  highly 
profitable  sort  of  business  accruing  to  us,  one  or  two  things  might  have  hap- 
pened; either  they  wouldn't  have  sold  to  us  or  they  would  not  have  looked 
with  any  great  favor  on  our  doing  business  with  the  Atlas  Corporation.  To 
put  it  briefiy,  I  was  between  two  fears  as  to  what  course  to  take.  It  seemed 
logical  not  to  disclose  to  the  Founders  group  that  the  Atlas  Corporation  was 
guaranteeing  the  loan,  for  those  two  reasons  I  have  stated  to  you. 

Q.  After  all,  you  were  an  oflBcer  of  Allied  General  at  that  time. 

A.  Yes,  sir. 


K**  Id.,  at  5207-8. 

^""^Id.,  at  5200.     Mr.  Donaldson  testified  (ibid.)  : 

I  disclosed  to  the  Atlas  Corporation  all  of  the  contemplated  methods  which  might 
be  used  to  retire  this  loan,  including  possible  profits  from  our  relationship  with  them, 
including  retirement  of  stock  by  purchase,  and  I  can  only  repeat  this  memorandum 
which  you  state  was  handed  to  the  other  corporation. 

"Mid.,  Commission's  Exhibit  No.  499. 
io"7  la.^  Commission's  Exhibit  No.  498. 
I'^'Id.,  at  5205-7. 
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Q.  And  Founders  were  stockholders  in  that  corporation,  weren't  they? 
A.  Yes. 

Q.  As  stockholders,  didn't  you  think  you  owed  them  any  duty  as  to  complete 
disclosure  in  connection  with  any  transaction  you  were  consummating? 
A.  I  didn't  think  so  in  this  case. 

Promptly  on  their  accession  to  control  of  Allied  General  Corpora- 
tion in  February  1932,  the  Donaldson  group  proceeded  to  carry  for- 
ward their  projected  plan  for  repayment  of  the  borrowed  funds  which 
they  had  used  to  acquire  control  of  Allied  General  Corporation.  On 
February  19, 1932,  stockholders  were  informed  by  letter  ^soa  of  a  meet- 
ing to  be  held  on  March  8,  1932,  to  consider  a  reduction  of  the  capi- 
tal of  the  corporation  allocable  to  its  preferred  stock  from  $50  to  $10 
a  share."^°  The  net  capital  surplus  (after  creating  a  reserve  for  de- 
preciation in  value  of  portfolio  securities)  thus  to  be  created  amounted 
to  approximately  $641,000.i6u  rpj^g  j^^^gj.  stated  that  this  surplus 
would  be  available  for  retirement  of  the  corporation's  preferred 
shares.  Not  revealed  in  the  letter,  however,  was  the  method  by  which 
Mr.  Donaldson  and  his  associates  had  acquired  control  of  the  cor- 
poration nor  the  fact  that  the  preferred  shares  pledged  by  the  group 
to  secure  their  loan  were  to  be  repurchased.  In  fact,  a  direct  inquiry 
in  a  letter  "^^  (j^ted  February  25,  1932,  from  one  Harry  Buford,  a 
preferred  stockholder,  as  to  whose  shares  were  to  be  repurchased,  was 
answered  without  revealing  the  fact  that  the  controlling  group  in- 
tended to  use  the  surplus  to  be  created  to  purchase  their  own  shares  as 
well  as  the  shares  held  by  the  public^^'^^ 

On  March  8,  1932,  th&  proposed  reduction  of  the  capital  of  the  cor- 
poration allocable  to  the  preferred  stock  was  approved  by  more  than 
two-thirds  of  the  shares.^^"  The  Donaldson  group  which  held  in 
excess  of  50%  of  the  shares  of  each  class  of  the  corporation's  securi- 
ties voted  their  stock  in  favor  of  the  plan. 

In  May  and  July  1932,  Allied  General  Corporation  purchased  from 
the  Donaldson  group  3,500  shares  of  its  preferred  stock  at  a  price  of 
$15  a  share.^615  The  market  price  of  these  shares  on  the  dates  thev 
were  purchased  was  approximately  $8  a  share-^^^ie  rj.^^  $52,500  thus 
raised  by  the  group  was  used  to  reduce  the  loan  at  Manufacturers 
irust  Company.1617  ^he  discriminatory  nature  of  these  purchases 
by  the  corporation  from  the  Donaldson  group  is  indicated  by  the  fact 

^"•^  Id.,  Commission's  Exhibit  No.  500. 

"1"  Ibid. 

1"!  Id.,  at  5229. 

'oi^  Id.,  Commission's  Exhibit  No.  504-A.  Mr.  Buford's  letter  stated  :  "Whose  stock  and 
at  what  prices  would  be  purchased  is  not  intimated.     Naturally." 

With  reference  to  the  letter,  Mr.  Donaldson  testified  (id.,  at  5243)  ; 

Q.   Of  course,  he  [Mr.  Buford]  evidently  didn't  know  that  it  was  anticioated  that  at 
pui^L^ed^fiTn-t  ttVsof  "^°'''  '^  ''''  controlling  interest^f  Sd^  GeS'wa?  to  be 

A.  You  say  of  course  he  didn't  know  ? 
asked  tt'^fqVstion"''^^  "'^  ^*'""  ^^'^^"^^^^  *^^t  ^"^  '^^'^'I't  know,  because  he  specifically 
nrivV=.H^^w^  advised  stock  was  going  to  be  purchased  by  the  corporation,  but  he  was  not 
advised  that  any  of  the  stock  was  going  to  be  purchased  from  any  given  individual 

""  Id.,  Commission's  Exhibit  No.  504-B. 

^•i''  Id.,  Commission's  Exhibits  Nos.  o04-E,  509-F,  509-K. 

»«"  Id.,  Commission's  Exhibits  Nos.  509-F,  509-K. 

^"1"  Id.,  Commission's  Exhibits  Nos.  509-G,  o09-J. 

^'^1^  Id.,  Commission's  Exhibit  No.  499. 
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that  from  February  1932  to  December  of  the  same  year,  Allied  Gen- 
eral Corporation  acquired  from  the  public  a  total  of  6,921  shares  of 
its  preferred  stock  at  an  average  price  of  $12.05  a  share."^^ 

Ultimately,  however,  the  plan  for  repayment  of  the  loan  by  the 
Donaldson  group  became  impossible  of  fulfillment  for  two  reasons. 
First,  under  the  management  of  Mr.  Donaldson  and  his  associates, 
Allied  General  Corporation  engaged  in  extensive  short  selling  of  its 
portfolio  securities."^^  By  July  1932,  these  short  sales  had  resulted 
in  a  loss  to  the  corporation  of  over  $500,000,^*520  ^  j^gg  sufficient  to 
erase  most  of  the  capital  surplus  which  had  been  created  by  the  re- 
duction of  the  capital  allocable  to  the  preferred  stock  in  March  1932. 
Secondly,  in  June  1932,  Atlas  Corporation  itself  determined  to  make 
exchange  offers  of  its  securities  for  the  securities  of  its  controlled 
companies."^^  As  a  consequence,  the  expected  profits  to  be  earned  by 
Allied  General  Corporation  in  effectuating  Atlas  Corporation  ex- 
changes did  not  materialize.  On  December  13,  1932,  Atlas  Corpora- 
tion paid  $50,000  to  Allied  General  Corporation  in  full  settlement 
of  its  services  in  aid  of  the  Atlas  Corporation  exchange  program.^*^^^ 

On  December  7,  1932,  Mr.  Donaldson  and  his  associates,  as  has 
already  been  described,  in  conjunction  with  Wallace  Groves,  caused 
the  incorporation  of  The  Equity  Corporation  in  Delaware.^''^^  The 
Allied  General  Corporation  shares  owned  by  the  Donaldson  group 
were  transferred  to  The  Equity  Corporation  in  consideration  of  the 
receipt  by  the  Donaldson  group  of  500,000  shares  of  common  stock  of 
The  Equity  Corporation.^*'^"  These  Equity  Corporation  shares  on  De- 
cember 13,  1932,  were  substituted  with  Manufacturers  Trust  Com- 
pany as  collateral  for  its  loan  which  then  stood  at  $490,000.^^^^*  The 
bank  simultaneously  released  the  Allied  General  Corporation  shares 
to  The  Equity  Corporation.  Of  the  total  of  $70,000  by  which  the 
loan  had  been  reduced  by  the  Donaldson  group,  $52,500,  as  has  been 
indicated,  had  been  realized  by  the  purchase  by  Allied  General 
Corporation  of  3,500  shares  of  its  preferred  stock  from  the  group; 
the  remainder  had  been  paid  from  the  personal  funds  of  the 
group.^*'^*' 

Eventually,  the  loan  was  repaid  by  sales  of  The  Equity  Corpora- 
tion stock  held  by  the  bank  as  collateral.  Included  in  the  purchasers 
of  The  Equity  Corporation  stock  were  Allied  General  Corporation 
itself  which  on  December  13,  1932,  purchased  40,500  shares  of  the 
stock  at  a  total  cost  of  $40,500.i«2^  By  June  28,  1933,  the  loan  had 
been  liquidated.    Atlas  Corporation  was  thereupon  released  from  its 


10^8  Derived  from  supplementary  information  supplied  the  Commission  for  Allied  General 
Corporation.  At  or  about  the  time  that  the  Donaldson  group  was  purchasing  its  own  holdings 
of  the  preferred  stock  of  Allied  General  Corporation  at  a  price  of  $15  a  share,  Allied  General 
Corporation  offered  to  exchange  some  of  its  portfolio  securities  having  a  marljet  value  of  $11 
for  each  share  of  its  preferred  stock  (op.  cit.  supra,  note  1571,  Commission's  Exhibit  No. 
509-J). 

^<'^'->  Id.,  at  5249-51  and  Commission's  Exhibit  No.  505. 

'"^o  Id.,  at  5250-1. 

i«^i  Id.,  at  5247  and  5259-60. 

i<'22  Public  Examination,  Atlas  Corporation,  Commission's  Exhibit  No.  2002   (p.  57). 

"23  See  supra,  pp.  1039-41. 

^82^  Op.  cit.  supra,  note  1571,  at  5294. 

i^-'^  Id.,  at  5295. 

'«2o  Id.,  at  5240. 

w"  Id.,  at  529.5. 
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guaranty.  Atlas  Corporation  was  compensated  for  its  guaranty  in 
the  following  manner :  On  June  28,  1933,  Atlas  Corporation  caused 
several  of  its  subsidiaries  to  purchase  60,000  shares  of  common  stock 
of  The  Equity  Corporation  held  by  Manufacturers  Trust  Company 
as  collateral  on  its  loan  to  the  Donaldson  group,  for  $50,000.^'^2«  This 
$50,000  was  applied  by  the  bank  in  reduction  of  its  loan  to  the  Donald- 
son group.  On  June  18,  1933,  Allied  Distributors,  Inc.,  a  company 
controlled  by  Chase  Donaldson,  purchased  from  the  Atlas  Corpora- 
tion subsidiaries  these  50,000  shares  of  stock  of  The  Equity  Corpora- 
tion for  $62,500.^^2^  Atlas  Corporation,  through  its  subsidiaries,  thus 
derived  a  profit  of  $12,500.i«^o 

IV.  EXCHANGE  OFFERS 

A.  Function  of  Exchange  Offers  in  Programs  of  Acquisition  of 
Investment  Companies 

In  connection  with  the  acquisition  of  control  of  investment  com- 
panies, various  devices  were  employed  to  obtain  the  active  cooperation 
or  at  least  the  acquiescence  of  the  existing  managers  or  sponsors  of 
the  acquired  companies  to  the  plans  of  the  acquiring  corporation  or 
individual.  The  objectives  of  acquiring  corporations  or  indivduals 
may  have  ranged  from  direct  conversion  of  the  assets  of  the  acquired 
company  to  their  own  use,  or  to  the  acquisition  in  connection  with 
expansion  programs  of  all  the  outstanding  shares  of  the  acquired  com- 
panies for  a  total  consideration  less  than  their  actual  asset  value.  In 
the  course  of  these  expansion  programs  extensive  use  was  made  of 
exchange  offers  with  the  ultimate  aim  of  absorbing,  by  the  legal  tech- 
niques of  dissolution,  merger,  and  consolidation,  the  assets  of  the 
companies  acquired.^  In  this  manner  there  would  be  realized  the  gains 
desired  as  a  result  of  the  spread  between  the  asset  value  of  the  shares 
of  acquired  companies,  and  their  cost  in  cash  or  in  securities  to  the 
acquiring  company.^  To  accomplish  this  purpose,  therefore,  it  was 
necessary  to  acquire  the  percentage  of  voting  stock  necessary,  under 
applicable  State  laws,  to  effect  the  dissolution,  merger,  or  consolida- 
tion of  the  acquired  company.^ 


1628  Derived  from  supplementa  ry  information  supplied  the  Commission  for  Atlas  Corporation. 

i«M  Ibid. 

i«io  Ibid.,  and  op.  cit.  supra,  note  1572,  at  5252. 

1  Atlas  Corporation  and  The  Equity  Corporation  engaged  in  the  largest  of  these  expansion 
programs.  The  activities  of  Atlas  Corporation  will  be  discussed  in  detail  in  this  section. 
The  activities  and  methods  of  solicitation  adopted  by  The  Equity  Corporation  in  Its  ex- 
change offer  program  have  been  described  in  detail  in  the  Commission's  Report  on  the 
Study  and  Investigation  of  the  Work,  Activities,  Personnel  and  Functions  of  Protective 
and  Reorganization  Committees  (1938),  Part  VII,  Sec.  IV. 

2  Public  Examination,  Atlas  Corporation,  at  17722-3. 

3  By  the  laws  ef  Delaware  (Del.  Rev.  Code  (1935)  c.  65  §  39),  the  situs  of  incorporation 
of  most  of  the  corporations  acquired  by  Atlas  Corporation  and  The  Equity  Corporation,  a 
voluntary  non-judicial  dissolution  of  a  corporation  can  he  effected  only  with  the  consent 
of  the  holders  of  two-thirds  of  the  voting  shares  of  the  corporation.  Similarly,  a  merger 
or  consolidation  of  a  Delaware  corporation  (Del.  Rev.  Code  (1935)  c.  65  §  59)  can  be  effected 
only  with  the  consent  of  the  holders  of  two-thirds  of  the  corporation's  capital  stock.  Under 
the  laws  of  Maryland,  a  state  in  which  several  of  the  corporations  absorbed  by  Atlas 
Corporation  and  The  Equity  Corporation  were  incorporated,  the  consent  of  the  holders 
of  two-thirds  of  each  class  of  voting  stock,  voting  by  classes,  is  a  prerequisite  to  a  volun- 
tary dissolution,  merger,  or  consolidation  of  their  company  (Md.  Code  Ann.  [Flack  Supp. 
1935]  Art.  23  §§  33,  33%,  34,  35,  91). 
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The  exchange  offers  primarily  served  to  increase  the  holdings  of  the 
acquiring  company  in  the  stocks  of  its  controlled  companies  to  the 
point  where,  by  its  voting  power,  it  could  effect  a  merger,  dissolution, 
or  consolidation  of  the  controlled  companies.  In  some  cases,  although 
infrequently,  the  exchange  offer  was  used  initially  to  acquire  control 
itself.^ 

However,  the  usual  procedure  of  the  acquiring  corporation  was  to 
acquire  working  control  (by  a  transaction  with  the  former  sponsors 
or  managers  of  an  investment  company)  and,  thereafter,  to  augment 
its  holdings  by  exchange  offers.  In  many  cases  open-market  purchases 
were  made  of  the  securities  of  acquired  compjanies.  Usually,  however, 
market  purchases  failed  to  increase  the  holdings  of  the  acquiring  cor- 
poration to  the  statutory  quantum  of  voting  stock  necessary  to  dis- 
solve, merge,  or  consolidate  the  controlled  company.  A  substantial 
number  of  minority  stockholders  usually  desired  to  retain  a  continu- 
ing interest  in  the  assets  of  their  company.^ 

Mr.  Odium  testified^  that  one  of  the  primary  purposes  of  the  ex- 
change offers  was  to  enable  Atlas  Corporation  to  "clear  away"  its 
acquired  companies,  that  is,  to  acquire  a  sufficient  amount  of  their 
voting  shares  to  effect  their  dissolution,  merger,  or  consolidation : 

Q.  And  then  in  all  instances  *  *  *  an  exchange  offer  was  made  of  Atlas 
Corporation  stock  for  the  stock  of  these  various  companies,  isn't  that  so? 

A.  I  would  be  inclined  to  say  yes,  because  that  was  the  only  way  that  they 
could  be  cleared  away. 

To  accomplish  the  purpose  of  eliminating  this  minority  interest,  a 
large  number  of  various  exchange  offers  were  made,^  and  almost  in- 
variably the  quantum  of  voting  stock  necessary  to  absorb  the  assets 
of  the  acquired  company  by  the  process  of  liquidation,  merger,  or  con- 


■*  Thus,  of  the  22  investment  companies  which  were  assimilated  by  Atlas  Corporation, 
control  of  only  7 — All  America  General  Corporation,  Allied  Atlas  Corporation,  Power  and 
Light  Securities  Trust,  Selected  Stocks,  Inc.,  Iroquois  Share  Corporation,  Jackson  &  Curtis 
Investment  Associates,  and  Atlantic  Securities  Corporation — were  acquired  by  means  of 
exchange  offers.  In  each  of  these  cases,  however,  acceptance  of  the  exchange  offers  was 
recommended  by  the  sponsors,  managers,  and  directors  of  the  acquired  corporation.  In 
6  of  these  cases  the  exchange  offers  resulted  in  the  acquisition  by  Atlas  Corporation  of  a 
suflQcient  amount  of  voting  stock  to  effect  the  dissolution,  merger,  or  consolidation  of  the 
acquired  companies  (op.  cit.  supra,  note  2,  Commission's  Exhibits  Nos.  1962,  1963,  1970, 
2001). 

5  As  Mr.  Odium  testified  (id.,  at  17726)  : 

Q.  I  don't  dispute  that  initially  you  got  into  the  trust  by  purchasing  for  cash  from 
the  sponsor  but  getting  the  securities   in  was   effected  by   the  medium  of  exchanges. 

A.  That  was  a  necessary  incident  of  the  others.  The  objective  was  to  get  as  many 
in  as  we  could  for  cash,  and  we  had  to  use  exchanges  because  many  people  didn't  want 
to  sell  their  trust  stocks  for  cash,  they  felt  that  they  had  taken  the  loss  and  they 
wanted  to  ride  back  with  the  thing  and  therefore  to  complete  the  program  after  we 
bought  all  that  we  could  for  cash,  we  had  to  give  them  a  position  in  our  company  to 
allow  them  to  come  back  with  the  portfolio. 

8  Id.,  at  17729. 

■^  Atlas  Corporation  made  43  exchange  offers  for  the  securities  of  21  investment  com- 
panies. Similarly,  The  Equity  Corporation  made  almost  50  exchange  offers  for  securities 
of  14  investment  companies  (id.,  Commission's  Exhibits  Nos.  1970  and  2001,  and  Public 
Examination,  The  Equity  Corporation,  Commission's  Exhibits  Nos.  839  and  840).  The 
total  includes  the  offers  made  to  the  stockholders  of  Colonial  States  Fire  Insurance  Com- 
pany and  Majestic  Fire  Insurance  Company  of  New  York  after  they  had  been  merged,  by 
successive  steps,  into  America  Colony  Insurance  Company.  The  exchange  offer  made 
to  the  stockholders  of  Germanic  Fire  Insurance  Company  of  New  York,  which  had  been 
merged  with  American  Colony  Insurance  Company  in  1931  before  The  Equity  Corporation 
had  been  organized  has  not  been  included  (ibid.). 
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solidation  had  been  acquired.^  Table  18  ^  indicates  the  percentage  of 
the  outstanding  stock  of  its  controlled  companies  ultimately  acquired 
by  the  Atlas  Corporation,  and  indicates  the  percentage  of  such  stock 
which  was  acquired  by  purchase  and  by  exchange  offer.  It  will  be 
noted  that  of  the  total  securities  acquired  by  Atlas  Corporation  in  14 
of  the  controlled  companies,  30%,  or  more,  of  such  securities  were 
acquired  through  the  medium  of  exchange  offers. 

Table  18. — Shares  of  investment  trusts  acquired  hy  Atlas  Giorporation  ty 
purchase  and  exchange,  as  of  Dec.  SI,  1935 


Name  of  corporation 


All  America  General  Corpora- 
tion. 
Allied  Atlas  Corporation 


Power    and    Light    Securities 
Trust. 


Selected  Stocks,  Inc 

Ungerleider  Financial  Corpora- 
tion. 


Iroquois  Share  Corporation 

Federated  Capital  Corporation, 


General  Empire  Corporation 

Jackson  &   Curtis  Investment 


Securities  Allied  Corporation.... 


Chain  Store  Stocks,  Inc. 


National  Securities  Investment 
Co. 

Aviation  Securities  Corporation. 
Sterling  Securities  Corporation.. 

Atlantic  Securities  Corporation. 


Type  of  security 


[Common 

[Warrants 

Common.- 

[Certificates  of 
beneficial  in- 
terest. 

[Warrants 

[Common 

.Warrants 

Common _ 

■--.do 

.Warrants 

(preferred 

[Common 

[--..do 

Warrants 

Certificates     of 
beneficial    in- 
terest. 
Common     vot- 
ing. 
Common    non- 
,    voting. 

[Common 

[Warrants 

[preferred .-. 

[Common.— 

[....do 

[Warrants 

[First  preferred.. 
|$1.20preference-- 

I  Common  A 

[Common  B 

[Preferred.. 

Common 

Warrants 


Total 
shares 


quired 


164, 213 
65,  239 

279, 576 
60,  721 


75, 237 
14, 710 
21,  386 
215, 025 

154, 327 
71, 500 
116, 453 
172,985 
200,047 
106, 426 
21, 146 


100,000 

1, 334, 057 

220, 205 
100,000 
133, 
855, 985 
131, 130 
43, 834 
176, 751 
308,624 
275,859 


49, 

164, 609 
18, 


Percent 
of  out- 
stand- 
ing 


99.0 
97.0 
97.0 
95.0 


99.0 
97.0 

97.0 
100.0 
94.0 
69.0 


100.0 
95.0 


95.0 
100.0 
97.0 
92.0 
97.9 
43.0 
75.0 
61.0 
45.0 
88.4 
98.0 
98.0 
100.0 


Total 
shares 
pur- 


53, 696 
23,451 

36, 484 
4,942 


33, 703 

2,480 

1,445 

187,  386 

14, 025 

77,957 


47,783 
106, 426 


654, 109 

158, 723 
100,000 

89,  221 
705, 433 
109,817 

43, 834 
141, 029 
231,457 
210,393 
251, 058 
492 
1,336 

18, 693 


Percent 
of  pur- 
chases 

to 
shares 

ac- 
quired 


32.7 
35.9 
13.0 

8.1 


44.8 
16.9 


23.9 
100.0 


100.0 

49.0 

72.0 
100.0 
67.0 
82.0 
83.7 
100.0 
79.8 
75.0 
76.3 
95.2 
1.0 
.8 
100.0 


Total 
shares 


changed 


110, 517 
41, 788 
243,092 

55, 779 


41,  534 
12, 230 
19, 941 
27,  639 

140, 302 
71,  500 
37, 496 
104, 402 
152, 264 


21, 146 


44,087 
150, 552 
21,  313 


35, 722 
77, 167 
65, 466 
12,  630 
49, 491 
163,  273 


Percent 

of  ex- 
changes 

to 
shares 

ac- 
quired 


67.3 
64.1 
87.0 
91.9 


55.2 
83.1 

12.9 


100.0 
32.5 
60.3 
76.1 


100.0 


51.0 
28.0 


33.0 
18.0 
16.3 


20.2 
25.0 
23.7 
4.8 


^  Public  Examination,  The  Equity  Corporation,  Commission's  Exhibits  Nos.  128,  784-A, 
829,  839,  840,  843,  844,  1183  ;  op.  cit.  supra,  note  2,  Commission's  Exhibits  Nos.  1962,  1963, 
2001. 

BOp.  cit.  supra,  note  2,  Commission's  Exhibits  Nos.  1962,  1963,  2001.  A  similar  table 
for  The  Equity  Corporation  is  contained  in  the  Commission's  Report  on  the  Study  and 
Investigation  of  the  Work,  Activities,  Personnel,  and  Functions  of  Protective  and  Reor- 
ganization Committees   (1938),  Part  VII,     p.  293. 
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Table  18. — Shares  of  investment  trusts  acquired  by  Atlas  Corporation  hy 
purchase  and  exchange,  as  of  Dec.  31,  1935 — Continued 


Name  of  corporation 

Type  of  security 

Total 
shares 

ac- 
quired 

Percent 
of  out- 
stand- 
ing 

Total 
shares 

ch'ased 

Percent 
of  pur- 
chases 

to 
shares 

ac- 
quired 

Total 
shares 

ex- 
changed 

Percent 

of  ex- 
changes 

to 
shares 

ac- 
quired 

Preferred 

Common 

Warrants 

Common 

Preference 

(....do 

ICommon 

do 

19, 697 

788,406 

334, 721 

4, 014, 332 

201, 734 

166, 980 

3, 025, 717 

2,653,068 

162, 237 

405,  672 

6, 330, 385 

2,068,500 

69, 417 

461, 662 

38, 288 

300, 192 

3,700 

83.0 
75.0 
73.7 

46.8 
38.7 
51.3 
44.7 

11.1 

84.6 

6,627 

444, 250 

41,720 

2,394,137 

152, 722 

28.1 
56.4 
12.6 
59.6 

76.7 

14, 170 

344, 156 

293, 001 

1,  620, 195 

49, 012 

71.9 
43.6 

Goldman   Sachs  Trading  Cor- 
poration, The. 

Shenandoah  Corporation 

Held  by  The  Goldman  Sachs 

87.5 
40.4 

24.3 

Trading  Corp., 
Do  ..    .. 

2,942,306 

97.2 

83, 411 

2.8 

Preference 

Common 

do 

[Debentures 

Preferred 

Common 

Preferred 

Class  A 

115, 322 
163,861 

71.1 
40.4 

46, 915 
241,811 

28.9 

Held  by  Shenandoah  Corp.. 

59.6 

2, 068, 500 
51, 704 
440,954 
38, 288 
192, 946 

100.0 
87.0 
95.5 

100.0 
64.3 

American,  British  &  Continen- 
tal Corporation. 

7,713 
20, 608 

13.0 
4.5 

Reliance  International  Corpora- 

107,  246 
3,700 

35.7 

Class  B 

100. 

B.  Effects  and  Terms  of  Exchange  Offers 

The  exchange  offer  served  as  a  mechanism  for  acquiring  the  secu- 
rities of  minority  stockholders  who  desired  a  continuing  interest  in 
the  assets  of  their  companies.  Essentially  the  offers  constituted  a  step 
in  the  reorganization  of  the  rights  of  minority  stockholders.  By 
acceptance  of  the  offers  they  retained  an  interest  in  the  assets  of 
their  company,  but  only  indirectly  as  stockholders  of  the  investment 
company  which  eventually  was  to  absorb  the  assets  of  their  com- 
panies. The  exchange  offers,  in  effect,  contained  the  terms  of  the 
readjustment  of  the  rights  of  minority  stockholders  who  accepted  the 
exchange  offers. 

Similarly,  the  rights  of  minority  stockholders  who  refused  to  ac- 
cept the  exchange  offer  were  substantially  affected.  As  this  Com- 
mission has  stated  in  another  of  its  reports^''  with  reference  to  the 
exchange  offers  of  The  Equity  Corporation : 

Those  who  did  not  accept  the  exchange  offer  did  not  retain  the  status  they 
held  before  the  offer  was  made.  After  the  conclusion  of  the  exchange  program 
they  might  be  made  stockholders  of  Equity  by  operation  of  law,  i.  e.,  by  a 
merger  or  consolidation,  unless  they  exercised  their  statutory  right  of  appraisal. 
The  corporation  in  which  they  held  stock  might  be  dissolved  by  Equity,  and  in 
that  case  they  would  receive  a  pro  rata  share  of  its  assets.  In  no  event  would 
they  be  permitted  to  remain  as  stockholders  of  the  old  company.  These  changes 
in  their  status  would  be  forced  upon  them.  The  exchange  program  must  be 
considered  against  this  background.     It  cannot  be  regarded  as  a  series  of  offers 


w  Commission's  Report  on  The  Study  and  Investigation  of  the  Work,  Activities,  Per- 
sonnel, and  Functions  of  Protective  and  Reorganization  Committees  (1938),  Part  VII  p 
230. 


INVESTMENT   TRUSTS   AND   INVESTMENT    COMPANIES        1361 

to  individual  stockholders  whose  decision  to  accept  or  reject  the  offers  effected 
only  themselves.  It  must,  as  we  have  stated,  be  regarded  as  an  integral  part 
of  Equity's  reorganization  procedures. 

The  ultimate  effect  of  the  exchange  offers  and  the  subsequent  merger,  con- 
solidation, or  dissolution  was  essentially  the  same  as  the  effect  of  a  solicitation 
of  deposits  or  assets  in  support  of  a  reorganization  plan  which  is  consummated 
in  judicial  proceedings.  If  the  exchange  offer  were  followed  by  liquidation  and 
dissolution,  minority  stockholders,  as  we  shall  see,  would  be  forced  to  take  a 
distributive  share,  as  in  the  case  of  reorganizations  consummated  through  equity 
receivership  and  foreclosure.  If  the  offers  were  followed  by  a  merger  or  con- 
solidation, minority  holders  would  be  bound  to  this  program  by  operation  of 
law,  similar  to  the  manner  in  which  minorities  are  bound  by  the  vote  of  the 
majority  in  proceedings  under  Section  77B  of  the  Bankruptcy  Act     *     *     *. 

As  has  been  previously  pointed  out,  the  entire  process  of  the  trans- 
fer of  control  and  ultimate  amalgamation  of  investment  companies 
was  accomplished  without  the  supervision  of  any  independent,  pri- 
vate or  public  agency.  This  lack  of  supervision  was  particularly 
true  of  the  exchange  offers.^^ 


^  Under  the  Securities  Act  of  1933,  in  the  absence  of  an  exemption  from  registration. 
all  relevant  facts  with  reference  to  the  terms  of  exchange  offers  of  the  securities  of  one 
company  for  those  of  another  made  hy  the  use  of  the  mails  or  the  facilities  of  interstate 
or  foreign  commerce  must  be  disclosed  in  a  registration  statement  filed  with  the  Commis- 
sion and  in  the  solicitation  literature  or  prospectus  exhibited  to  prospective  exchanging 
stockholders.  The  Commission,  however,  has  no  power  to  pass  on  the  fairness  or  adequacy 
of  the  terms  of  the  exchange  offers. 

The  Equity  Corporation  registered  its  exchange  offers  made  in  1933  and  1934  under  the 
Securities  Act  of  1933,  Securities  Registration  Statement,  Form  A-1,  The  Equity  Corpo- 
ration, File  No.  2-684.  Atlas  Corporation,  on  the  other  hand,  ceased  making  public 
exchange  offers  almost  immediately  upon  the  passage  of  the  Securities  Act  of  1933.  In 
fact,  the  passage  of  the  Securities  Act  of  1933  was  apparently  the  motivating  factor  in  the 
termination  by  Atlas  Corporation  after  July  25,  1933,  of  general  exchange  offers  for  the 
securities  of  the  controlled  companies  (op.  cit.,  supra,  note  2,  Commission's  Exhibit  No. 
1984). 

Those  state  securities  acts  (commonly  known  as  Blue  Sky  Laws)  which  require  registra- 
tion of  securities  prior  to  their  sale  within  the  state  also  include  within  their  scope 
exchange  offers  of  securities.  (See  Parker,  Corporation  Manual  (1937),  Part  III,  passim.) 
The  great  majority  of  the  state  statutes,  however,  do  not  specifically  empower  the  admin- 
istrator of  their  securities  laws  to  pass  on  the  fairness  of  exchange  offers.  A  notable 
exception  is  the  California  statute  (California  Corporate  Securities  Act,  L.  1917,  C.  532, 
as  amended,  §  4),  which  empowers  the  state  commissioner  of  corporations  "to  approve 
the  terms  and  conditions  [of  exchange  offers]  after  a  hearing  upon  the  fairness  of  such 
terms  and  conditions  at  which  all  persons  to  whom  it  is  proposed  to  issue  securities  in 
such  exchanges  shall  have  a  right  to  appear." 

However,  the  securities  acts  of  the  various  states  apply  only  if  the  exchange  technically 
and  legally  occurs  within  the  state.  By  arranging  for  the  exchange  to  take  place  techni- 
cally in  a  state  (such  as  New  York  or  New  Jersey)  which  has  no  statutory  requirements 
that  securities  be  registered  with  a  state  official  prior  to  their  issuance  within  the  state, 
the  laws  of  other  states  requiring  registration  of  securities  to  be  exchanged,  or,  in  the 
case  of  California,  empowering  an  administrative  agency  to  pass  on  the  fairness  of  such 
exchanges,  can  be  avoided.  Significantly,  all  of  the  Atlas  Corporation  exchange  offers  were 
arranged  to  occur  technically  in  Jersey  City,  New  Jersey,  by  the  deposit  of  the  stock  to  be 
exchanged  with  a  Jersey  City  hank  (op.  cit.  supra,  note  2,  Commission's  Exhibit  No.  1970). 
For  example,  on  June  14,  1932,  Atlas  Corporation  offered  to  exchange  its  securities  for 
the  shares  of  The  Goldman  Sachs  Trading  Corporation  and  authorized  California  holders 
of  the  latter  corporation's  stock  to  deposit  such  stock  with  the  Wells  Fargo  Bank  and 
Union  Trust  Company  in  San  Francisco.  Apparently  Atlas  Corporation  thereafter  dis- 
covered that  this  procedure  might  bring  it  within  the  scope  of  the  California  Securities 
Act,  for  on  June  25,  1932,  it  advised  The  Goldman  Sachs  Trading  Corporation's  stock- 
holders that  all  stock  certificates  of  that  corporation  to  be  exchanged  were  to  be  forwarded 
to  The  Commercial  Trust  Company  in  Jersey  City,  N.  J.     On  July  22,  1932,  Atlas  Corpor- 
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The  terms  of  the  exchange  offers  were  formulated  only  by  the 
officers  and  directors  of  the  acquiring  corporation,  although  in  some 
cases  the  prior  sponsors  and  statistical  agencies  were  also  consulted. 
Usually  the  same  individuals  were  also  the  officers  and  directors  of 
the  controlled  companies  to  whose  stockholders  the  offers  were  to  be 
made.  There  was  absent,  therefore,  the  presumably  arm's-length 
negotiations  with  reference  to  a  merger  or  consolidation  which  exists 
where  the  merging  corporations  have  independent  boards  of  directors 
each  attempting  to  receive  the  best  terms  for  their  own  stockholders. 
Further,  the  managements  of  the  acquiring  corporations  were  pri- 
marily interested  in  promulgating  exchange  offers  which  were  most 
favorable  to  their  corporations  in  which  they  may  have  had  substan- 
tial interests.^2  The  larger  the  asset  gains  to  the  acquiring  corpora- 
tion as  a  result  of  the  exchange  offers,  the  larger  would  be  the  asset 
gains  to  the  management. 

In  fact,  the  exchange  offers  were  almost  invariably  fixed  in  ratios 
which  resulted  in  substantial  asset  losses  to  the  accepting  minority 
shareholders  of  the  controlled  investment  companies."  In  nearly 
every  case  the  asset  value  of  the  stock  of  companies  acquired  by  ex- 
change offers  was  substantially  higher  than  the  asset  or  even  the 


ration  advised  those  California  liolders  of  The  Goldman  Sachs  Trading  Corporation's  stock 
who  had  deposited  their  shares  with  the  Commercial  Trust  Company  that  "it  had  been 
suggested"  that  the  exchange  might  be  subject  to  provisions  of  the  California  securities 
act  with  which  Atlas  Corporation  "for  the  present"  did  not  desire  to  comply  and  offered 
to  permit  such  stockholders  of  The  Goldman  Sachs  Trading  Corporation  to  rescind  the 
exchanges   (ibid.). 

The  Goldman  Sachs  Trading  Corporation  itself  in  August  1929,  when  it  made  an  exchange 
offer  of  its  securities  for  the  securities  of  American  Company,  a  California  Corporation 
with  a  large  number  of  California  stockholders,  took  steps  to  arrange  for  the  technical 
occurrence  of  the  exchange  in  Jersey  City,  N.  J.  (Public  Examination,  The  Goldman 
Sachs  Trading  Corporation,  at  17008,  et  seq.,  and  Commission's  Exhibit  No.  1781). 
In  1932  numerous  American  Company  stockholders  brought  suit  against  The  Goldman 
Sachs  Trading  Corporation  to  recover  the  market  value  of  their  American  Company  shares 
at  the  date  of  the  exchange  on  the  ground  that  The  Goldman  Sachs  Trading  Corporation 
had  failed  to  comply  with  the  California  Securities  Act.  A  judgment  against  The  Goldman 
Sachs  Trading  Corporation  would  have  compelled  it  to  pay  approximately  $80,000,000  to 
American  Company  stockholders.  However,  the  California  Supreme  Court  in  1937  held 
that  the  California  Securities  Act  had  not  been  applicable  to  the  exchanges  which  had 
intentionally  been  arranged  to  occur  and  had  in  fact  occurred  outside  of  the  State  of 
California.  (RobUns  v.  Pacific  Eastern  Corporation,  8  Cal.  (2d)  241 ;  65  P  (2d)  42  (1937)  ; 
Public  Examination,  The  Goldman  Sachs  Trading  Corporation,  Commission's  Exhibit  No. 
1784.) 

i^For  example,  David  Milton  and  his  associates  held  50.1%  of  the  common  stock  of 
The  Equity  Corporation.  Mr.  Milton  and  his  associates  had  1,000,000  shares  of  the 
common  stock  of  The  Equity  Corporation  (Public  Examination,  The  Equity  Corporation, 
Commission's  Exhibits  Nos.  831  and  837).  As  at  May  31,  1933,  immediately  prior  to  the 
institution  of  The  Equity  Corporation's  exchange  program.  The  Equity  Corporation  had 
outstanding  1,995,957.67  shares  of  common  stock  and  15,106%  shares  of  preferred  stock, 
all  of  which  had  voting  power  (id.,  Commission's  Exhibit  No.  1177). 

Similarly,  Mr.  Odium  and  the  other  directors  and  officers  of  Atlas  Corporation  held 
approximately  20%  of  the  common  stock  of  Atlas  Corporation  immediately  prior  to  the 
promulgation  of  its  June  4,  1932,  offers  to  the  stockholders  of  12  of  its  controlled  invest- 
ment companies  (op.  cit.  supra,  note  2,  Commission's  Exhibit  No.  1970).  Asset  gains 
made  by  Atlas  Corporation  would  redound  to  the  pro  rata  benefit  of  Mr.  Odium  and  his 
associates.  The  enhancement  in  value  of  the  common  stock  of  Atlas  Corporation  as  the 
result  of  its  expansion  program  has  already  been  indicated.     See  supra,  pp.  1069-70. 

^'  See  the  cases  supra,  Sec.  III.  As  has  been  shown,  the  gross  asset  loss  (before  taking 
into  account  the  partial  return  of  assets  accruing  to  accepting  stockholders  by  virtue  of 
their  becoming  Atlas  Corporation  stockholders)  suffered  by  shareholders  of  Atlas  Corpo- 
ration's controlled  investment  companies  who  accepted  its  offers  was  approximately 
$13,000,000. 
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market  value  of  the  securities  offered  in  exchange.  The  market  value 
of  the  acquiring  corporation's  securities  offered,  however,  always 
slightly  exceeded  the  market  value  of  the  securities  of  acquired  com- 
panies which  were  exchanged.^^ 

Thus,  acceptance  of  the  offers  of  the  acquiring  corporation  involved 
an  inmiediate  asset  loss  to  the  accepting  stockholders  of  the  controlled 
investment  companies  although  they  obtained  a  slight  gain  in  market 
value.^^ 

C,  Solicitation  Methods 

1.  ELIMINATION  OF  SOURCES  OF  INDEPENDENT 
ADVICE 

Affirmative  action  on  the  part  of  minority  stockholders  to  obtain 
more  favorable  terms  of  exchange  was  difficult,  if  not  impossible. 
Normally,  these  stockholders  could  not  unite  in  committees  or  other- 
wise to  press  collectively  a  demand  for  more  favorable  terms.  Lists 
of  stockholders  were  usually  available  only  to  acquiring  corporations. 
Minority  stockholders  could  only  obtain  such  lists  by  consent  of  the 
acquiring  corporation  or  by  legal  proceedings.^*'  If  such  lists  were 
obtained,  the  expense  of  circularization  of  other  stockholders  would 
probably  be  beyond  the  means  of  the  ordinary  stockholder.  And  as  a 
result  of  the  methods  employed  by  the  acquiring  corporations  to  obtain 
control,  those  who  had  occupied  a  position  of  trust  to  stockholders  of 
the  controlled  companies  had  usually  severed  their  connection  with  the 
company  on  advantageous  terms.  These  individuals,  whether  spon- 
sors, directors  or  original  distributors  of  the  acquired  company's 
securities,  would  therefore  have  little  incentive  to  lead  any  opposing 
movement  against  the  terms  of  the  offers  of  exchange  of  the  acquiring 


i*Op.  cit.  supra,  note  2,  Commission's  Exhibits  Nos.  1962,  2001.  Mr.  Odium  testified 
(id.,  at  17773-4)  : 

Q.  But  tlie  Atlas  Corporation  hoped  to  make  its  money  *  *  *  througti  the 
technique  of  getting  assets  and  giving  in  return  market  value,  isn't  that  so? 

A.  We  were  getting  something — essentially,  your  statement  is  correct  *  *  * 
we  were  getting  assets  in  the  portfolio  whereas  that  man  (the  minority  stockholder 
of  a  controlled  company)  only  had  a  share  of  stock  in  the  company,  and  he  could 
never  get  assets  for  it.     By  combining  all  the  shares  together  we  got  the  assets. 

Chase  Donaldson,  one  of  the  original  sponsors  of  The  Equity  Corporation  and  the  presi- 
dent of  Distributors  Group,  Incorporated,  which  controlled  Allied-Distributors,  Inc.,  the 
company  which  on  a  commission  basis  actively  solicited  acceptance  of  The  Equity  Corpo- 
ration's exchange  offers,  testified  with  reference  to  the  terms  of  that  corporation's  ex- 
change offers  (Public  Examination,  The  Equity  Corporation,  at  10933)  : 

Q  *  *  *  That  really  recapitulates  the  whole  underlying  technique  or  develop- 
ment of  The  Equity  Corporation  picture.  It  was  either  increasing  the  assets  of  The 
Equity  Corporation  by  virtue  of  the  fact  that  the  underlying  securities  that  they 
acquired  in  exchange  for  the  Equity  stock  had  a  greater  asset  value  or  that  the 
leverage  factor  in  The  Equity  Corporation  was  increased.     Isn't  that  so? 

A.  That  is  correct. 

^Mt.  Odium  testified  that  he  would  "welcome  some  public  body  or  arbiter  who  could 
pass  on  the  equities  as  between  divergent  interests  in  such  matters  as  mergers,  reorgani- 
zations, and  exchanges  of  securities,  not  to  substitute  their  judgment  for  that  of  the 
management  but  to  see  that  things  are  at  least  within  the  range  of  upper  and  lower  limits 
within  which  reasonable  men  can  properly  differ"  (op.  cit.  supra,  note  2,  at  18254).  The 
testimony  of  Harold  C.  Richard,  at  present  a  director  of  Manufacturers  Trust  Company 
in  New  York  City,  to  the  effect  that  in  his  opinion  the  existence  of  an  independent 
governmental  agency  with  power  to  pass  on  the  fairness  of  exchange  offers  would  be 
desirable,  has  also  been  quoted  at  length  elsewhere  in  this  chapter.  See  supra,  pp.  1334-6. 
See  also  the  testimony  of  Chase  Donaldson,  infra,  p.  1428. 

^'  Op.  cit.  supra,  note  10,  Part  I,  pp.  411-5  ;  and  Sec.  V,  infra. 
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corporation.  In  fact,  these  individuals  usually  solicited  acceptance  of 
the  exchange  offers."  In  the  few  cases  where  protective  committees 
were  organized,  they  succeeded  in  obtaining  ultimately  a  better  offer 
of  exchange.^^ 

As  a  practical  matter,  therefore,  minority  stockholders  would  have 
to  take  individual  rather  than  collective  action  with  reference  to  an 
exchange  offer.  The  stockholder,  in  the  first  instance,  therefore, 
would  have  to  form  his  own  conclusion  as  to  the  merits  of  the  offer. 
Normally  large  numbers  of  stockholders  would  not  have  the  financial 
experience  which  would  be  a  prerequisite  to  an  intelligent  appraisal 
of  the  exchange  offer. 

a.  Use  of  Services  of  Sponsors  of  Acquired  Investment  Companies 

Obviously  the  first  resource  of  a  minority  stockholder  would  be  to 
seek  the  advice  of  the  original  sponsor  of  his  company,  its  prior 
management,  or  the  original  distributor  of  the  company's  securities 
from  whom  the  stockholder  purchased  the  security.^''     The  stock- 


1^  See  supra,  Sec.  III. 

1*  For  example,  the  protective  committee  for  the  preferred  stockholders  of  Atlantic  and 
Pacific  International  Corporation  succeeded  in  obtaining  a  more  favorable  exchange  for 
their  securities  from  Consolidated  Funds  Corporation  than  other  preferred  stockholders 
had  obtained  from  Morris  Plan  Corporation.  See  supra,  pp.  1125-36.  Another  instance  of 
the  power  of  stockholders  by  united  action  to  obtain  better  terms  for  their  securities  than 
those  offered  generally  to  stockholders  appears  in  the  case  of  Atlas  Corporation's  exchange 
offer  for  the  preferred  stock  of  American,  British  &  Continental  Corporation.  Early  in 
1932,  Atlas  Corporation  acquired  from  the  sponsors  of  American,  British  &  Continental 
Corporation,  J.  Henry  Schroder  Banking  Corporation,  and  Blyth  &  Company,  62%  of  the 
negative  asset  value  common  stock  and  a  small  block  of  the  preferred  stock  and  debentures 
of  American,  British  &  Continental  Corporation  at  a  total  cost  of  $1,374,233  (op.  cit.  supra, 
note  2,  Commission's  Exhibit  No.  2001,  p.  202).  During  1932  and  1933  Atlas  Corporation 
made  a  series  of  exchange  offers  of  its  own  securities  for  the  preferred  stock  of  American, 
British  &  Continental  Corporation.  In  each  of  the  exchange  offers,  the  asset  value  of  the 
securities  of  Atlas  Corporation  offered  was  substantially  less  than  the  asset  value  of  the  pre- 
ferred stock  of  American,  British  &  Continental  Corporation  (id..  Commission's  Exhibit 
No.  2001,  pp.  202-4).  The  Boston  investment  banking  firm  of  Preston,  Moss  &  Co. 
advised  several  of  its  clients  who  held  the  preferred  stock  of  American,  British  &  Con- 
tinental Corporation  that  in  its  opinion  the  exchange  offers  of  Atlas  Corporation  were 
not  "entirely  equitable"  (Public  Examination,  American,  British  &  Continental  Corpora- 
tion, at  4880).  E.  G.  Preston  and  others  "independently  volunteered"  to  form  a  protective 
committee  and,  in  a  letter  sent  out  in  July  1932  to  a  list  of  preferred  stockholders  of 
American,  British  &  Continental  Corporation  who  were  clients  of  Preston,  Moss  &  Co., 
stated  that  the  offers  of  Atlas  Corporation  were  "unattractive"  (id.,  at  4881).  As  a 
result  of  conferences  between  members  of  this  committee  and  Atlas  Corporation,  the  latter 
agreed  in  March  1934  to  purchase  the  holdings  of  the  preferred  stock  of  American, 
British  &  Continental  Corporation  held  by  the  35  stockholders  represented  by  the  com- 
mittee at  a  price  of  $30  a  share  (id.,  at  4882-4).  At  the  time  of  the  purchase  by  Atlas 
Corporation  the  asset  value  of  the  preferred  stock  of  American,  British  &  Continental 
Corporation  was  $36  a  share  but  its  market  value  in  an  inactive  market  was  only  $21  a 
share  (id.,  at  4883-5).  In  contrast,  preferred  stockholders  of  American,  British  &  Con- 
tinental Corporation  who  accepted  the  exchange  offers  of  Atlas  Corporation  received 
securities  having  an  asset  value  ranging  from  $12.36  to  $14.06  less  than  the  asset  value  of 
their  stock  (op.  cit.  supra,  note  2,  Commission's  Exhibit  No.  2001,  at  203,  206). 

^The  history  of  Eastern  Utilities  Investing  Corporation  which  was  controlled  through- 
out most  of  its  existence  by  Associated  Gas  and  Electric  Company  contains  an  illustration 
of  the  use  of  the  services  of  the  bankers  who  had  originally  distributed  the  company's 
securities  to  the  public,  to  solicit  exchanges  of  such  securities  for  securities  of  another 
company.  In  March  1929,  Harris,  Forbes  &  Company  and  Halsey,  Stuart  &  Co.,  Inc., 
both  of  which  were  investment  banking  firms,  distributed  to  the  public  $35,000,000  face 
amount  of  debentures  of  Eastern  Utilities  Investing  Corporation  on  the  representation 
that  the  investment  company  would  invest  the  proceeds  of  the  issue  in  the  purchase  of 
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holder  presumably  had  confidence  in  the  integrity  and  ability  of  such 
individuals.  Every  effort  was  made  to  employ  original  sponsors  and 
underwriters  to  solicit  and  to  recommend  acceptance  of  the  exchange 
offers.-" 

In  several  cases  the  sponsors  or  managers  of  investment  companies 
to  be  acquired  did  not  solicit  exchanges  on  behalf  of  the  acquiring 
corporation.-^ 


a  portfolio  of  diversified  securities.  Instead,  however,  the  proceeds  of  the  debenture  issue 
were  invested  in  the  purchase  from  Associated  Gas  and  Electric  Company  and  its  affili- 
ated companies  of  the  securities  of  such  companies  and  of  companies  which  subsequently 
became  subsidiaries  of  Associated  Gas  and  Electric  Company.  By  the  close  of  1931,  these 
securities  of  Associated  Gas  and  Electric  Company  and  its  controlled  and  affiliated  com- 
panies, which  comprised  virtually  the  entire  portfolio  of  Eastern  Utilities  Investing 
Corporation,  had  substantially  depreciated  in  value.  At  this  point  the  Associated  Gas 
and  Electric  Company  inaugurated  a  series  of  exchange  offers  which  continued  until  1936 
of  its  own  debentures  and  other  securities  for  the  debentures  of  Eastern  Utilities  Invest- 
ing Corporation.  In  connection  with  these  exchange  offers.  Associated  Gas  and  Electric 
Company  employed  Halsey,  Stuart  «&  Co.,  Inc.,  and  Harris,  Forbes  &  Company  on  a  com- 
mission basis  to  solicit  the  acceptance  of  these  exchanges  by  the  debenture  holders  of 
Eastern  Utilities  Investing  Corporation.  The  soliciting  letters  sent  by  the  bankers  to  the 
debenture  holders  of  Eastern  Utilities  Investing  Corporation  did  not  reveal  the  fact  that 
Associated  Gas  and  Electric  Company  was  paying  the  bankers  for  their  services.  Eventu- 
ally, Associated  Gas  and  Electric  Company,  as  the  result  of  its  exchange  program,  suc- 
ceeded in  acquiring  nearly  all  of  the  outstanding  debentures  of  Eastern  Utilities  Investing 
Corporation.     See  Ch.  II  of  this  part  of  the  report,  pp.  624-775. 

20  Mr.  Odium  testified  (op.  cit.  supra,  note  2,  at  18037-8  and  18227-8)  : 

Q.  You  always  found,  did  you  not,  Mr.  Odium,  that  in  these  exchange  programs 
the  most  effective  instrumentality  was  the  original  sponsor  or  the  underwriter  who 
knew  where  the  stock  was  and  was  familiar  with  the  situation? 

A.  Normally,  that  would  be  the  case  unless  he  had  fallen  into  such  disrepute  his 
clients  had  "" 


Q.  There  was  a  pretty  constant  campaign  carried  on,  was  there  not,  particularly 
by  the  sponsors,  to  have  these  exchanges  effected?  Isn't  that  so?  They  had 
personal  solicitation  by  their  salesmen? 

A.  Whenever  they  could  manage  it,  they  did  it. 

Q.  Letters  were  sent  out? 

A.  I  don't  know  of  any  but  probably  so. 

Q.  Did  you  make  available  to  these  more  active  exchanges  the  stockholders'  lists? 

A.  I  think  we  [sic]  already  had  them  anyway. 

^In  one  case  an  influential  director  of  one  of  the  Atlas  Corporation's  controlled  com- 
panies refused  to  solicit  transfers  of  shares  to  Atlas  Corporation  on  a  commission  basis 
unless  he  was  permitted  to  disclose  the  fact  that  he  was  receiving  commissions  from  Atlas 
Corporation.  As  a  result,  the  transaction  was  not  consummated.  On  December  31,  1931, 
Ralph  Jonas,  a  director  of  The  Goldman  Sachs  Trading  Corporation,  sold  to  Atlas  Cor- 
poration the  480,000  shares  of  the  capital  stock  of  The  Goldman  Sachs  Trading  Corpo- 
ration (op.  cit.  supra,  note  2,  Commission's  Exhibit  No.  2001,  p.  315),  which  constituted 
the  remainder  of  his  holdings  of  approximately  one  million  shares  of  such  stock  which 
he  had  acquired  in  exchange  for  his  dominant  stock  interest  in  Financial  and  Industrial 
Securities  Corporation  which  had  been  merged  with  The  Goldman  Sachs  Trading  Corpo- 
ration in  1929.  Mr.  Jonas  had  been  the  sponsor  and  president  of  the  Financial  and 
Industrial  Securities  Corporation  and  presumably  had  a  substantial  influence  with  the 
stockholders  of  The  Goldman  Sachs  Trading  Corporation  who  had  formerly  been  stock- 
holders of  Financial  and  Industrial  Securities  Corporation.  Mr.  Jonas  testified  (Public 
Examination,  Financial  and  Industrial  Securities  Corporation,  at  19029-30)  : 

Q.  In  connection  with  the  sale  of  the  stock  of  Goldman  Sachs  by  you  to  Atlas 
Corporation  through  Mr.  Odium,  the  negotiations  regarding  that  lasted  some  time ; 
initially  you  requested  $3.50  a  share  and  imposed  the  conditions  the  same  opportunity 
be  given  to  other  shareholders? 

A.  I  told  Mr.  Odium  I  would  take  $3.50  if  he  would  make  the  same  offer  to  the 
other  stockholders.  The  thing  dragged  along.  I  had  always  taken  the  position  in 
the  F  &  I,  I  would  not  sell  my  interest  unless  there  was  some  provision  for  the  other 
stockholders.  Incidentally,  since  it  has  come  out  that  Mr.  Odium  did  pay  a  com- 
mission to  other  people,  I  might  say  he  offered  me  50  cents  a  share  and  I  told  him 
I  had  never  made  one  penny  off  the  stockholders  of  Goldman  Sachs  Trading  Company 
or  Financial  and  Industrial  Securities  Corporation,  and  while  I  would  like  to  have 
the  million  dollars  that  that  commission  represented,  I  did  not  feel  that  I  could  go 
into  the  transaction  without  telling  the  stockholders  I  was  making  the  deal  and  that 
if  I  told  them  I  was  making  the  deal  I  did  not  think  he  would  get  much  stock. 
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However,  in  a  great  many  cases,  sponsors,  directors  or  the  original 
distribntors  of  the  securities  of  acquired  investment  companies  rec- 
ommended or  actively  solicited  exchanges.  In  most  cases,  the  advice 
of  these  individuals  to  minority  stockholders  may  have  been  colored  by 
the  monetary  consideration  or  other  advantage  v^hich  they  received 
from  the  acquiring  comjDany.  Yet,  almost  invariably  the  exchange 
offers  never  explicitly  pointed  out  that  these  individuals  were  receiv- 
ing any  consideration  for  their  recommendation  of  such  offers.^^ 

Sole  reliance  was  not,  however,  placed  by  the  acquiring  corporation 
on  solicitation  of  acceptance  of  its  exchange  offers  by  sponsors,  direc- 
tors or  original  distributors.  General  use  was  made  of  the  services 
of  bankers,  commercial  banks  and  brokers  to  aid  in  effecting  its  ex- 
changes, for  which  services  these  institutions  were  compensated. 

b.  Use  of  Commercial  Banks,  Investment  Bankers  and  Brokers 

On  June  4,  1932,  Atlas  Corporation  made  simultaneous  offers  of 
exchange  to  minority  stockholders  of  11  of  its  controlled  companies. 
On  June  14,  1932,  a  separate  additional  offer  was  made  to  the  stock- 
holders of  The  Goldman  Sachs  Trading  Corporation.  These  offers 
were  to  expire  on  June  25,  1932.  On  June  14,  1932,  and  on  June  24, 
1932,  Atlas  Corporation  addressed  letters  to  virtually  all  the  known 
commercial  banks,  investment  bankers  and  brokers  in  the  United 
States,  offering  to  compensate  them  for  their  services  in  procuring 


■^iFor  example,  sponsors,  directors,  or  original  distributors  of  10  of  the  22  investment 
companies  acquired  by  Atlas  Corporation  recommended  its  exchange  offers.  The  following 
table  indicates  the  name  of  the  investment  company  and  the  name  of  the  sponsors,  direc- 
tors, or  original  underwriters  who  recommended  the  Atlas  Corporation  exchange  offers  as 
well  as  the  pecuniary  advantages  received  by  such  individuals  from  Atlas  Corporation  (see 
supra,  Sec.  Ill,  and  op.  cit.  supra,  note  2,  Commission's  Exhibits  Nos.  1970,  2001)  : 


Name  of  company 


Name  of  recommend- 
ing individual 


Connection  with 
company 


Pecuniary  ad  van' age  re- 
ceived from  Atlas  Cor- 
poration 


1.  All  America  General 
Corporation. 


Allied  Atlas  Cor- 
poration. 

Power  and  Light 
Securities  Trust. 

Iroquois  Share  Cor- 
poration. 


5.  Federated    Capital 

Corporation. 

6.  General  Empire  Cor 

poration. 

7.  Jackson    &    Curtis 

Investment  Asso- 
ciates. 

8.  National  Securities 

Investment  Co. 

9.  Sterling     Securities 

Corporation. 

10.  Atlantic    Securities 

Corporation. 


C.  Shelby  Carter,  R. 

B.  Scandrett,    Jr., 
J.  W.  Campbell,  H. 

C.  Richard,  C.  H. 
Nichols. 

Board  of  directors 


Hale,  Waters  &  Co.- . 
O'Brian,  Potter  &  Co. 


P.  H.  Whiting  &  Co. 


Hemphill,    Noyes    & 
Co. 


Jackson  &  Curtis. 


A.  G.  Becker  &  Co., 

Inc. 
Schoellkopf,  Hutton  & 

Pomeroy,  Inc. 
A.  Iselin  &  Co.  F.  S. 

Smithers  &  Co. 


Sponsors  and 
writers. 


Original  distributors. 


Sponsors  and  under- 
writers. 


Sponsor  and  distrib- 
utor. 


One  of  original  dis- 
tributors. 

Sponsors,  original  dis- 
tributors. 


None. 

Purchase  price  of  war- 
rants and  commissions 
totaling  $323,945. 

Exchange  of  Iroquoi 
Share  Corporation  wa-s 
rants  for  Atlas  Cor- 
poration warrants  hav- 
ing market  value  of 
$50,212.50. 

$160,000  in  ( 


Commissions  in  amount 
not  disclosed  by  the 
record. 

None. 


Commissions    totaling 

$50,000. 
Commissions    totaling 

$2,916.25. 
Purchase  of  warrants  for 

$150,000. 
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exchanges.-^  The  names  of  the  banks,  bankers,  and  brokers  were 
obtained  from  published  lists  and  directories  of  these  organizations. 
The  Atlas  Corporation  letters  to  these  institutions  enclosed  copies  of 
its  exchange  offers  and  further  stated : 

Undoubtedly  you  will  receive  a  number  of  requests  from  your  clients  for  in- 
formation on  Atlas  Corporation  and  on  the  exchange  offer.  To  compensate  you 
for  the  trouble  and  expense  which  you  may  be  put  to  in  handling  such  inquiries 
we  offer  to  reimburse  you  as  follows  for  each  share  of  the  following  stock 
*  *  *  which  may  be  forwarded  by  you  to  the  depositories  as  specified  in 
the  exchange  offers  for  the  account  of  your  customers : 

Cents 

All  America  Corporation 20 

Allied  Atlas  Corporation 20 

American  British  &  Continental  Corporation  preferred 10 

Aviation   Securities  Corporation 20 

Chain  Store  Stocks,   Inc 12 

Federated  Capital  Corporation  preferred 25 

General   Empire   Corporation 18 

The  Goldman  Sachs  Trading  Corporation 5 

National  Securities  Investment  Company  preferred 75 

Securities   Allied   Corporation 15 

Sterling  Securities  Corporation  Convertible  First  preferred 50 

Ungerleider  Financial  Corporation 50 

The  fact  that  compensation  was  to  be  received  by  these  financial 
institutions  for  their  efforts  in  obtaining  exchanges  was  not  revealed 
to  the  stockholders  of  the  controlled  companies  in  the  exchange 
offers.^^  In  addition,  inquiries  of  stockholders  made  to  Atlas  Cor- 
poration or  to  any  of  its  controlled  companies  as  to  the  merits  of  the 
exchange  offers  were  answered  with  a  suggestion  that  the  stockholder 
obtain  the  advice  of  their  bank,  banker,  or  broker  upon  the  merits 
of  the  offer.^^  But  these  letters  in  answer  to  stockholders'  queries 
likewise  did  not  reveal  the  fact  that  Atlas  Corporation  was  compen- 
sating financial  institutions  for  recommending  exchanges.  That  a 
substantial  number  of  exchanges  were  effected  through  the  medium  of 
financial  institutions  is  indicated  by  the  fact  that  the  commissions 
paid  by  Atlas  Corporation  pursuant  to  its  letters  of  June  14  and 
June  24,  1932,  totaled  $465,202.26 

Mr.  Odium,  when  examined  on  the  commissions  offered  to  financial 
institutions  for  their  effectuation  of  exchange  offers,  testified :  ^^ 

Q.  You  will  remember  whenever  anybody  wrote  to  the  Atlas  Corporation  to 
ask  about  the  fairness  of  the  offer,  Atlas  refused  to  give  any  advice.  Isn't 
that  so? 

A.  That  is  correct. 

Q.  If  a  stockholder  of  a  trust  wrote  in  to  his  own  trust  and  said,  "Should  I 
accept  the  offer,"  his  own  trust  refused  to  give  any  advice,  because  the  Board 
of  Directors  of  his  own  trust  were  the  Board  of  Directors  of  the  Atlas  Cor- 
poration; isn't  that  so? 

A.  I  think  it  is  probably  true. 

"  Op.  cit.  supra,  note  2,  Commission's  Exhibit  No.  1970. 

"  Ibid. 

^  Id.,  at  18226-7. 

=8  Id.,  at  17794. 

"  Id.,  at  18226-7. 
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Q  *  *  *  The  statement  you  made  was  that  they  ought  to  go  to  their  pri- 
vate dealer  or  banker  to  ascertain  whether  the  exchange  was  fair.  Yet  it  is 
true,  is  it  not,  that  virtually  every  bank  and  broker,  at  least  potentially,  had 
a  pecuniary  interest  in  effecting  these  exchanges;  isn't  that  so? 

A.  Slightly;  yes. 

Q.  So  that  *  *  *  there  was  nobody  to  whom  the  stockholder  could  go  to 
ask  for  a  really  completely  unbiased  or  unprejudiced  opinion  upon  the  equitable- 
ness  of  the  exchange?     Isn't  that  so? 

A.  I  think  Moody's  and  Poor's  and  other  investment  sources  had  publicly 
recommended  acceptance. 

Q.  But  you  can  visualize,  can  you  not,  if  he  went  to  his  own  broker,  unless 
there  was  a  disclosure  by  the  broker  that  he  made  a  half  dollar  per  share  in 
the  exchange,  that  the  broker  was  in  a  position  that  if  he  did  not  recommend 
the  exchange  he  would  lose  the  commission;  isn't  that  so? 

A.  Yes;  to  the  same  degree  that  a  broker  might  advise  his  clients  to  sell  a 
stock  just  to  get  a  commission.     It  is  practically  a  brokerage  commission. 

The  Equity  Corporation  in  connection  with  its  exchange  program 
also  contacted  large  commercial  banks  in  which  it  maintained  de- 
posits or  with  which  it  had  some  friendly  business  relationships  and 
requested  the  officers  of  the  banks  to  recommend  to  their  customers 
and  depositors  acceptance  of  The  Equity  Corporation's  exchange 
offers.^^ 

c.  Personal  Solicitation  by  Sponsors  and  Dealers 

Efforts  to  obtain  exchanges  went  further  than  the  mere  circular- 
ization  of  stockholders  of  the  investment  companies  to  be  acquired. 
Sponsors  and  dealers  were  retained  to  engage  in  direct  personal 
solicitation  of  security  holders  to  effect  the  exchange,  a  method 
which  constituted  in  many  instances  a  most  important  component 
of  the  exchange  technique.  The  original  sponsors  or  distributors 
of  the  securities  of  acquired  companies  were  paid  commissions  at  a 


^  For  example,  in  a  letter  to  a  stockholder  of  one  of  The  Equity  Corporation's  subsidiaries 
who  had  requested  information  as  to  The  Equity  Corporation's  exchange  offer,  David  Milton, 
the  president  of  The  Equity  Corporation,  stated  (Public  Examination,  The  Equity  Corpora- 
tion, Commission's  Exhibit  No.  1032). 

You  can  inquire  with  regard  to  the  managing  personnel  of  The  Equity  Corporation 
from  any  of  the  usual  sources,  such  as  large  New  York  banks.  The  banks  where  the 
officers  are  well  known  will  include  Chase  National  Bank,  Central  Hanover  Bank  and 
Trust  Company,  Manufacturers  Trust  Company,  and  National  City  Bank. 

In  each  of  these  banks  mentioned  by  Mr.  Milton,  The  Equity  Corporation  had  deposits  of 
its  funds  or  other  business  relationships  (id.,  at  10698).  On  June  22,  1933,  Samuel  W. 
Anderson,  an  officer  and  director  both  of  The  Equity  Corporation  and  Interstate  Equities 
Corporation,  wrote  William  A.  Whiting  of  the  Bankers  Trust  Company  of  New  York  as 
follows  (id.,  Commission's  Exhibit  No.  1027)  : 

I  notice  that  there  are  a  number  of  stockholders  of  Interstate  Equities  Corporation 
registered  care  of  the  Bankers  Trust  Company.     I  am  attaching  a  list  of  them. 

The  Equity  Corporation  das  recently  sent  a  communication  to  the  stockholders  of 
Interstate  in  reference  to  the  possible  exchange  of  shares.  I  am  enclosing  some  copies 
of  this  communication.  I  would  like  to  feel  that  the  Bankers  Trust  Company  would 
handle  this  situation  not  strictly  in  a  routine  way,  and  coulrl  perhaps  make  some  effort 
to  help  us  to  overcome  the  natural  inertia  of  people  in  connection  with  matters  of  this 
kind.  I  wonder  if  you  could  get  me  on  the  right  track  with  regard  to  this  or  in  any 
other  way  give  us  a  boost.     I  would  certainly  appreciate  it  if  you  would. 

Mr.  Whiting  replied  (id.,  Commission's  Exhibit  No.  1028)  : 

This  is  to  let  you  know  that  I  have  received  your  letter  enclosing  copies  of  your 
circular  addressed  to  stockholders  of  Interstate  Equities.  I  will  be  glad  to  look  into 
the  matter  and  see  what  we  can  do  to  get  in  touch  with  these  people.  I  will  find  out 
who  in  the  bank  could  be  most  helpful,  and  will  communicate  with  you  the  early  part 
of  next  week. 
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higher  rate  than  those  paid  to  other  dealers  presumably  because  of 
their  importance  and  effectiveness.^^ 

In  the  investment  bankers  and  security  dealers  who  had  trans- 
ferred control  of  their  companies  an  efficient  machinery  was  found 
for  a  nation-wide  personal  solicitation  of  exchanges,  since  these 
investment  bankers  had  offices  and  dealer  connections  throughout 
the  United  States.  In  addition  to  soliciting  the  stockholders  of  the 
companies  which  they  had  themselves  organized,  these  dealers  were 
employed  on  a  commission  basis  to  solicit  actively  exchanges  of  the 
securities  of  all  other  controlled  investment  companies.^"  Exclusive 
territories  in  which  to  pursue  solicitation  of  exchanges  were  appor- 
tioned to  these  dealers.^^ 

These  brokers  and  security  dealers  conducted  aggressive  cam- 
paigns to  effectuate  exchanges  by  means  of  personal  solicitation  of 
stockholders.  "Pink  slips"  containing  the  names  of  prospective  ex- 
changing stockholders  were  distributed  to  their  salesmen  in  all  of 
their  branch  offices.^^  Memoranda  were  distributed  urging  salesmen 
to  concentrate  on  securing  exchanges.^^ 

It  is  obvious  that  the  stimulus  of  these  "pep  notices"  and  the 
desire  to  earn  commissions  might  tend  to  induce  salesmen  to  adopt 
tactics  inconsistent  with  fair  dealing  to  stockholders.     In  the  course 


2»  Thus,  dealers  as  a  class  received  a  commission  of  75#  for  each  share  of  the  preferred 
stock  of  National  Securities  Investment  Company  preferred  stock  which  they  succeeded 
in  procuring  by  exchange  of  Atlas  Corporation  securities.  A.  G.  Becker  &  Co.,  Inc.,  the 
sponsor  of  National  Securities  Investment  Company,  received  $2  per  share  of  the  pre- 
ferred stock  of  National  Securities  Investment  Company,  which  by  its  efforts  was  ex- 
changed for  Atlas  Corporation  stock.  Mr.  Odium  testified  (op.  cit.  supra,  note  2,  at 
18037)  : 

Q.  *  *  *  Do  you  remember  why  this  discrepancy  of  750  for  everybody  else 
and  $2  for  Becker  occurred? 

A.  *  ♦  *  The  reason  why  750  was  broadcast  to  every  banker  and  broker  in 
the  United  States  was  to  do  the  mechanical  work  to  help  the  client  get  the  stock 
in.    A.  G.  Becker  &  Co.,  we  expected  them  to  give  active  help  in  getting  the  stock  in. 

Mr.  Odium  also  testified  (id.,  at  18225-6)  : 

Q.   In   some   instances   the   original    sponsor  or  distributor   of  securities  got  more 
than  this  amount   [paid  generally  to  banks  and  brokers]  ;  isn't  that  so? 
A.  Yes. 

3«  Thus,  Hemphill,  Noyes  &  Co.  solicited  acceptance  of  all  Atlas  Corporation  exchanges 
as  well  as  acceptance  of  exchanges  for  the  securities  of  General  Empire  Corporation,  the 
Atlas  Corporation  controlled  company  which  it  had  sponsored.  The  territory  within  the 
reach  of  the  salesmen  of  Hemphill,  Noyes  &  Co.  was  wide.  The  firm  maintained  branch 
offices  and  employed  salesmen  in  New  York,  Detroit,  Toronto,  Ithaca,  Philadelphia,  Tren- 
ton. Washington,  D.  C,  Boston,  Bridgeport,  Buffalo,  Albany,  and  Pittsburgh.  P.  H. 
Whiting  &  Co.  which  had  originally  distributed  the  shares  of  Federated  Capital  Corpora- 
tion had  contacts  with  125  security  dealers  throughout  the  United  States  and  Canada. 
A.  G.  Becker  &  Co.,  Inc.,  a  Chicago  investment  banking  firm,  solicited  exchanges  through- 
out the  state  of  Illinois  (id.,  Commission's  Exhibits  Nos.  1982,  2036,  2037  [Item  8]). 

31  A.  G.  Becker  &  Co.,  Inc.,  was  awarded  Illinois  as  its  exclusive,  territory  in  which  to 
solicit  exchanges  of  the  first  preferred  stock  of  Sterling  Securities  Corporation  ;  Hemphill, 
Noyes  &  Co.  solicited  exclusively  the  exchange  of  such  securities  in  New  England ;  and 
Schoellkopf,  Button  &  Pomeroy,  Inc.,  one  of  the  original  distributors  of  the  Sterling  Se- 
curities Corporation  first  preferred  stock,  was  granted  the  remainder  of  the  United  States 
as  its  territory  for  the  solicitation  of  exchanges  (id..  Commission's  Exhibit  No.  2036). 

32  Id.,  Commission's  Exhibit  No.  2037  (Items  2-12  and  47). 

'3  Typical  examples  of  these  memoranda  are  the  slips  entitled  "Just  Between  Ourselves" 
or  more  shortly  "J.  B.  O.'s"  issued  by  Hemphill,  Noyes  &  Co.  during  the  pendency  of  the 
June  4,  1932,  simultaneous  exchange  offers  made  by  Atlas  Corporation  for  the  securities 
of  11  of  Its  controlled  companies : 

This  is  a  fine  opportunity  for  you  to  cover  your  entire  list  [of  customers  and  clientsl 
in  a  whirlwind  drive,  offering  service  on  their  exchanges  and  at  the  same  time  check- 
ing up  as  to  just  how  things  stand  with  each  customer,  whether  he  is  in  the  market 
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of  these  personal  solicitation  campaigns  salesmen  used  tactics  which 
might  be  deemed  unfair. 

Salesmen  exaggerated  the  performance  of  the  management  of  the 
acquiring  corporation.^* 

In  some  instances  representations  were  also  made  by  salesmen 
that  the  exchange  offers  had  been  approved  by  the  courts.^^     Solici- 


tor anything  else,  if  not,  when  he  will  be,  whether  he  would  care  to  trade  in  com- 
modities. 

«  *  Id  *  «  *  * 

Plunge  into  this  work,  let  nothing  deter  you.  Get  these  shares  in  for  exchange  and 
do  it  at  once.  This  is  a  way  for  you  to  build  up  your  bonus  credits  and  make  June  a 
brilliant  month  (J.  B.  O.,  June  17,  1932). 

July  15  is  the  last  day  for  the  Atlas  exchanges  unless  the  time  is  extended  which 
is  not  at  all  probable.  Speed  is  now  the  essence  of  things  if  we  are  to  make  the  quick 
money  offered  us  by  securing  deposits  of  these  various  stocks.  ♦  *  *  (J.  B.  O., 
July  7,  1932). 

A  number  of  oflSces  have  now  been  able  to  advise  us  that  they  have  covered  and 
reported  on  every  pink  slip  sent  them  on  any  exchange. 

Where  the  work  has  not  been  completed  it  should  be  pressed  vigorously  tomorrow. 
The  last  day  for  the  exchange  is  Friday,  July  15  (J.  B.  0.,  July  12,  1932). 

Mr.  Odium,  though  he  testified  that  he  knew  Hemphill,  Noyes  &  Co.  was  "working"  on  the 
exchanges,  stated  that  he  had  never  seen  these  memoranda,  which  he  characterized  as 
"typical  pep  notices"   (id.,  at  18230). 

^  For  example,  emphasis  was  placed  by  salesmen  upon  the  fact  that  Atlas  Corporation 
had  started  with  $40,000  and  had  in  1932  attained  control  of  assets  valued  at  $58,000,000. 
A  letter  dated  December  20,  1932,  addressed  to  a  stockholder  of  Securities  Allied  Cor- 
poration by  a  Hemphill,  Noyes  &  Co.  salesman,  stated  (id.,  Commission's  Exhibit  No. 
2037  [Item  19])  : 

So  that  you  may  have  the  facts  before  you  I  am  giving  you  herewith  a  r6sum6  of 
the  Atlas  Corporation  which  is  the  outgrowth  of  an  enterprise  that  was  started  in 
1923  with  $40,000  capital  and  as  of  August  31,  1932,  reported  controlled  assets  of 
more  than  $58,000,000. 

The  inference  might  be  drawn  from  the  statement  that  the  increase  in  the  value  of  the 
assets  controlled  by  Atlas  Corporation  had  been  the  product  solely  of  appreciation  in  the 
original  assets  of  the  company  rather  than  the  result  largely  of  additional  capital  con- 
tributions.    Mr.  Odium  testified  (id.,  at  17524-5)  : 

Q.  Now  in  order  to  dispel — well  should  I  characterize  it  as  a  myth  which  I  know 
you  have  not  propagated — but  there  is  no  intimation  that  the  $40,000  through  appre- 
ciation and  earnings  became  the  $110,000,000,  the  present  size  of  Atlas  Corporation  ? 

A.  That  is  right. 

Q.  You  have  heard  that? 

A.   I  have  heard  it. 

Q.  Of  course  there  is  no  basis  of  fact  for  that? 

A.  None  whatever.  We  have  80,000  stockholders  today  and  the  original  people 
own  a  very  small  part  of  the  capital. 

Q.  So  that  a  substantial  part  of  the  Atlas  Corporation  was  capital  and  surplus 
derived  from  people  who  subsequently  purchased  the  stock? 

A.  That  is  correct. 

Q.  *  *  *  The  fact  is  that  the  $40,000  was  not  through  your  management 
developed  or  grown  into  a  hundred  million  dollars. 

A.  That  is  correct. 

3'  Thus,  a  letter  written  on  November  25,  1932,  to  a  stockholder  of  Securities  Allied 
Corporation  by  a  salesman  employed  by  Hemphill,  Noyes  &  Co.  stated  : 

It  may  interest  you  to  know  that  the  Supreme  Court  of  the  State  of  New  York, 
in  the  case  of  a  defunct  company  which  is  in  the  hands  of  a  receiver,  had  this  proposi- 
tion of  the  exchange  of  Securities  Allied  for  Atlas  Corporation  put  up  to  it  last 
week  and  has  just  rendered  a  decision  recommending  the  exchange  to  be  made. 

A  letter  written  to  the  same  stockholder  on  December  23,  1932,  again  stated : 

I  was  astounded  when  I  called  you  yesterday  to  learn  that  Mr.  *  *  *  jj^d 
recommended  that  you  hold  your  Securities  Allied  stock  as  it  is  a  well  known  fact 
that  many  of  New  York's  best  bankers,  attorneys,  and  accountants  have  recommended 
this  exchange  of  stock,  said  exchange  having  even  been  recommended  by  the  Supreme 
Court  of  the  State. 

Similar  representations  were  made  to  other  Securities  Allied  Corporation  stockholders 
by  salesmen. 

Mr.  Odium  testified  that  he  had  "never  heard"  of  the  decision  of  the  New  York  Supreme 
Court  mentioned  by  the  salesmen.  Even  if  such  decision  existed,  obviously  it  could  not 
be  construed  as  a  general  approval  of  the  exchange  offer.  In  the  winding  up  of  the 
affairs  of  a  "defunct"  corporation,  liquidation  of  its  assets  for  as  high  an  immediate  cash 
consideration  as  possible  would  be  the  motivating  rationale  of  the  court's  decision.  Since 
the  market  value  of  the  Atlas  Corporation  securities  offered  for  the  stock  of  Securities 
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tors  also  attempted  to  create  the  impression  that  substantial  num- 
bers of  stockliolders  had  approved  of,  and  had  accepted  exchanges.^® 
Similarly,  dealers  soliciting  exchanges  induced  exchanges  on  the 
false  representation  that  the  acquiring  corporation  would  declare,  in 
the  near  future,  a  large  dividend  on  its  common  stock.^^  Stock- 
holders were  informed  that  they  would  sustain  substantial  losses  if 
the  exchanges  were  not  immediately  accepted.^® 

These  illustrations  indicate  the  type  of  pressure  exerted  by  sales- 
men in  their  personal  solicitation  of  exchanges.  Such  activities  on 
the  part  of  salesmen  are  largely  uncontrollable.  Little  attempt  was 
made  by  the  acquiring  corporations  to  supervise  the  activities  of 
solicitors.^^ 


Allied  Corporation  slightly  exceeded  the  market  value  of  such  stock,  the  court  would  order 
the  exchange  and  the  sale  of  the  Atlas  Corporation  securities.  Certainly  such  a  decision 
if  it  had  existed  should  not  be  cited  as  a  general  recommendation  of  the  exchange  offer 
to  all  investors  (op.  cit.  supra,  note  2,  at  18232  and  Commission's  Exhibits  Nos.  2001, 
2037  [Items  1,  18,  20]). 

3"  Thus,  one  stockholder  of  The  Goldman  Sachs  Trading  Corporation  was  informed  in 
July  1932  that  less  than  600  stockholders  of  that  company  had  not  exchanged  their 
shares  for  Atlas  Corporation  shares.  The  stockholder  upon  inquiry  made  to  Goldman, 
Sachs  &  Co.,  the  original  sponsor  of  The  Goldman  Sachs  Trading  Corporation,  was  in- 
formed "that  the  statement  made  to  you  to  the  effect  that  there  remained  less  than  600 
stockholders  who  have  not  yet  exchanged  their  stock  is  believed  to  be  very  far  from  the 
facts.  According  to  our  present  stock  list  there  are  in  the  neighborhood  of  40,000  regis- 
tered stockholders  ;  while  it  is  impossible  to  tell  at  this  time  how  many  have  exchanged 
their  shares  we  feel  safe  in  saying  that  there  are  many  thousands  who  are  retaining  their 
Goldman  Sachs  stock,  representing  an  ownership,  we  feel  certain,  of  over  4,000,000 
shares." 

In  another  instance  a  stockholder  of  Chatham  Phenix  Allied  Corporation  was  informed 
in  a  letter  dated  November  16,  1932,  written  by  a  Hemphill,  Noyes  &  Co.  salesman,  that 
"we  recommend  the  exchange  of  the  Chatham  Phenix  stock  and  while  it  is  difficult  to 
recite  in  full  in  a  letter  the  reasons  for  the  recommendation,  the  fact  that  in  excess  of 
90%  of  the  stockholders  have  already  made  the  exchange,  speaks  for  itself."  In  fact, 
however,  of  the  1,434,057  shares  of  the  stock  of  Chatham  Phenix  Allied  Corporation 
ultimately  acquired  by  Atlas  Corporation  only  679,948  shares,  or  47.4%  of  Atlas  Corpora- 
tion's total  holdings  in  the  stock,  were  acquired  by  exchange  offers  (op.  cit.  supra,  note 
2,  Commission's  Exhibits  Nos.  1962,  1963,  1985,  2037  [Item  17]). 

37  The  Equity  Corporation  through  Allied-Distributors,  Inc.,  one  of  its  affiliated  com- 
panies, also  conducted  an  extensive  personal  solicitation  campaign  with  reference  to  its 
exchange  offers.  Lists  of  the  stockholders  of  the  subsidiaries  of  The  Equity  Corporation 
were  supplied  to  Allied  Distributors,  Inc.  which  in  turn  distributed  them  to  local  dealers 
who  received  commissions  for  their  services  in  inducing  exchanges.  An  effort  was  made 
to  procure  the  services  of  the  dealer  who  had  originally  sold  the  securities  of  the  sub- 
sidiary companies  to  the  stockholders  (Public  Examination,  The  Equity  Corporation,  at 
10538-40,  10562,  10904-5  and  Commission's  Exhibit  No.  1064).  For  a  more  detailed 
discussion  of  the  personal  solicitation  campaign  conducted  by  The  Equity  Corporation, 
see  op.  cit.  supra,  note  10,  p.  235,  et  seq. 

A  stockholder  of  one  of  The  Equity  Corporation's  subsidiary  investment  companies 
was  induced  to  exchange  his  stock  on  the  false  representation  that  The  Equity  Corporation 
would  shortly  declare  a  10%  dividend  on  its  common  stock  (Public  Examination,  The 
Equity  Corporation,  Commission's  Exhibit  No.  1040). 

38  One  of  the  dealers  Informed  a  stockholder  of  Interstate  Equities  Corporation  that 
she  "would  be  compelled  to  turn  over  my  40  shares  of  Interstate  Equities  preferred 
stock"  for  stock  of  The  Equity  Corporation  and  that  "all  is  over"  if  the  exchange  was 
not  made  and  that  "I  have  no  more  hope  after  Wednesday,  October  31st."  Mr.  R.  Sher- 
wood Elliott,  the  secretary  of  The  Equity  Corporation,  agi-eed  that  these  and  other 
instances  of  dealer  tactics  "clearly  indicated  the  security  dealers  did  bring  pressure"  (id., 
at  10781  and  Commission's  Exhibit  No.  1042). 

*®  Mr.  Odium  testified  that  he  was  unaware  of  these  practices  engaged  in  by  salesmen 
(op.  cit.  supra,  note  2,  at  18230). 

As  this  Commission  has  stated  in  another  report  to  the  Congress  :  "There  is  no  gauging 
the  pressure  which  house-to-house  canvassers,  thus  employed,  will  bring  to  bear  to  induce 
153373— 41— pt.  3 -38 
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2.  INDUCEMENTS  TO  EXCHANGE 

The  average  investor  is  usually  confused  by  and  often  suspicious 
of  any  offer  of  exchange  made  to  him  by  a  hitherto  unknown  finan- 
cial group.  The  tendency  is  for  the  investor  to  procrastinate  or  to 
refuse  to  accept  such  offers.  This  inertia  must  be  overcome  if  the 
exchange  program  is  to  be  successful.  Various  practices  to  over- 
come this  resistance  to  exchange  offers  were  employed  *°  and  subtle 
pressures  to  induce  exchanges  were  devised.  Some  of  these  prac- 
tices will  be  described. 

a.  Time  Limits  for  Acceptance  of  Exchange  Offers 

The  offers  of  exchange  were  always  limited  in  duration  and  con- 
tained statements  which  implied  that  unless  stockholders  accepted 
the  offers  within  the  short  time  limits  allotted,  no  further  opportu- 
nity would  be  afforded  to  stockholders  of  controlled  companies  to 
accept  such  offers.  Nevertheless  it  was  the  intent  of  the  acquiring 
corporation  to  continue  to  effect  exchanges  until  they  had  acquired 
the  percentage  of  the  outstanding  shares  of  a  controlled  company 
necessary  to  effect  its  dissolution,  consolidation,  or  merger.  In  fact, 
the  offers  were  almost  always  extended  and,  in  some  cases,  renewed 
and  again  extended.*^  But  the  determination  of  whether  or  not  to 
renew  or  extend  the  offers  rested  solely  with  the  acquiring  corpora- 
tion. Stockholders  who  received  offers  were  not  informed  of  the 
decision  to  extend  or  renew  such  offers  until  the  expiration  date 
of  the  original  offer  had  passed.  However,  salesmen  and  solicitors 
were  informed  in  advance  of  the  decision  to  extend  the  offers.*^ 

Mr.  Odium  testified  that  the  purpose  of  not  revealing  the  intent  of 
Atlas  Corporation  to  extend  the  exchange  offers  was  to  prevent  a 
"slowing  up"  of  exchanges.*^     The  necessity  for  a  short  time  period  for 

security  holders  to  deposit  with  a  committee  or  to  assent  to  a  plan"  (op.  cit.  supra,  note 
10,  Part  I,  p.  487).     Mr.  Odium  testified   (op.  cit.  supra,  note  2,  at  18232)  : 

Q.  We  are  interested  in  what  we  call  the  pressure  devices. 

A.  Yes ;  they  all  raise  a  question.     I  think  in  England  they  have  a  law  that  nobody 
can  solicit  any  stock  or  sell  stock  from  door  to  door. 
^«For  a  discussion  of  the  inducements  used  by  The  Equity  Corporation  to  effect  ex- 
changes, see  op.  cit.  supra,  note  10,  p.  266,  et  seq. 

^^  Public  Examination,  The  Equity  Corporation,  Commission's  Exhibit  No.  839  ;  and  op. 
cit.  supra,  note  2,  Commission's  Exhibit  No.  1970. 

^  Thus,  a  "J.  B.  O."  dated  June  24,  1932  (the  day  before  the  original  expiration  date 
of  Atlas  Corporation  June  4,  1932,  offers  to  stockholders  of  11  of  its  controlled  com- 
panies) addressed  by  Hemphill,  Noyes  &  Co.  to  its  salesmen  stated : 

Atlas  *  *  ♦  does  not  care  to  announce  in  advance  whether  the  extension  will 
be  made  but  we  gain  the  impression  that  it  almost  certainly  will.  Therefore  continue 
to  make  every  effort  to  get  these  stocks  sent  in  to  us  for  exchange  (op.  cit.  supra, 
note  2,  Commission's  Exhibit  No.  2037  [Item  5]). 

«Mr.  Odium  testified  (id.,  at  18231)  : 

Q.  Now  let  me  ask  you  this  question,  Mr.  Odium.  In  order  to  speed  up  the  ex- 
changes it  would  not  be  disclosed  if  it  was  the  intent  of  Atlas  Corporation  to  extend 
the  time  of  exchanges?  That  would  not  be  disclosed  because  that  might  slow  up 
the  exchange? 

A.  That  is  correct. 

Q.  That  is  part  of  the  technique? 

A.  Even  though  we  thought  we  were  going  to  extend  we  never  said  so  until  the 
last  minute. 

The  June  4,  1932,  exchange  offers  (id..  Commission's  Exhibit  No.  1970)  made  by  Atlas 
Corporation  simultaneously  to  the  holders  of  the  securities  of  11  of  its  controlled  com- 
panies afford  an  example  of  the  use  of  this  technique.     All  of  these  offers  stated  : 

If  you  desire  to  accept  this  offer,  you  must,  ON  OR  BEFORE  THE  CLOSE  OF 
BUSINESS  ON  JUNE  25,  1932  (or  on  or  before  the  close  of  business  on  such  ex- 
tended date  or  dates  not  later  than  July  15,  1932,  as  may  be  specified  by  Atlas 
*     *     *     Corporation)  execute  the  enclosed  letter  of  transmittal     *     *      *, 
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acceptance  was  attributed,  in  the  offers,  to  the  differences  in  capital 
structures  of  the  various  controlled  companies  and  the  effect  of  such 
structural  differences  on  the  asset  values  of  the  various  securities  in- 
volved in  the  offer.  The  "leverage"  in  the  capital  structure  of  the 
acquiring  company  and  its  beneficial  effect  on  the  asset  value  of  its 
common  stock  in  the  event  of  a  rising  market  was  also  urged  as  a 
reason  for  limiting  the  offer  period.  There  was  created  the  impression 
that  nonacceptance  of  the  offer  within  the  period  might  result  in 
financial  loss  to  the  stockholder  receiving  the  offer  and  that  he  would 
be  given  no  further  opportunity  to  effect  an  exchange  for  the  common 
stock  of  the  acquiring  corporation.**  No  reference  was  usually  made 
to  the  fact  that  a  decline  in  the  value  of  the  assets  of  the  acquiring 
corporation  would,  because  of  the  "leverage"  in  its  capitalization, 
cause  a  proportionately  greater  decline  in  the  asset  value  of  its  com- 
mon stock.*^ 

The  efficacy  of  time  limitations  for  acceptance  of  exchange  offers  is 
indicated  by  the  following  statement  in  a  memorandum  addressed  by 
Hemphill,  Noyes  &  Co.,  one  of  the  soliciting  agents  for  Atlas  Corpora- 
tion to  its  salesmen  on  January  23,  1933 :  *" 

In  four  days  last  week  after  it  was  known  that  no  more  exchanges  of  Securi- 
ties Allied  into  Atlas  could  be  arranged  after  Saturday,  20,000  shares  came  in 
or  were  promised  for  delivery  early  this  week.  Could  there  be  better  proof 
of  what  a  group  of  determined  salesmen  can  do  when  they  desire  to     *     *     *  ? 

Notwithstanding  the  statement  in  this  memorandum  that  exchange 
offers  made  by  Atlas  Corporation  for  the  stock  of  Securities  Allied 
Corporation  were  terminating  in  January  1933,  Atlas  Corporation 
continued  until  July  1933  to  repeat  its  offers  of  exchanges  for  such 
stock.*^ 

b.  Control  of  Market  Prices  of  Shares  to  be  Exchanged 

The  ratio  of  securities  to  be  involved  in  exchange  offers  were  calcu- 
lated largely  upon  the  market  values  of  the  securities  involved  in  the 
offers.  Nevertheless,  to  a  substantial  extent  this  basis  of  calculation — 
the  market  values  of  the  respective  securities — was  usually  under  the 
control  of  the  acquiring  corporation.  For  example,  during  the  pend- 
ency of  its  exchange  offers,  made  on  June  4,  1932,  agents  of  Atlas 
Corporation  made  at  least  some  effort  to  stabilize  the  market  price  of 


«  Thus,  in  the  June  4,  1932,  offer  of  Atlas  Corporation  to  the  stockholders  of  Securities 
Allied  Corporation,  the  following  typical  statement  was  made  (id.,  Commission's  Exhibit 
No.  1970)  : 

The  changes  upward  and  downward  of  the  portfolios  of  different  companies  affects 
the  stocks  of  such  companies  to  different  degrees  because  of  differences  in  capital 
structure.  Your  company,  for  example,  has  only  common  stock  outstanding,  whereas 
Atlas  *  *  •  Corporation  has  outstanding  both  common  and  preference  stock. 
Therefore,  in  the  event  of  increase  in  the  value  of  portfolio  holdings  the  asset  value 
of  Atlas  *  *  *  Corporation  common  stock  because  of  the  "leverage"  provided 
for  it  by  the  outstanding  preference  stock,  will  increase  comparatively  more  rapidly 
than  increase  in  the  value  of  such  portfolio  *  *  *.  Under  such  circumstances 
this  offer  must  be  limited  to  a  short  period  of  time. 

*^  Despite  the  difference  in  the  capital  structure  of  Atlas  Corporation  and  of  Securities 
Allied  Corporation  and  of  the  changes  "upward  and  downward  in  the  value  of  the  port- 
folios" of  the  companies,  the  Atlas  Corporation  offer  of  June  4,  1932,  to  the  stockholders 
of  Securities  Allied  Corporation  was  extended  to  July  15,  1932,  and  renewed  on  identical 
terms  on  September  23,  1932,  March  16,  1933,  June  13,  1933,  and  July  12,  1933  (id..  Com- 
mission's Exhibit  No.  1970). 

«  Id.,  Commission's  Exhibit  No.  2037   (Item  12). 

^■^  Id.,  Commission's  Exhibit  No.  1970. 
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Atlas  Corporation's  securities.  Moreover,  prior  to,  and  at  the  time  of 
its  June  4,  1932,  offers  of  exchange  to  the  stockholders  of  its  subsid- 
iaries, control  of  which  had  been  acquired  in  1931  or  early  in  1932, 
Atlas  Corporation  was  substantially  the  only  determinant  of  the  mar- 
ket prices  of  the  securities  of  such  companies. 

Before  the  succession  of  Atlas  Corporation  to  control  of  its  various 
subsidiaries,  the  market  in  their  securities,  particularly  after  the  stock 
market  crash  of  1929,  had  been  maintained  and  supported  only  by  the 
purchases  of  the  corporations  themselves  or  by  their  sponsors  and 
managers.^^  However,  Atlas  Corporation  on  its  accession  to  the  man- 
agement of  these  companies  immediately  terminated  their  market-sup- 
porting activities.  In  the  agreements  whereby  it  acquired  control. 
Atlas  Corporation  also  usually  obtained  a  stipulation  from  the  former 
sponsors  or  managers  *"  requiring  them  to  cease  any  market  activities 
in  the  securities  of  their  corporations.  Many  of  the  sponsors  became 
brokers  for  Atlas  Corporation,  bidding  for  the  shares  of  their  former 
companies  at  prices  fixed  by  Atlas  Corporation.^"  As  a  result  Atlas 
Corporation  became  substantially  the  only  market  bidder  for  the  secu- 
rities of  these  investment  companies.^^  Atlas  Corporation  usually  set 
market  prices  for  its  subsidiaries'  stocks  which  were  slightly  in  excess 
of  the  market  prices  of  comparable  investment  company  securities 
(which  fact  may  have  induced  the  sale  of  such  securities  to  Atlas  Cor- 
poration) but  nevertheless  were  at  a  substantial  discount  from  their 
asset  value.^^  The  determination  of  the  extent  of  the  spread  between 
the  market  and  asset  values  of  the  securities  was  largely  in  the  hands 
of  Atlas  Corporation. 

(1)  GREATER  MARKET  VALUE  OF  ATLAS  CORPORATION  SECURITIES 
OFFERED  IN  EXCHANGES 

Prior  to  its  June  4,  1932,  simultaneous  offers  of  exchange  to  the 
stockholders  of  11  of  its  then  controlled  companies,  Atlas  Corpora- 
tion had  in  most  cases  been  the  determinant  of  the  market  price  of 
these  securities  for  substantial  periods  of  time.^^  jj-^  ^]^q  June  4,  1932, 
offers,  however,  the  market  value  of  the  Atlas  Corporation  securities 
obtainable  by  exchanges  exceeded  the  then  market  values  of  the  securi- 
ties of  its  controlled  investment  companies.^*  The  increased  cash 
values  to  be  obtained  for  these  securities  as  a  result  of  the  terms  of 
the  exchanges  would  induce  many  stockholders  who  wanted  to  liqui- 
date their  holdings  to  exchange  their  securities  for  Atlas  Corpora- 
tion securities  even  though  such  exchange  entailed  a  loss  in  asset 
values.  Mr.  Odium  conceded  that  the  higher  market  value  of  the 
Atlas  Corporation  shares  would  be  a  motivating  factor  in  the  decision 
of  many  stockholders  to  accept  the  exchanges.^^ 

Q.  Now  in  connection  with  one  of  the  essential  elements  of  the  acquisition 
program  namely,  to  acquire  assets  at  a  discount  it  was  essential  that  some 


^'  See  See.  Ill,  supra,  pnrticularly  pp.  1099,  1144-5,  1308  and  1311-12. 
^9  Ibid. 
60  Ibid. 

"  Derived    from    supplementary    Information    supplied    the    Commission    for    Atlas    Cor- 
poration. 

63  Op.  cit.  supra,  note  2,  at  17772-3,  18014-0. 

6'  Op.  cit.  supra,  note  48. 

6*  Op.  cit.  supra,  note  2,  Commission's  Exhibit  No.  2001 

65  Id.,  at  17771-2. 
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compensatory  feature  be  added  in  oi'der  to  induce  the  exchanges.  A  person 
isn't  going  to  give  you  a  dollar  in  asset  value  for  80  cents  in  market  value  un- 
less you  give  him  something  which  he  considers  or  which  you  think  he  would 
consider  makes  up  the  difference,  isn't  that  so? 

A.  That  is  correct,  or  putting  it  more  direct  if  he  had  a  dollar  that  at  the 
moment  was  only  worth  80  cents  to  him  then  he  wouldn't  sell  it  for  80  cents 
but  he  might  sell  it  for  ninety  cents,  so  that  he  got  more,  ten  cents  more  and 
we  got  ten. 

Q.  Or  the  situation  might  be  that  if  he  had  a  dollar  but  he  couldn't  lay  his 
hands  on  the  dollar  immediately  he  would  be  prepared  to  take  eighty  cents 
if  he  could  realize  that  80  cents  immediately? 

A.  Yes;  it  is  comparable  to  a  man  who  bought  a  piece  of  land  for  a  dollar, 
and  the  best  he  could  get  for  the  land  was  80  cents,  although  he  considered  and 
felt  that  the  land  was  still  worth  a  dollar,  and  somebody  came  along  and 
offered  90  cents  for  the  land  and  he  would  say  "That  is  better  than  I  can  get 
elsewhere ;  I  am  sacrificing  ten  cents  but  I  am  making  ten  cents." 

Atlas  Corporation,  during  the  pendency  of  its  offers,  maintained  a 
bid  in  the  market  for  its  subsidiaries'  securities.  However,  Atlas 
Corporation  would  prefer  to  obtain  its  subsidiaries'  shares  by  ex- 
change rather  than  by  purchase  for  the  reason  that  the  market  value 
of  Atlas  Corporation's  common  stock  offered  in  its  June  4,  1932  ex- 
change offers  substantially  exceeded  its  asset  value.  The  market  price 
of  Atlas  Corporation's  common  stock  on  June  4,  1932  was  $5  per 
share;  its  asset  value  was  only  $2.97  per  share.^''  Atlas  Corporation 
would  gain  in  assets  to  a  greater  extent  by  exchanges  than  it  would 
by  purchases  of  its  subsidiaries'  securities.  Financial  institutions 
soliciting  exchanges  for  Atlas  Corporation  therefore  made  every 
effort  to  obtain  an  exchange  of  a  subsidiary  company's  securities.  Mr. 
Odium  testified :  ^^ 

Q.  These  people  [the  soliciting  agencies]  were  using  various  plans  to  get 
these  stocks  out  of  the  hands  of  the  *  *  *  holders.  If  they  could  not  ex- 
change them,  they  would  buy  for  cash,  and  if  they  could  not  buy  them,  they 
would  tell  them  to  sell  on  the  [stock]  exchange,  all  with  the  intent  to  get  those 
stocks  exchanged  for  Atlas  shares,  isn't  that  so? 

A.  That  is  correct. 

In  some  cases  at  least  dealers  attempted  to  purchase  for  Atlas  Cor- 
poration's account  the  shares  of  stockholders  who  refused  to  make 
an  exchange  at  prices  less  than  the  market  value  of  the  Atlas  Cor- 
poration securities  offered  in  exchange.  Only  as  a  last  resort  was  an 
effort  made  to  induce  stockholders  to  sell  their  shares  on  an  organized 
securities  market  where,  as  a  result  of  the  terms  of  the  offers  the 
market  prices  of  the  securities  would  tend  to  equal  those  of  the  Atlas 
Corporation  securities  obtainable  on  the  exchange  offer.  An  example 
of  this  type  of  activity  on  the  part  of  dealers  is  reflected  in  the  agree- 
ment (which  has  been  fully  described  elsewhere  in  this  chapter  ^^) 
between  Atlas  Corporation  and  Schoellkopf,  Hutton  &  Pomeroy,  Inc., 
with  reference  to  the  solicitation  by  that  firm  of  the  preferred  stock 
of  Sterling  Securities  Corporation,     Briefly  summarized,  the  agree- 


s«  Id.,  Commission's  Exhibit  No.  2001. 

"^  Id.,  at  18228. 

°^  See  supra,  pp.  1177-8. 
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ment  required  the  Schoellkopf  firm,  if  it  failed  to  effect  an  exchange 
to  attempt  to  purchase  the  Sterling  Securities  Corporation  preferred 
stock  at  a  price  one  dollar  less  than  the  market  value  of  the  Atlas 
Corporation  stock  offered  in  exchange.  Only  if  a  purchase  at  this 
price  could  not  be  made  was  the  Schoellkopf  firm  to  attempt  to  pre- 
vail upon  the  stockholder  to  sell  his  stock  on  the  New  York  Stock 
Exchange  where  it  would  "presumably  come  into"  Atlas  Corpora- 
tion's hands.^^ 

(2)  NONMARKETABILITY  OF  SUBSIDIARIES'  SHARES 

Generally  the  securities  of  controlled  companies  did  not  enjoy  a 
broad  and  active  market.  Usually  the  only  activity  in  the  market 
for  such  shares  would  result  from  the  acquiring  corporation's  pur- 
chases. Substantial  purchasing  by  the  acquiring  corporation  would 
increase  activity  in  the  market  for  such  shares  and  therefore  would 
tend  to  raise  their  market  prices.  As  a  consequence,  the  acquiring 
corporation  sometimes  refrained  from  entering  the  market.  In  the 
absence  of  such  purchases  the  market  would  usually  become  thin,  few 
trades  would  appear  in  the  daily  price  quotations,  and  the  price  would 
recede.  In  short,  the  investment  company  making  the  exchange  offers 
was  to  a  large  extent  the  determining  factor  in  the  activity  in  the 
market  for  its  subsidiaries'  securities. 

On  the  other  hand,  the  securities  of  the  acquiring  company  usually 
enjoyed  a  broad  and  active  market  on  a  securities  exchange  because  of 
the  wide  distribution  of  the  corporation's  shares  effected  by  its  ex- 
change offers.  To  those  stockholders  of  subsidiary  companies  who  de- 
sired to  liquidate  their  holdings,  the  superiority  of  the  market  in  the 
securities  of  the  acquiring  company  would  stimulate  their  acceptance 
of  the  exchange  offers.^° 

As  the  exchange  program  progressed  and  the  acquiring  company 
accumulated  a  large  proportion  of  the  securities  of  its  controlled  com- 
panies, the  thinness  of  the  market  in  such  securities  was  accentuated. 
In  many  cases  the  absence  of  an  adequate  distribution  of  the  shares  in 
the  hands  of  the  public  led  to  their  delisting  by  the  securities  markets 
upon  which  they  were  traded.  For  example,  Mr.  Odium  testified  that 
the  gradual  contraction  in  the  marketability  of  the  shares  of  Atlas 
Corporation's  controlled  investment  companies,  as  the  public  holding 
of  such  shares  was  diminished,  would  serve  to  induce  the  remaining 
stockholders  to  exchange  their  shares :  '^^ 

Q.  Of  course,  on  this  marketability,  Mr.  Odium,  when  you  get  into  this  period 
certainly  there  was  no  market  because  Atlas  Corporation  in  most  instances  had 
90%  or  95%  of  the  stock? 

A.  No.  As  a  matter  of  fact,  several  of  them  were  delisted  because  of  the  small 
public  holding.    The  market  in  most  cases  was  only  an  Atlas  market. 

Q.  That  little  holdout  group,  for  instance,  although  you  said  sometimes  as  a 
matter  of  nuisance  value  they  came  out  better  than  the  fellow  who  played 
along  but  he  has  a  sense  of  futility,  hasn't  he? 

A.  Yes. 


^'  Op.  cit.  supra,  note  2,  Commission's  Exhibit  No.  2036. 

^  For  example,  in  its  June  4,  1932,  offers  Atlas  Corporation  referred  to  the  "compara- 
tively narrow  market"  in  its  subsidiaries'  stocks  and  to  the  "broader"  market  in  its  own 
securities  (id.,  Commission's  Exhibit  No.  1970). 

<a  Id.,  at  18231-2. 
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Q.  He  has  no  market. 
A.  No. 

Q.  And  if  he  does  not  take  the  Atlas  stock  he  may  feel  he  has  a  valueless 
piece  of  paper  and  that  was  another  impetus  to  effect  exchanges?    Isn't  that  so? 
A.  I  think  so. 

In  this  situation,  virtually  the  only  manner  in  which  a  stockholder 
could  liquidate  his  holdings  was  to  accept  the  exchange  offer.^^  Sales- 
men soliciting  exchanges  also  stressed  the  inactivity  of  the  market  in 
the  stock  of  controlled  companies  and  the  possibility  of  a  delisting  of 
their  securities.''^ 

(3)  STABILIZATION  OF  MARKET  PRICE  OF  SECURITIES  OF  ACQUIRING 
CORPORATIONS  DURING  EXCHANGE  PERIODS 

Since  the  superior  marketability  and  market  value  of  the  stock  of 
the  acquiring  corporation  involved  in  the  exchange  offers  were  sub- 
stantial factors  which  would  induce  exchanges,  it  would  clearly  be 
advantageous  to  the  acquiring  corporation  if  the  market  value  of  its 
securities  increased  or  at  least  remained  approximately  constant  dur- 
ing the  pendency  of  its  exchange  offers.  A  drop  in  the  market  value 
of  its  securities  would  destroy  the  attractive  ratio  of  market  values 
which  stimulated  the  acceptance  of  exchanges  by  stockliolders  of  ac- 
quired companies.  Moreover,  normally  the  increased  supply  ^*  of  the 
acquiring  corporation's  securities  which  would  appear  on  the  market 


^  The  exchange  offers  made  by  Atlas  Corporation  subsequent  to  June  4,  1932,  empha- 
sized the  superior  marketability  of  Atlas  Corporation's  securities.  Thus  an  offer  ad- 
dressed to  the  stockholders  of  Securities  Allied  Corporation  on  September  23,  1932,  stated : 

Only  approximately  28,000  shares  of  Securities  Allied  Corporation  have  been 
traded  in  on  the  New  York  Curb  market  since  July  15,  1932  (the  date  of  the  ex- 
piration of  our  offer).  During  the  same  period  approximately  450,000  shares  of 
common  stock  of  Atlas  Corporation  were  similarly  traded  in. 

An  offer  to  the  stockholders  of  Federated  Capital  Corporation  on  the  same  date  contained 
the  following  statement : 

So  far  as  we  can  ascertain  only  approximately  2,600  preferred  shares  and  400 
shares  of  common  stock  of  Federated  Capital  Corporation  have  been  traded  in  the 
market  since  July  15,  1932  (the  date  of  the  expiration  of  our  offer).  During  the 
same  period  approximately  450,000  shares  of  common  stock  of  Atlas  Corporation  were 
bought  and  sold.  The  stock  of  the  Federated  Capital  Corporation  remaining  out- 
standing in  the  hands  of  the  public  is  so  small  that  the  market  for  such  shares  will, 
in   the  future,   probably   be   inactive    (id..    Commission's   Exhibit  No.   1970). 

83  A  letter  written  on  December  17,  1932,  by  a  salesman  employed  by  Hemphill,  Noyes 
&  Co.,  to  a  Securities  Allied  Corporation  stockholder  stated  : 

The  number  of  shares  of  Securities  Allied  stock  still  outstanding  is  very  small, 
since  the  market  has  dwindled  to  practically  nothing  and  it  is  opportune  to  state 
here  that  because  of  this  small  market  there  is  always  the  possibility  that  the  shares 
will  be  stricken  from  the  Curb  Exchange. 

Another  letter  dated  November  23,  1932,  written  by  a  salesman  to  a  stockholder  of 
Ungerleider  Financial  Corporation  stated  : 

It  may  be  of  interest  to  you  to  know  that  your  Ungerleider  stock  was  withdrawn 
from  trading  on  the  New  York  Curb  which  should  considerably  lessen  its  market- 
ability. 

Still  another  letter  written  on  December  7,  1932,  to  a  stockholder  of  Securities  Allied 
Corporation  stated  : 

The  number  of  shares  of  Securities  Allied  outstanding,  is  being  lessened  constantly 
with  the  result  that  you  have  a  materially  lessened  market  activity  and  public 
interest  in  the  stock.  As  a  consequence.  Securities  Allied  stock  will  not  be  in  a 
favorable  market  position  to  reflect  any  enhancement  in  value  (id.,  Commission's 
Exhibit  No.  2037  [Items  14,  15,  16,  35]). 

**  During  1932,  Atlas  Corporation  issued  in  connection  with  its  exchange  offers  over 
78,000  shares  of  its  preference  and  1,135,000  shares  of  its  common  stock  (op.  cit.  supra, 
note  2,  Commission's  Exhibit  No.  1959). 
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as  a  result  of  the  acceptance  of  exchanges  would  tend  to  cause  a 
decline  in  their  market  value. 

During  the  period  of  time  allotted  for  acceptance  of  the  offers  of 
exchange  the  market  prices  of  the  securities  of  the  acquiring  corpora- 
tion would  be  stabilized.  For  example,  elsewhere  in  this  chapter  ^^ 
there  has  been  described  how  Chase  Donaldson  and  his  associates, 
with  the  aid  of  Atlas  Corporation,  were  enabled  to  procure  a  loan 
of  the  funds  needed  by  them  to  acquire  control  of  Allied  General 
Corporation  in  January  1932 — a  loan  guaranteed  by  Atlas  Corpora- 
tion and  secured  by  a  controlling  block  of  the  stock  of  Allied  Gen- 
eral Corporation.  At  the  time  of  acquisition  of  control  of  Allied 
General  Corporation,  it  was  also  informally  decided  that  Allied 
General  Corporation  would  attempt  to  aid  Atlas  Corporation  in  its 
expansion  program  by  purchasing  on  the  market  Atlas  Corporation 
stocks  and  exchanging  them  by  means  of  a  personal  solicitation  cam- 
paign carried  on  by  its  salesmen  and  dealers,  for  the  securities  of 
the  investment  companies  controlled  by  Atlas  Corporation.  Mr.  Don- 
aldson testified :  ^® 

Q.  Substantially  what  was  the  arrangement  yon  had  with  the  Atlas  Cor- 
poration with  respect  to  these  exchanges? 

A.  I  have  been  trying  to  refresh  my  own  mind  on  what  the  arrangement  was, 
but  as  nearly  as  I  can  determine  from  looking  over  the  correspondence  and 
the  records,  the  Atlas  Corporation  advised  us  they  would  be  willing  to  purchase 
from  time  to  time  the  stock  of  their  subsidiary  and  affiliated  companies,  and 
they  had  no  objection  to  our  offering  Atlas  common  which  we  might  purchase 
in  the  market  or  over  the  counter,  in  exchange  for  such  stock,  and  that  if  we 
became  long  these  subsidiary  and  affiliated  stocks  their  disposition  was  to  pur- 
chase them  from  us  at  no  definite  set  of  prices  that  I  can  recall.  That  was 
the  general  tenor  of  the  arrangement.  I  don't  recall  that  there  were  any 
specified  prices  that  were  ever  reduced  to  writing,  although  that  was  the  gen- 
eral intent  of  it,  and  as  I  looked  over  the  books  we  from  time  to  time  sold 
them  some  of  our  various  subsidiary  and  affiliated  stock  for  cash,  against 
which  we  had  delivered  to  dealers  Atlas  Corporation  preferred  and  common 
which  we  had  purchased  in  the  open  market. 

Sustained  purchase  of  Atlas  Corporation  securities  by  Allied  Gen- 
eral Corporation  on  the  New  York  Curb  Exchange,  on  which  the 
Atlas  Corporation's  securities  were  listed,  would  tend  to  support  and 
maintain  the  price  of  such  securities,  especially  where  no  counter- 
selling  on  the  market  by  Allied  General  Corporation  took  place.  As 
Mr.  Donaldson  testified,  the  Atlas  Corporation  securities  acquired 
in  the  market  were  disposed  of  over  the  counter  by  exchanging  them 
for  the  securities  of  Atlas  Corporation's  controlled  investment 
companies. 

During  the  month  of  May  1932,  a  month  prior  to  the  simultaneous 
offers  of  exchange  made  by  Atlas  Corporation  to  the  stockholders  of 
its  subsidiaries,  5,200  shares  of  Atlas  Corporation  preferred  stock  were 
traded  in  on  the  New  York  Curb  Exchange.  Tlie  price  of  the  stock 
during  the  month  ranged  from  a  high  of  35  to  a  low  of  321/2  per 
share.  In  this  month  Allied  General  Corporation  purchased  through 
broker  members  of  the  New  York  Curb  Exchange  a  total  of  4,600 


«5  See  supra,  pp.  1351-7. 

^  Public  Examination,  Allied  General  Corporation,  at  5245- 
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shares  of  Atlas  Corporation  preference  stock  or  approximately  90% 
of  the  total  of  such  shares  traded  in  on  the  New  York  Curb  Ex- 
change. During  the  course  of  the  month,  Allied  General  Corpora- 
tion disposed  of  only  440  shares  of  the  stock,  which  were  sold  to  or 
through  Moore  &  Schley,  a  brokerage  firm  which  does  a  substantial 
amount  of  the  brokerage  business  of  Atlas  Corporation.  During 
the  same  month  the  volume  of  trading  in  the  common  stock  of  Atlas 
Corporation  on  the  New  York  Curb  Exchange  totaled  76,600  shares. 
Allied  General  Corporation's  market  purchases  of  the  stock  during 
the  month  totaled  68,347  shares.  In  the  same  period  only  100  shares 
were  sold  and  these  shares  were  sold  over  the  counter  to  or  through 
Moore  &  Schley  as  brokers.*^^ 

Manifestly,  the  activity  in  the  market  and  the  market  prices  of  the 
shares  of  Atlas  Corporation  during  the  month  of  May  1932  were  sub- 
stantially a  reflection  only  of  the  trading  in  such  securities  by  Allied 
General  Corporation.  That  Atlas  Corporation  was  cognizant  of  these 
purchases  by  Allied  General  Corporation  is  apparent  from  the  fact 
that  the  purchases  to  a  substantial  extent  were  made  for  the  account 
of  Atlas  Corporation  and  that  loans  were  made  by  Atlas  Corporation 
to  Allied  General  Corporation  presumably  to  enable  it  to  carry  on 
its  activities.  Thus,  the  minutes  of  the  meeting  of  the  Executive 
Committee  of  Allied  General  Corporation,  held  on  May  12,  1932, 
state : «« 

Whereas,  Atlas  Corporation  does  not  desire  to  make  settlement  prior  to  May 
22,  1932,  on  2,664  shares  of  its  preferred  stock  and  32,409  shares  of  its  common 
stock  purchased  for  its  account  but  is  willing  to  make  a  loan  to  Allied  General 
Corporation  in  the  amount  of  $200,000  *  *  *  said  moneys  to  be  applied 
on  said  purchases  when  due: 

Now,  therefore,  be  it  resolved  that  it  is  in  the  best  interests  of  this  corporation 
to  increase  its  cash  position  by  accepting  this  loan  against  future  deliv- 
eries   *     *     *. 

The  minutes  of  a  meeting  of  the  same  committee  on  May  26,  1932. 
state  :«^ 

Whereas,  Atlas  Corporation  does  not  desire  to  make  settlement  prior  to  June  1, 
1932,  of  its  obligations  amounting  to  approximately  $406,000  on  1,826  shares  of 
its  preferred  stock  and  65,000  shares  of  its  common  stock  purchased  for  its 
account  by  Allied  General  Corporation  but  is  willing  to  make  an  additional 
loan  to  this  corporation  in  the  amount  of  $150,000  *  *  *  gai(j  moneys  to 
be  applied  when  due  against  said  purchases     *     *     *. 

Now,  therefore,  be  it  resolved  that  it  is  to  the  best  interests  of  the  Corpora- 
tion to  increase  its  cash  position  by  accepting  this  loan  against  future 
deliveries     *     *     *. 

As  has  been  stated,  on  June  4,  1932,  Atlas  Corporation  made  simul- 
taneous exchange  offers  to  the  shareholders  of  11  of  its  existing  con- 
trolled companies.  The  Atlas  Corporation  preference  stock,  it  was 
stated  in  the  offers,  had  a  then  market  value  of  $34  per  share;  the 
market  value  of  the  common  stock  was  stated  in  the  offers  to  be  $5 
per  share.     The  offers,  however,  did  not  reveal  the  extent  of  the  pre- 


«'0p.  cit.  supra,  note  2,  Commission's  Exhibit  No.  2037   (Item  26). 

^  Ibid. 

•^Ibid. 
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vious    market    activity    of    Allied     General    Corporation    in    these 

The  offers  made  on  June  4,  1932,  ultimately  expired  on  July  15, 
1932/^  During  the  entire  period  that  these  offers  were  in  exist- 
ence the  market  prices  of  Atlas  Corporation's  securities  remained 
approximately  equivalent  to  those  which  were  stated  in  the  offers. 
The  price  of  the  preference  stock  fluctuated  within  a  two-point 
range ;  the  high  for  the  period  was  34^4  and  the  low  32.  The  com- 
mon stock  of  Atlas  Corporation  also  fluctuated  within  a  narrow 
range,  the  high  for  the  period  being  5i/^,  the  low  4%.'^^ 

From  May  1  to  the  end  of  July  1932,  Allied  General  Corporation 
purchased  through  member  brokers  on  the  New  York  Curb  Ex- 
change a  total  of  9,100  shares  of  the  preference  stock  of  Atlas  Cor- 
poration.''^  The  total  volume  of  trading  in  the  stock  on  the  Curb 
Exchange  during  these  months  was  9,900  shares.  In  other  words, 
Allied  General  Corporation's  purchases  constituted  92%  of  the  pur- 
chases on  the  New  York  Curb  Exchange  for  the  period.  Only  100 
shares  were  sold  in  the  market  by  Allied  General  Corporation  during 
these  months  and  only  440  shares  were  sold  over  the  counter  by  Al- 
lied General  Corporation.  The  great  bulk  of  the  shares  acquired  by 
Allied  General  Corporation  were  resold  to  Atlas  Corporation.  From 
June  to  August  3,  1932,  Atlas  Corporation  purchased  from  Allied 
General  Corporation  8,425  shares  of  the  9,100  shares  of  preference 
stock  which  the  latter  had  accumulated.  The  shares  so  purchased 
by  Atlas  Corporation  were  reissued  to  stockholders  of  its  controlled 
companies  who  had  accepted  its  June  4,  1932,  offers.^^ 

Simultaneously,  Allied  General  Corporation  engaged  in  extensive 
market  purchases  of  the  common  stock  of  Atlas  Corporation.  The 
stabilizing  effect  of  these  purchases  was  not  counteracted  by  any 
substantial  sales  by  Allied  General  Corporation  in  the  open  market.'^^ 
The  following  figures  ^^  indicate  the  total  market  purchases  and 
sales  of  the  common  stock  of  Atlas  Corporation  made  by  Allied  Gen- 
eral Corporation  in  May,  June,  and  July  1932,  and  compares  such 
activity  with  the  total  volume  of  trading  in  such  stock  on  the  New 
York  Curb  Exchange  in  the  same  months. 


™  Id.,  Commission's  Exhibit  No.  1970. 
1  Ibid. 

T2  Id.,  Commission's  Exhibit  No.  2037  (Item  26). 
^3  Id.,  Commission's  Exhibit  No.  2037. 
™  Ibid,  and  id..  Commission's  Exhibit  No.  2002,  p.  24. 

''^Mr.  Chase  Donaldson,  the  president  of  Allied  General  Corporation,  testified   (Public 
Examination,  The  Equity  Corporation,  at  10544)  : 

*  *  ♦  Now  I  don't  know  of  my  own  knowledge  of  any  specific  exchange  pro- 
gram that  is  comparable  as  to  what  The  Equity  Corporation  was  going  on  in  this 
period.  In  the  case  of  Atlas  Corporation  where  we  worked  for  a  few  months,  we, 
in  general,  conducted  the  program  much  along  the  same  lines  as  I  have  outlined  for 
you  for  The  Equity  Corporation,  where  we  did  purchase  and  sell  Atlas  common 
stock  and  preferred  in  the  market  as  a  stabilizing  influence. 

'">  Op.  cit.  supra,  note  2,  Commission's  Exhibit  No.  2037. 
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Month 

Total  vol- 
ume of 

trading  on 

New  York 
Curb 

Exchange 

Market 
purchases 
by  Allied 

General 
Corpora- 
tion 

Percentage  of 

Curb  volume 
represented  by 

purchases  of 
Allied  General 

Corporation 

Market 
sales  by 
Allied 
General 
Corpora- 
tion 

76,600 
47, 125 
27, 100 

68, 347 
32, 100 
14,000 

89 

68 
52 

June  1932 

July  1932 

500 

Total 

150, 825 

114, 447 

76 

500 

Of  the  114,447  shares  of  Atlas  Corporation's  common  stock  acquired 
by  Allied  General  Corporation,  101,207  shares  were  resold  to  Atlas 
Corporation,  which  distributed  them  in  fulfilment  of  its  exchange  offer 
commitments :  ^''  2,102  shares  were  disposed  of  in  over-the-counter 
transactions ;  ^^  and,  as  indicated  in  the  above  schedule,  500  shares  were 
disposed  of  on  the  market.  The  records  do  not  indicate  what  disposi- 
tion Allied  General  Corporation  made  of  the  balance  of  10,638  shares 
which  it  had  purchased.  Presumably  they  were  used  by  Allied  Gen- 
eral Corporation  and  its  dealers  in  exchange  for  the  shares  of  the 
companies  controlled  by  Atlas  Corporation. 

The  market  prices  of  The  Equity  Corporation's  common  and  pre- 
ferred stocks  were  also  stabilized  during  the  course  of  its  exchange 
program.  As  in  the  case  of  the  subsidiaries  of  Atlas  Corporation,  the 
stocks  of  the  companies  controlled  by  The  Equity  Corporation  had 
only  a  thin  market.^^  In  some  cases  the  nonmarketability  of  the 
securities  of  the  subsidiaries  of  The  Equity  Corporation  was  accen- 
tuated by  their  delisting  from  the  securities  exchanges  on  which  they 
had  previously  been  listed.^"  In  other  words,  the  security  holders  of 
the  subsidiaries  of  The  Equity  Corporation  were  deprived  of  any 
organized  market  for  their  securities. 

On  the  other  hand,  the  common  stock  of  The  Equity  Corporation 
was  listed  on  the  New  York  Curb  Exchange  ^^  and  such  stock  was 
actively  traded  in  by  Distributors  Group,  Incorporated,  and  Allied- 
Distributors,  Inc.,  two  companies  headed  by  Chase  Donaldson.  Dur- 
ing the  period  in  which  The  Equity  Corporation's  exchange  offers  were 
in  effect.  Distributors  Group,  Incorporated  and  Allied-Distributors, 
Inc.,  engaged  in  extensive  redistribution  operations  in  both^  the  com- 
mon stock  and  the  preferred  stock  of  The  Equity  Corporation.  The 
stocks  of  The  Equity  Corporation  were  purchased  in  the  open  market 
and  redistributed  to  investors  through  dealers.  In  other  words,  the 
stabilizing  influence  of  the  market  purchases  made  by  Distributors 


"Id.,  Commission's  Exhibits  Nos.  2002  (pp.  57- -8)  and  2037. 

"  Id.,  Commission's  Exhibit  No.  2037. 

™  Public  Examination,  The  Equity  Corporation,  Commission's  Exhibits  Nos.  1034, 
1035. 

*>  For  example,  on  May  3,  1933,  the  Detroit  Stock  Exchange  delisted  the  securities  of 
Yosemite  Holding  Corporation,  one  of  the  subsidiaries  of  The  Equity  Corporation.  The 
delisting  was  occasioned  by  the  fact  that  the  officers  and  directors  of  Yosemite  Holding 
Corporation  who  had  been  selected  by  The  Equity  Corporation  had  removed  the  Detroit 
transfer  agent  and  registrar  of  the  stock  of  Yosemite  Holding,  Corporation.  (Letter  dated 
August  8,  1936,  from  the  Detroit  Stock  Exchange  to  the  Securities  and  Exchange  Com- 
niission.) 

^  Op.  cit.  supra,  note  79,  Commission's  Exhibit  No.  1037. 
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Group,  Incorporated  and  Allied-Distributors,  Inc.  was  not  impeded 
by  resales  of  the  purchased  securities  on  the  open  market.  Mr. 
Donaldson  testified :  ^^ 

A.  *  *  *  In  the  entire  Equity  program  our  efforts  were  more  directed  to- 
wards securing  some  degree  of  stability  and  of  redistributing  stock  that  went 
from  exchanges  rather  than  to  materially  influence  the  price  of  either  the 
preferred  or  common. 

******* 

Q.  Now  then,  as  I  understand  it,  you  say  that  the  basic  motive  of  the  trading 
in  the  Equity  stock  was  not  one  for  profit  that  you  could  make  by  virtue  of  the 
trading  but  was,  shall  we  say,  to  take  up  the  stock  which  went  back  into  the 
market  and  to  maintain  the  price  on  an  even  keel.  What  would  you  say  funda- 
mentally was  the  pui'pose  of  the  account  of  the  Allied  Distributors  and  the  Dis- 
tributors Group  in  the  Equity  common  and  preferred  stock? 

A.  "Well,  I  should  say  that  your  statement  is  correct.  The  fundamental  pur- 
pose was  to  absorb  the  stock,  Equity  common  and  preferred,  that  was  resold  by 
people  who  had  accepted  the  exchanges,  and  the  reason  that  a  substantial  amount 
was  resold  was  that  in  many  instances  the  securities  in  question  either  had  no 
market  or  a  very  inactive  market  and  the  shareholders  of  those  companies  had 
not  been  able  to  realize  any  fair  market  for  their  securities.  Secondly,  when 
it  became  possible  for  them  to  exchange  an  inactive  or  illiquid  or  other  security 
that  they  hadn't  been  able  to  dispose  of  for  The  Equity  Corporation  which  did 
have  a  market  by  reason  to  some  extent  of  our  purchases  and  sales,  there  was  a 
tendency  to  liquidate  on  the  part  of  some  of  them  and  there  also  arose  as  it  al- 
ways does  between  old  and  new  securities  arbitrage  operations  on  the  part  of 
street  traders  where  they  would  purchase  Interstate  Equities  Corporation  pre- 
ferred and  turn  it  in  for  Equity  preferred  and  common  *  *  *  and  that 
reached  considerable  volume  at  different  periods  and  if  the  period  was  to  con- 
tinue it  was  desirable  to  us  essentially  that  there  was  somebody  available  to  pick 
up  the  stock  and  resell  this  stock  to  dealers.     That  was  the  primary  motive. 

During  1935,  Distributors  Group,  Incorporated,  and  Allied- 
Distributors,  Inc.,  bought  a  total  of  915,095  shares  of  the  common 
stock  of  The  Equity  Corporation  both  in  and  off  the  New  York  Curb 
Exchange  and  sold  1,032,363  shares  of  such  stock.  Their  purchases 
on  the  New  York  Curb  Exchange  amounted  to  289,100  shares  and 
constituted  nearly  one-half  of  the  total  volume  of  636,700  shares  of 
The  Equity  Corporation  common  stock  traded  on  the  New  York  Curb 
Exchange  during  the  year  1935.  In  fact,  during  April,  May,  and  June 
of  1935,  purchases  by  Distributors  Group,  Incorporated,  represented 
as  much  as  approximately  61%,  Y3%,  and  81%,  respectively,  of  the 
total  volume  of  trading  on  the  New  York  Curb  Exchange  in  the 
common  stock  of  The  Equity  Corporation.  The  great  majority  of  the 
sales  by  Distributors  Group,  Incorporated,  and  Allied-Distributors, 
Inc.,  were  made  over  the  counter  to  dealers  who  resold  them  to  dis- 
tributors on  a  commission  basis.  Only  200  shares  were  resold  on  the 
New  York  Curb  Exchange.^^ 

This  market  for  The  Equity  Corporation's  common  stock  was,  as 
Mr.  Donaldson  conceded,  a  "factor"  which  induced  many  of  the  stock- 

^  Id.,  at  10544-6. 

83  Id..  Commission's  Exhibits  Nos.  1019,  1021. 
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holders  of  The  Equity  Corporation's  subsidiaries  to  exchange  their 
stocks  for  the  securities  of  The  Equity  Corporation :  ^* 

Q.  Now  one  observation  you  made,  Mr.  Donaldson,  was  that  persons  may  have 
been  persuaded  to  enter  the  exchange  by  virtue  of  the  fact  that  there  was  a 
market  in  The  Equity  Corporation  while  there  was  no  market 

A.  No  market  or  a  poor  market. 

Q.  Or  a  poor  market  in  the  securities  which  were  being  exchanged.  The 
effect  of  that  was,  then,  that  one  of  the  possible  convincing  forces  was  the 
presence  of  an  orderly  market  in  the  Equity  stock  which  Allied  Distributors  was 
making.  One  resultant  consequence  was  that  by  virtue  of  the  fact  that  you 
had  that  orderly  market,  the  securities  were  being  sold,  thereby  increasing  the 
amount  of  distribution  that  Allied  Distributors  would  have  to  make  in  that 
stock? 

A.  There  is  no  question  about  the  fact  that  there  was  a  market  in  Equity 
Corporation  stock  and  there  wasn't  for  the  Yosemite  Holding  Corporation.  It 
was  a  factor  in  inducing  some  of  the  holders  to  exchange,  and  I  believe  I 
mentioned  the  nonexistence  of  markets  more  as  indicating  the  possibilities  of 
arbitrage  and  the  fact  that  a  flow  back  was  bound  to  be  generated  because  of 
that  situation.  It  is  a  little  hard  to  try  to  analyze  just  what  proportion  of 
holders  may  have  exchanged  by  reason  of  such  a  differential.  I  should  say 
that  some  proportion,  but  I  would  not  think  it  was  a  substantial  proportion 
that  was  influenced  by  that  factor. 

The  active  market  and  the  stabilized  price  of  the  securities  of  The 
Equity  Corporation  may  have  been  a  material  factor  in  the  decision 
of  stockholders  of  The  Equity  Corporation's  subsidiaries  to  accept 
its  exchange  offers.  Nevertheless,  The  Equity  Corporation  did  not 
reveal  to  exchanging  stockholders  its  activity  in  the  market  in  its  own 
stock.®° 

c.  Refusal  to  Liquidate  Controlled  Companies — Evaluation  of  Assets 
of  Controlled  Companies 

Generally  the  asset  values  of  the  securities  of  the  controlled  invest- 
ment companies  computed  on  the  basis  of  the  market  value  of  their 
portfolio  securities  exceeded  both  the  market  value  and  the  asset 
value  of  the  acquiring  corporation's  securities  offered  in  exchange  for 
such  shares.  Only  infrequently,  however,  as  will  be  seen,  was  the 
disparity  between  the  asset  values  of  the  securities  of  the  acquiring 
corporations  and  the  controlled  companies'  securities  indicated  in  the 
solicitation  literature.®*'     These  disparities  were  in  part  sought  to  be 

^  Id.,  at  10548-9. 

^  Securities  Registration  Statement,  Form  A-1,  filed  by  The  Equity  Corporation  with 
the  Federal  Trade  Commission  February  10,  1934  (later  transferred  to  the  Securities  and 
Exchange  Commission).  Post-effective  amendments  to  this  registration  statement,  filed 
July  17  and  July  20,  1937,  disclosed  for  the  first  time  the  market  activity  in  the  stocks 
of  The  Equity  Corporation  of  Allied-Distributors.  Inc..  and  Distributors  Groun.  Incor- 
porated. 

^  In  the  June  4,  1932,  offers  of  exchange  made  by  Atlas  Corporation,  the  disparity  be- 
tween the  asset  valuesi  of  the  securities  of  controlled  companies  and  the  market  value 
of  the  Atlas  Corporation  securities  offered  in  exchange  was  revealed  (op.  cit.  supra,  note 
2,  Commission's  Exhibit  No.  1970).  In  the  exchange  offer  circulars  issued  prior  to  June 
4,  1932,  the  asset  values  of  the  securities  of  the  companies  controlled  by  Atlas  Corpora- 
tion were  not  revealed  (ibid.). 
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overcome  in  the  solicitation  literature  by  an  appeal  to  the  "leverage" 
advantage  of  the  acquiring  corporation's  common  stock,^^  _ 

The  realization  by  the  acquiring  corporation  of  these  disparities  in 
the  asset  and  market  values  of  the  securities  involved  in  the  exchanges 
was  of  the  essence  of  expansion  programs.  Stockholders  of  controlled 
companies  who  did  not  desire  to  suffer  these  asset  losses  had  no  alterna- 
tive but  to  await  the  dissolution,  merger,  or  consolidation  of  their 
companies  with  the  acquiring  corporation.  In  the  case  of  a  dissolution 
they  would  receive  their  pro  rata  distributive  share  of  their  corpora- 
tion's assets ;  in  the  case  of  a  merger  or  consolidation  informed  stock- 
holders could  dissent  to  the  merger  or  consolidation  and  could  assert 
their  statutory  right  to  receive  the  appraised  value  of  their  shares. 

However,  the  acquiring  corporation  was  the  sole  factor  in  the  de- 
termination of  the  time  and  manner  in  which  it  would  absorb  the  assets 
of  its  controlled  companies.  At  the  time  of  its  exchange  offers  the 
acquiring  corporation  usually  held,  as  a  result  of  its  original  trans- 
action with  the  sponsors  or  managers  of  its  controlled  companies,  at 
least  enough  of  the  outstanding  voting  stock  of  its  controlled  com- 
panies to  prevent  the  dissolution  of  such  companies  without  its  con- 
sent,^^  and  would,  of  course,  refuse  to  liquidate  its  controlled  com- 
panies until  it  had  acquired,  by  exchange  or  purchases,  substantially 
all  of  the  outstanding  shares  of  its  controlled  companies.  The  power 
of  the  acquiring  corporation  to  prevent  a  dissolution  of  its  acquired 
investment  companies  acted  as  a  strong  pressure  upon  stockholders  of 
the  controlled  companies  to  accept  exchanges.  Stockholders  who 
desired  to  realize  on  their  holdings  of  the  securities  of  controlled  com- 
panies had  virtually  no  choice  but  to  accept  the  exchange  offers  or  to 
sell  their  shares  to  the  acquiring  corporations.  As  Mr.  Odium 
testified :  ^^ 

A.  To  bring  it  down  to  what  we  are  talking  about — assuming  that  he  [a  stock- 
holder of  a  controlled  company]  had  a  stock  that  had  back  of  it  asset  value  of  a 
dollar,  and  his  stock  had  a  market  value  of  lOf,  he  could  very  well  take  the 
position  that  intrinsically,  on  an  appraisal  of  assets,  his  stock  was  worth  a  dol- 
lar, but  his  stock  being  only  one  of  a  million  shares,  and  his  stock  therefore. 
as  a  share  of  stock,  is  only  worth  what  he  can  sell  it  for  on  the  market.    *    *    * 

Q.  But  the  Atlas  Corporation  hoped  to  make  its  money  or  build  up  its  cushion 
*  *  *  through  the  technique  of  getting  assets  and  giving  in  return  market 
value;  isn't  that  so? 

A.  We  were  getting  something — essentially  your  statement  is  correct — we 
were  getting  assets  in  the  portfolio  whereas  that  man  only  had  a  share  of  stock 
in  the  company  and  he  would  never  get  assets  for  it.  By  combining  all  the 
shares  together  we  get  the  assets. 

Q.  Your  answer  is  based  on  your  conclusion  that  he  could  not  get  the  assets. 
We  will  come  to  specific  cases  in  which  there  were  no  legal  impediments  to  his 
getting  the  assets. 

A.  In  many  cases  there  was  none,  but  he  couldn't  require  the  liquidation. 

Ultimately,  of  course,  Atlas  Corporation  intended  to  liquidate  or 
consolidate  its  controlled  companies.  However,  its  exchange  offers 
usually  made  no  mention  of  this  fact.    The  annual  report  of  Atlas 


^  The   use    of   "leverage"  as  an  argument   for  acceptance  of  exchange  offers   will 
discussed  later. 

^5  Op.  cit.  supra,  note  2,  Commission's  Exhibit  No.  2001 ;  and  the  cases  supra,  See.  III. 
89  Op.  cit.  supra,  note  2,  at  17773-4. 
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Corporation  for  the  year  ending  1931  which  accompanied  its  June  4, 
1932,  exchange  offer  ^^  did  make  reference  to  the  expansion  program  of 
Atlas  Corporation  although  the  report  did  not  clearly  indicate  the 
eventual  intent  to  simplify  the  Atlas  Corporation  corporate  structure 
by  means  of  the  legal  processes  of  dissolution,  merger,  or  consolidation. 

In  at  least  one  case  Atlas  Corporation  refused  to  liquidate  one  of  its 
controlled  companies  in  order  to  provide  the  stockholders  of  such 
company  with  an  opportunity  to  obtain  the  asset  value  of  their  shares 
as  an  alternative  to  acceptance  of  its  exchange  offer.  On  June  4, 1932, 
Atlas  Corporation  owned  approximately  60%  of  the  outstanding 
capital  stock  of  Aviation  Securities  Corporation.^^  On  that  date 
Atlas  Corporation  offered  to  exchange  one  and  two-fifths  shares  of  its 
own  common  stock  having  a  total  market  value  of  $7  for  each  share 
of  the  capital  stock  of  Aviation  Securities  Corporation.  The  letter 
containing  the  offer  stated  that  the  asset  value  of  each  share  of  Avia- 
tion Securities  Corporation  capital  stock  was  $12.20  per  share.^- 
Aviation  Securities  Corporation  stockholders  who  accepted  the  offer 
would  thus  suffer  a  loss  of  $5.20  per  share  of  their  holdings  measured 
by  the  difference  between  the  asset  value  of  their  shares  and  the  mar- 
ket value  of  the  Atlas  Corporation  securities  offered  in  exchange. 
Moreover,  the  shares  of  Atlas  Corporation  offered  in  exchange  had 
a  then  asset  value  of  $4.16,  a  fact  not  revealed  in  the  soliciting  litera- 
ture.^^ On  the  basis  of  the  comparative  asset  values  of  the  securities 
involved  in  the  offer,  accepting  Aviation  Securities  Corporation  stock- 
holders would  suffer  a  loss  of  $8.04  per  share  of  their  Aviation  Securi- 
ties Corporation  stock. 

A  committee  of  the  independent  directors  of  Aviation  Securities 
Corporation  headed  by  Laurance  H.  Armour,  president  of  the  cor- 
poration, attempted  to  secure  a  better  offer  from  Atlas  Corporation  or, 
failing  in  that,  to  obtain  the  consent  of  Atlas  Corporation  to  a  disso- 
lution of  Aviation  Securities  Corporation.^*  Atlas  Corporation  re- 
fused either  to  better  its  exchange  offer  or  to  dissolve  the  corporation.^^ 

On  July  1,  1932,  Aviation  Securities  Corporation  addressed  a  cir- 
cular letter,  signed  by  Mr.  Armour  and  written  with  the  knowledge 
and  consent  of  Atlas  Corporation,  to  the  stockholders  of  Aviation 
Securities  Corporation  informing  them  of  the  fruitless  efforts  of  the 
company's  independent  directors  to  obtain  a  better  offer  or  to  induce 
xA.tlas  Corporation  to  effect  a  dissolution  of  the  corporation.  This 
letter  stated :  ^« 

Following  the  issuance  by  Atlas  Corporation  of  its  offer  of  June  4th,  the  Direc- 
tors of  your  Company  recently  conferred  with  the  management  of  Atlas  Corpora- 
tion in  order  to  ascertain  whether  the  latter  company  would  agree  to  the 
liquidation  of  your  Company  in  view  of  the  fact  that  the  assets  of  your  Com- 
pany, with  a  few  exceptions,  are  either  cash  or  immediately  capable  of  liquida- 
tion in  the  market.  At  this  conference  the  management  of  Atlas  Corporation 
indicated  that  it  acquired  and  enlarged  its  interest  in  your  Company  because  of 


90  Id.,  Commission's  Exhibit  No.  1943. 

"1  Id.,    Commission's   Exhibit   No.   1970.      For  the  method   by  which   Atlas   Corporation 
acquired  control  of  Aviation  Securities  Corporation,  see  supra,  pp.  1270-8. 
^  Op.  cit.  supra,  note  2,  Commission's  Exhibit  No.  1970. 
»3  Id.,  Commission's  Exhibits  Nos.  1970,  2001. 
»4  Id.,  Commission's  Exhibit  No.  1970. 
85  Ibid. 
88  Ibid. 
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the  business  in  which  your  Company  was  then  engaged  and  which  it  expected 
your  Company  to  continue;  and  that  accordingly  it  did  not  desire  or  agree  to 
the  liquidation  of  your  Company,  stating  that  "the  liquid  position  of  the  Com- 
pany has  no  bearing  on  the  question  of  liquidation,  liquidity  being  purely  a 
question  of  policy  in  the  continuing  management  of  an  investment  trust." 

Mr.  Odium  testified  that  he  was  opposed  to  the  liquidation  of  Avia- 
tion Securities  Corporation  because  it  was  his  intention  to  consolidate 
the  corporation  with  Atlas  Corporation.^^  Within  approximately 
one  year  after  the  date  of  the  letter,  Aviation  Securities  Corporation 
was  dissolved  by  Atlas  Corporation,  which  then  had  acquired  97% 
of  the  outstanding  stock  of  Aviation  Securities  Corporation.''^  Atlas 
Corporation  had  acquired  3Y%  of  its  holdings  as  the  result  of  ex- 
change offers  and  purchases  made  after  the  date  of  the  letter  indi- 
cating to  Aviation  Securities  Corporation  stockholders  the  improba- 
bility of  a  dissolution  of  their  company.^^ 

Clearly  the  letter,  in  suggesting  that  Aviation  Securities  Corpora- 
tion would  be  a  continuing  enterprise,  conceivably  would  stimulate 
exchanges  of  Aviation  Securities  Corporation  shares  for  Atlas  Cor- 
poration shares.  The  inability  of  the  Aviation  Securities  Corpora- 
tion stockholders  to  obtain  the  asset  value  of  their  stock  by  compelling 
the  dissolution  of  their  corporation  and  the  suggested  non-immediate 
prospect  of  an  early  dissolution  of  their  company  by  Atlas  Corpora- 
tion would  induce  them  to  sell  or  exchange  their  shares  for  Atlas 
Corporation  shares. 

Salesmen  of  brokers  and  dealers  soliciting  exchanges  also  repre- 
sented that  dissolution  of  any  of  the  controlled  companies  was  im- 
probable. This  representation  was  used  largely  to  overcome  resist- 
ance to  the  exchange  offer  by  stockholders  who  believed  their  shares 
had  a  "nuisance  value"  to  Atlas  Corporation  or  who  desired  to  await 
the  liquidation  of  their  companies.  A  typical  letter  "°  written  by 
a  salesman  employed  by  Hemphill,  Noyes  &  Co.  on  December  17, 
1932,  to  a  stockholder  of  Securities  Allied  Corporation  contains  the 
following  statement: 

Many  of  these  few  remaining  shareholders  seem  to  feel  that  at  some  time 
their  stock  will  have  a  so-called  nuisance  value.  Nothing  is  farther  from 
the  truth.     Atlas  will  not  and  does  not  have  to  buy  these  shares.     They  now 


"■^  Id.,  at  18084-5.    Mr.  Odium  testified  : 

A.  *  *  *  At  the  time  of  the  *  *  *  June  4,  1932  offer  the  directors  of 
the  Aviation  Securities  Corporation  felt  that  our  offer  was  not  liberal  enough  to 
their  stockholders,  and  they  sent  a  delegation  down  to  New  York  of  their  directors 
to  argue  the  matter  out  with  us.  and  they  went  into  facts  and  figures  with  us  and 
presented  their  arguments  and  we  presented  our  argument,  and  both  remained  some- 
what firm  in  position  ;  and  they  went  back  to  Chicago  and  sent  a  letter  to  their 
stockholders  saying  that  they  had  been  down  to  see  us  and  had  tried  to  get  a  better 
offer  but  had  not  succeeded  in  getting  a  better  offer  but  that  the  facts  that  we  had 
stated  were  right. 

Q.  Reading  from  Commission's  Exhibit  No.  1970,  a  letter  dated  July  1,  19.32,  signed 
by  Laurance  H.  Armour,  there  were  strong  indications  that  a  committee  had  been 
appointed  to  confer  with  Atlas  Corporation  and  requested  Atlas  Corporation  by 
virtue  of  the  liquid  condition  of  Aviation  Securities  Corporation  to  liquidate  the 
corporation.     Isn't  that  so? 

A.  Yes.    I  believe  so. 

Q.  Had  Atlas  Corporation  opposed  the  liquidation? 

A.  Yes. 

Q.  And  do  you  know  why? 

A.  Because  at  that  time  we  thought  we  were  going  to  bring  that  company  in  in 
our  general  consolidation     *      *      *_ 

"8  Id.,  Commission's  Exhibit  No.  2001  (p.  85). 

89  Ibid. 

""Id.,  Commission's  Exhibit  No.  2037   (Item  14). 
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control  Securities  Allied  and  can  liquidate  it  if  and  when  they  please,  which, 
however,  seems  improbable.  In  the  meantime  you  are  holding  a  security  with 
practically  no  market  and  chances  for  appreciation  such  as  Atlas  has. 

The  character  and  ultimate  vakie  of  the  assets  of  the  controlled 
companies  would  also  stimulate  stockholders  of  such  companies  to 
exchange  their  shares  rather  than  to  await  the  dissolution  of  their 
companies.  As  has  been  indicated  elsewhere  in  this  chapter,^°^  most 
of  the  investment  companies  acquired  by  Atlas  Corporation  became 
participants  in  its  program.  Their  portfolios  of  diversified  securities 
were  liquidated  and  their  funds  reinvested,  under  the  direction  of 
Atlas  Corporation,  in  the  securities  of  other  investment  companies 
which  were  then  controlled  by  Atlas  Corporation  or  the  control  of 
which  Atlas  Corporation  intended  to  acquire.  In  other  words,  the 
portfolios  of  many  of  the  subsidiary  investment  companies  were 
eventually  composed,  to  a  substantial  extent,  of  the  securities  of  other 
companies  controlled  by  Atlas  Corporation,  the  market  values  of 
which  were  substantially  less  than  their  asset  values.  As  a  conse- 
quence, the  asset  value  of  the  shares  of  the  controlled  companies,  if 
computed  on  the  basis  of  the  market  value  of  their  portfolios,  was  in 
many  cases  substantially  less  than  would  have  been  the  case  if  the 
asset  values  of  such  shares  were  computed  on  the  basis  of  the  asset 
values  of  the  shares  of  other  Atlas  Corporation  controlled  companies 
in  their  portfolios. 

Stockholders  of  the  controlled  companies  were  not  informed  of  the 
change  in  the  investment  policies  of  their  companies  until  they  received 
the  1931  year-end  annual  reports  ^ ■-  of  their  companies.  In  some  cases 
not  until  the  exchange  offers  made  by  Atlas  Corporation  on  June  4, 
1932,  did  minority  stockholders  become  aware  of  the  change  made  by 
the  Atlas  Corporation  management  from  the  previous  investment  poli- 
cies of  their  companies.  The  June  4,  1932,  exchange  offers  made  by 
Atlas  Corporation  simultaneously  to  all  of  its  then  subsidiaries,  how- 
ever, revealed  the  extent  to  which  the  investment  policy  imposed  by 
Atlas  Corporation  upon  its  subsidiaries  had  affected  the  value  of  their 
securities.  The  offers  pointed  out  the  differential  between  the  asset 
value  of  the  shares  of  controlled  companies,  if  computed  upon  the  basis 
of  the  market  value  of  their  portfolios  and  if  computed  on  the  basis 
of  the  underlying  asset  values  of  the  securities  of  other  controlled  com- 
panies included  in  their  portfolios. 

Thus,  the  offer  made  on  June  4,  1932  to  the  shareholders  of  Securi- 
ties Allied  Corporation  stated : 

As  of  the  date  of  this  letter,  the  indicated  asset  value  of  the  stock  of  your 
Company  is  approximately  $8.50  per  share.  If  the  holdings  of  stocks  of  your 
Company  in  affiliated  investment  trusts  are  appraised  at  their  asset  values  rather 
than  their  market  values,  this  figure  would  be  increased  by  approximately  $4.75 
per  share. 

In  the  case  of  Allied  Atlas  Corporation  the  similar  differential  in 
the  value  of  each  share  of  the  company's  stock  depending  on  the  method 
of  evaluation  was  revealed  as  $6 ;  in  the  case  of  General  Empire  Cor- 
poration the  differential  in  value  was  declared  to  be  $2.50  per  share. 
In  other  cases  the  dollar  amount  of  the  differential  between  the  asset 


1  See  supra,  pp.  1059-63. 

3  Op.  cit.  supra,  note  2,  at  18235. 
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value  of  the  company's  shares  on  an  evaluation  of  its  portfolio  at 
market  or  at  underlying  asset  value  was  not  given  but  it  was  pointed 
out  that  it  existed.  Thus,  the  June  4, 1932,  exchange  offers  to  the  stock- 
holders of  All  America  General  Corporation  stated :  "^ 

As  of  the  date  of  this  letter  the  indicated  asset  value  of  the  stock  of  your 
company  is  approximately  $7.65  per  share.  If  the  holdings  of  stock  of  your  com- 
pany in  affiliated  investment  trusts  are  appraised  at  their  asset  value  rather 
than  the  market  value,  this  figure  would  be  substantially  increased. 

In  this  situation  a  stockholder  who  elected  to  await  the  dissolution 
of  his  company  rather  than  to  accept  the  exchange  offer  might  receive 
as  his  cash  distributive  share  of  his  company's  assets  only  his  pro  rata 
portion  of  such  assets  calculated  on  a  market-value  basis.^°*  Atlas 
Corporation,  on  the  other  hand,  would  receive  as  its  distributive  share 
of  the  controlled  company's  assets,  calculated  upon  the  same  basis  of 
market  value,  the  securities  of  other  as  yet  undissolved  controlled  com- 
panies having  asset  values  substantially  higher  than  their  market 
values.  And  Atlas  Corporation  had  the  power  to  realize  these  asset 
values  by  dissolving  or  consolidating  with  itself  the  companies  whose 
securities  it  had  received  on  the  dissolution  of  another  controlled 
company. 

Investment  houses  and  salesmen  soliciting  exchanges  sometimes 
stressed  the  fact  that  minority  stockholders  would  receive  on  any 
liquidation  of  their  companies  only  their  pro  rata  share  of  the  price 
at  which  the  companies'  assets  were  sold.  A  letter  of  this  type,  ad- 
dressed to  stockholders  of  General  Empire  Corporation  by  a  salesman 
employed  by  Hemphill,  Noyes  &  Co.  stated :  ^°^ 

To  you,  as  a  minority  holder  of  General  Empire  Corporation  stock,  we  would 
point  out  that  generally  the  minority  interest  in  any  investment  trust  subsid- 
iary company  is  not  in  an  advantageous  position. 

Atlas  Corporation  has  acquired  about  95%  of  General  Empire  and  therefore 
controls  the  destiny  of  the  trust.  Should  the  management  of  Atlas  ever  decide 
to  liquidate  General  Empire  the  amount  payable  to  each  share  of  stock  will 
be  whatever  the  liquidating  value  proves  to  be  when  the  securities  are  sold. 
Nothing  the  individual  stockholder  can  do  or  say  will  change  that  figure. 

The  contrast  between  the  liquidating  value  of  their  shares  if  based 
on  the  market  values  of  their  companies'  portfolio  securities  (the 
basis  which  presumably  would  govern  their  distributive  shares  on  a 
dissolution  of  their  companies)  and  if  based  on  the  underlying  asset 
values  of  their  companies'  holdings  of  other  Atlas  Corporation  con- 
trolled investment  company  securities,  would  induce  many  stockhold- 
ers to  accept  the  exchange  offers  made  by  Atlas  Corporation.  Only 
by  becoming  an  Atlas  Corporation  stockholder  would  the  shareholder 
of  one  of  its  controlled  companies  be  certain  of  an  opportunity  to 
participate,  at  least  partially,  in  the  actual  value  of  his  company's 
assets.  In  addition,  as  a  stockholder  of  Atlas  Corporation,  not  only 
would  the  shareholder  of  a  controlled  company  retrieve  a  portion  of 
his  own  asset  losses  but  he  would  also  share  to  some  extent  in  the  asset 
losses  of  stockholders  of  other  controlled  companies  which  inured  to 

^"3  Id.,  Commission's  Exhibit  No.  1970. 

i<»See  infra,  pp.    1446-57. 

i<"  Op.  cit.  supra,  note  2,  Commission's  Exhibit  No.  2037,  Item  34. 
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the  benefit  of  Atlas  Corporation.  In  sum,  the  utilization  by  Atlas 
Corporation  of  the  assets  of  such  companies  to  further  its  investment 
trust  acquisition  program  operated  as  an  inducement  to  the  participa- 
tion and  acquiescence  in  such  program  by  many  shareholders  of  the 
controlled  companies,  who  hoped  by  becoming  Atlas  Corporation  stock- 
holders to  recoup  eventually  all  or  a  portion  of  their  immediate  asset 
losses. 

3.  SOLICITATION  LITERATURE 

Exchange  offers  of  the  type  made  by  The  Equity  Corporation  and 
Atlas  Corporation  are  now  within  the  provisions  of  the  Securities 
Act  of  1933.  Under  this  Act  a  full  disclosure  of  all  relevant  and 
material  facts  with  reference  to  such  exchange  offers  is  required. 
Nevertheless,  as  the  Commission  has  pointed  out  elsewhere :  ^""^ 

Although  offers  to  exchange  securities  of  one  company  for  the  securities  of 
another  *  *  *  ^j-g  subject  to  the  requirements  of  the  Act,  there  are  im- 
portant types  of  voluntary  plans  which  are  not.  For  example,  Section  3  (a) 
(9)  of  the  Act  specifically  exempts  securities  "exchanged  by  the  issuer  with 
its  existing  security  holders  exclusively  where  no  commission  or  other  remunera- 
tion is  paid  or  given  directly  or  indirectly  for  soliciting  such  exchange."  ^"  Fur- 
thermore, the  registration  and  prospectus  provisions  of  the  Securities  Act  ordi- 
narily are  not  applicable  to  mergers,  consolidations,  or  sales  of  assets  effected 
pursuant  to  the  provisions  of  typical  state  statutes.  Likewise,  the  powers  of 
the  Securities  and  Exchange  Commission  over  the  solicitation  of  proxies  con- 
ferred by  Section  14  (a)  of  the  Securities  Exchange  Act  of  1934  do  not  *  *  * 
extend  to  securities  which  are  not  traded  on  a  national  securities  exchange. 


^^  See  op.  cit.  supra,  note  10,  at  249-50. 

i<"  For  example,  in  June  1934,  General  Investment  Corporation  offered  to  exchange  $15 
in  cash  and  7  shares  of  its  common  stock  which  had  no  asset  value  for  each  share  of  its 
preferred  stock  which  then  had  an  asset  value  of  $95.64  a  share  although  its  market  value 
was  only  .$15  a  share.  The  exchange  offer  circular  written  by  the  company's  management 
did  not  disclose  either  the  market  or  the  asset  value  of  the  securities  involved  in  the  ex- 
change. Furthermore,  the  retirement  of  substantial  blocks  of  the  investment  company's 
preferred  stock  at  a  cost  less  than  the  actual  liquidating  value  of  such  shares  would  in- 
crease the  possibility  of  participation  in  the  company's  assets  and  earnings  of  the  common 
and  Class  A  common  stockholders  of  the  company.  The  common  stock  and  Class  A 
common  stock  of  General  Investment  Corporation  then  had  no  asset  value.  At  the  time 
of  the  exchange  offer  the  United  Founders  Corporation  group  of  investment  companies, 
which  was  in  control  of  General  Investment  Corporation,  held  50,000  shares  of  the 
Class  A  stock  and  148,780  shares  of  the  common  stock  of  General  Investment  Corporation, 
or  approximately  27%  of  the  aggregate  of  such  common  and  Class  A  stock  then  out- 
standing. The  letter  stating  the  terms  of  the  investment  company's  exchange  offer  for 
its  own  preferred  shares  did  not  indicate  the  management's  holdings  of  the  common  and 
Class  A  common  stock  of  the  company  and  the  possible  benefit  which  might  accrue  to  the 
management  by  virtue  of  their  holdings  if  the  offer  was  successful. 

On  the  date  of  the  exchange  offer  the  market  value  of  the  preferred  stock  was  approxi- 
mately $15  a  share  and  the  market  value  of  the  company's  common  stock  was  75  cents  a 
share.  On  a  market  value  basis,  therefore,  the  company's  offer  of  $15  in  cash,  plus  7 
shares  of  common  stock  having  a  market  value  of  $5.25,  for  each  share  of  Its  preferred 
stock  was  an  attractive  one. 

As  a  result  of  its  offer.  General  Investment  Corporation  reacquired  42,337  shares,  or 
one-third  of  its  outstanding  preferred  stock,  having  a  total  asset  value  of  $4,029,110. 
For  these  shares  General  Investment  Corporation  expended  $635,055  in  cash  and  issued 
296,359  shares  of  its  common  stock,  without  any  asset  value  at  that  time.  As  a  conse- 
quence, the  asset  value  of  the  remaining  preferred  stock  was  enhanced  by  approximately 
$3,414,055  at  the  expense  of  the  preferred  stockholders  who  had  accepted  the  company's 
offer. 

As  a  result  of  these  and  similar  exchange  offers  made  by  General  Investment  Corpora- 
tion for  its  own  preferred  stock  in  1934  and  1935,  the  company  reacquired  63,711  shares 
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The  great  majority  of  existing  investment  trusts  and  investment 
companies  do  not  have  their  securities  listed  upon  national  securities 
exchanges."^  As  a  consequence  the  merger,  consolidation,  and  sale 
of  assets  of  these  companies  are  subject  to  no  administrative  super- 
vision, and  the  problem  of  the  solicitation  material  used  in  connec- 
tion with  exchange  offers  is  therefore  still  of  importance. 

a.  "Leverage'" 

Some  exchange  offers  revealed  the  fact  that  the  market  value  of 
the  securities  of  the  acquiring  corporation  offered  in  exchange  was 
substantially  less  than  the  asset  value  of  the  securities  whose  ex- 
change was  being  solicited.  To  overcome  the  revealed  disparities 
between  the  market  value  of  the  securities  of  the  acquiring  corpora- 
tion offered  in  exchange  and  the  asset  value  of  the  securities  of  the 
controlled  companies,  the  "leverage"  advantage  in  the  acquiring  cor- 
poration's common  stock  in  the  event  of  a  rising  securities  market 
was  represented  as  a  compensating  factor.  Not  disclosed,  however, 
was  the  disadvantage  of  "leverage"  in  the  case  of  a  falling  securities 
market. 

"Leverage"  has  been  defined  in  Part  One,  Chapter  II  (page  28) 
of  this  report  as  the  designation  given  to  investment  companies 
"which  have  outstanding  senior  securities  with  fixed  or  relatively 
fixed  maximum  participations  in  the  corporate  assets  and  earnings. 
Because  these  claiims,  while  having  precedence  over  the  rights  to  the 
company's  assets  belonging  to  the  holders  of  the  common  stock,  yet 
are  to  fixed  or  only  slightly  variable  amounts  of  money,  any  in- 
crease or  decrease  in  the  value  of  the  total  assets  of  a  leverage  com- 
pany will  be  reflected  in  its  entirety  in  the  equity  of  the  common 
stock.  As  a  consequence,  a  given  change  in  the  total  assets  will  give 
rise  to  a  more  than  proportionate  change  in  the  equity  of  the  common 
stock.  *  *  *  'Leverage'  is  measured  by  the  ratio  of  the  total 
assets  of  the  company  to  the  asset  value  of  the  common  stock." 

Thus  the  presence  of  "leverage"  in  the  capital  structure  of  an 
investment  company  produces,  in  a  period  of  falling  security  prices, 
a  decline  in  the  asset  value  of  the  common  stock  of  such  companies 
relatively  greater  than  the  decline  in  the  market  value  of  the  com- 
panies' total  assets.  For  example,  the  leverage  capital  structure  of 
Atlas  Corporation  and  its  adverse  effect  on  its  common  stockholders 
in  a  falling  market  was  one  of  the  compelling  forces  which  led  to 
the  inauguration  of  the  corporation's  program  of  acquiring,  at  a 
discount  from  their  asset  value,  the  assets  of  other  investment  com- 


of  its  preferred  stock,  or  approximately  one-balf  of  such  preferred  stock  outstanding  prior 
to  the  exchange  offers,  at  a  discount  of  about  $4,162,145  from  their  asset  values  at  the 
approximate  times  of  such  offers.  Largely  as  a  result  of  the  retirement  of  part  of  the 
investment  company's  preferred  stock  by  exchange  offers  and  the  subsequent  sale  for 
$7,500,000  of  a  previously  illiquid  portfolio  security  held  by  the  company,  the  net  assets 
of  the  investment  company  as  at  November  30,  1936,  were  not  only  sufficient  to  meet  the 
full  liquidating  preference  of  the  then  outstanding  preferred  stock  of  the  company,  but 
were  also  sufficient  to  provide  an  asset  value  of  approximately  70  cents  per  share  for 
the  company's  outstanding  Class  A  and  common  stocks.  In  the  meantime,  however,  the 
United  Founders  Corporation  group  of  investment  companies  had  sold  their  Class  A  stock 
and  common  stock  of  General  Investment  Corporation,  which  carried  control  of  the  com- 
pany, to  International  Equities  Corporation,  then  controlled  by  Ernest  B.  Warriner.  (See 
Ch.  II  of  this  part  of  the  report,  pp.  497-623.) 

M«  See  Part  Two  (House  Doc.  No.  70,  76th  Cong.),  Cb.  IV,  pp.  279-84. 


IK^^TESTMEI^T    TKUSTS    A'NT)    INVESTMEISTT    COMPANIES        1391 

panies.  At  the  close  of  1929,  Atlas  Corporation  had  acquired  in 
consideration  for  the  issuance  of  its  securities  total  assets  having  a 
value  of  approximately  $17,000,000.  There  were  outstanding  174,211 
shares  of  preference  stock  entitled  on  liquidation  to  a  prior  claim 
against  the  corporation's  assets  to  $50  per  share,  or  a  total  prior 
fixed  claim  of  $8,710,500.  _  Therefore,  the  outstanding  938,683  shares 
of  common  stock  were  entitled  to  approximately  one-half  of  the  assets 
of  the  corporation.  However,  a  fifty  percent  decrease  in  the  corpora- 
tion's total  assets  would  wipe  out  the  assets  belonging  to  the  common 
stock.  And  as  has  been  previously  indicated.  Mr.  and  Mrs.  Odium, 
Mr.  and  Mrs.  Howard,  and  Mr.  Hatch,  the  founders  of  Atlas  Cor- 
poration, had  acquired,  in  1929,  300,000  shares  of  the  common  stock 
of  Atlas  Corporation,  or  approximately  one-third  of  the  total  com- 
mon stock  outstanding  at  the  end  of  1929."^  The  record  does  not 
indicate  that  they  held  any  of  the  corporation's  preference  stock. 
The  expansion  program  undertaken  by  Atlas  Corporation  by  in- 
creasing the  total  corporate  assets  allocable  to  Atlas  Corporation's 
common  stock  served  to  stem  somewhat  the  effect  of  leverage  upon 
the  asset  value  of  such  stock.  With  the  advent  of  falling  securities 
prices,  to  increase  the  outstanding  senior  securities  of  Atlas  Cor- 
poration would  have  brought  into  greater  operation  the  downward 
effect  of  "leverage"  in  the  assets  allocable  to  the  connnon  stock. 
Consequently,  in  the  program  of  investment  company  acquisitions 
engaged  in  by  Atlas  Corporation,  its  exchange  offers  of  its  securities 
were  designed  to  require  the  issuance  of  a  minimum  of  its  prefer- 
ance  stock  and  a  maximum  of  its  common  stock.^^°  Many  stock- 
holders of  controlled  companies  may  have  desired  the  Atlas  Corpora- 
tion preference  stock  since  it  was  not  subject  to  the  harmful  effect 
of  "leverage"  and  also  because  the  Atlas  Corporation  expansion 
program  served  to  increase  the  asset  coverage  per  share  of  preference 
stock. 

The  expansion  program  of  Atlas  Corporation  thus  had  the  effect  of 
somewhat  reducing  in  a  falling  market  the  adverse  effect  of  its  "lever- 
age" capital  structure  upon  the  asset  value  of  its  common  stock.  The 
program  also  benefited  the  common  stock  in  that  it  resulted  in  the 
acquisition  at  a  discount  from  their  actual  value  of  the  "leverage" 
and  "nonleverage"  stocks  of  other  investment  companies.  Since  these 
shares  were  acquired  for  a  consideration  less  than  their  asset  value. 
Atlas  Corporation  common  stockjiolders  were  protected  to  that  extent 
against  a  further  drop  in  market  prices,  and  if  market  prices  increased, 
the  asset  values  of  the  leverage  stocks  of  other  investment  companies 
acquired  by  Atlas  Corporation  would,  because  of  their  leverage,  rise 
proportionately  higher  than  the  value  of  the  total  assets  of  such  com- 
panies. In  effect,  therefore,  the  expansion  program  enabled  the  Atlas 
Corporation  common  stockholders  to  balance  in  a  falling  market  the 
harmful  operation  upon  their  shares  of  the  leverage  in  Atlas  Corpora- 


^"^  See  supra,  pp.   1052-71. 

"« Most  of  the  exchange  offers  involved  only  Atlas  Corporation's  common  stock  (op.  cit. 
supra,  note  2,  Commission's  Exhibit  No.  1970).  However,  the  exchange  oflfers  usually 
contained  a  postscript  stating  that  "any  shareholder  who  would  prefer  to  exchange  for  $3 
preference  stock  of  Atlas  Corporation  rather  than  the  Common  Stock  should  communicate 
with  the  company"  fibid.).  In  other  words,  in  order  to  obtain  an  offer  of  Atlas  Cor- 
poration's preferred  stock,  tlie  exchanging  stockholder  was  required  to  take  further  steps. 
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tion's  own  capital  structure  against  the  possibilities  of  profit  in  a  rise 
in  the  asset  value  of  the  "leverage"  securities  of  other  investment 
companies  in  the  portfolio  of  Atlas  Corporation. 

That  the  expansion  program  of  Atlas  Corporation  was  designed 
to  overcome  the  "handicap  of  leverage"  was  first  revealed  in  the  cor- 
poration's annual  report  on  February  17,  1933,  the  date  of  the  publi- 
cation of  the  report  for  the  year  ending  1932.  By  February  17,  1933, 
Atlas  Corporation  had  made  virtually  all  of  its  exchange  offers."^ 
The  report  written  by  Mr.  Odium  stated :  ^^^ 

The  Common  Stock  of  Atlas  Corporation  is  of  a  type  known  as  "Leverage" 
stock,  the  leverage  (vphich  causes  asset  value  of  the  common  stock  to  rise  or  fall 
faster  than  the  rise  or  fall  in  market  price  of  the  controlled  assets)  being  supplied 
by  the  Preference  Stock  of  Atlas  Corporation,  the  debentures  and  preferred  stock 
of  Subsidiaries  and  the  debentures  and  preferred  stock  of  other  investment  trusts 
in  vs^hich  your  Company  and  Subsidiaries  have  a  common  stock  interest.  Lever- 
age is  a  great  advantage  to  common  stockholders  in  a  period  of  rising  prices 
and  a  distinct  disadvantage  in  a  period  of  falling  prices.  During  the  past  three 
years  your  company  (Atlas)  has  protected  its  common  stockholders  against  the 
handicap  of  leverage  by  its  program  of  expansion  combined  with  liquidity. 

Obviously,  the  disadvantage  as  well  as  the  advantages  of  the  phe- 
nomenon of  leverage  should  be  disclosed  to  stockholders,  particularly 
those  who  hold  nonleverage  securities  and  are  invited  to  accept  an 
exchange  of  a  leverage  security  for  their  own  shares. 

The  "handicap  of  leverage"  in  a  falling  securities  market  was  usually 
not  disclosed  in  the  exchange  offers  of  their  common  shares  made  by 
acquiring  corporations  to  the  stockholders  of  their  controlled  com- 
panies. Kather,  the  leverage  advantages  of  the  common  stock  of  the 
acquiring  corporation  in  a  period  of  rising  security  values  was  stressed 
as  a  compensating  factor  offsetting  the  losses  in  asset  values  suffered 
by  stockholders  of  controlled  companies  who  accepted  the  offers. 

The  "leverage"  argument  in  favor  of  the  common  stock  of  the  acquir- 
ing corporation  was  used  against  the  capital  stock  of  a  nonleverage 
controlled  company .^^^  In  the  case  of  controlled  companies  having 
leverage  capital  structures  the  acquiring  corporation,  although  con- 
ceding the  leverage  in  the  common  stocks  of  such  companies  (which, 
however,  usually  were  without  asset  value)  pointed  out  the  tre- 
mendous extent  to  which  the  corporation's  assets  would  have  to  increase 
before  the  common  stocks  of  such  companies  would  acquire  any  asset 


^  Ibid. 

"2  Id.,  Commission's  Exhibit  No.  1943. 

1^  The  offer  of  exchange  made  by  the  Atlas  Corporation  on  June  4,  1932,  for  the  capital 
stock  of  Chain  Store  Stocks,  Inc.,  stated   (id.,  Commission's  Exhibit  No.  1970)  : 

The  changes  upward  and  downward  in  the  value  of  the  portfolios  of  the  different 
companies  affect  the  stock  of  such  companies  to  different  degrees  because  of  differ- 
ences in  capital  structures.  Your  Company,  for  example  has  only  Common  Stock 
outstanding,  whereas  Atlas  Corporation  has  outstanding  both  Common  and  Preference 
stock.  Therefore,  in  the  event  of  increase  in  the  value  of  portfolio  holdings,  the  asset 
value  of  Atlas  Corporation  common  stock  because  of  the  "leverage"  provided  for  it  by 
the  outstanding  Preference  Stock  will  increase  comparatively  more  rapidly  than  in- 
crease in  the  value  of  such  portfolio     *      *      *. 

♦  ♦***** 

Bach  holder  will  have  to  study  the  merits  of  the  exchange  from  his  own  par- 
ticular standpoint.  For  example,  in  the  case  of  your  Company,  you  would  be  ex- 
changing a  stock  having  an  asset  value  substantially  in  excess  of  its  present 
market  value  but  having  a  comparatively  narrow  market  and  having  no  so-called 
"leverage"  (because  there  are  no  senior  securities  outstanding)  for  a  stock  which 
has  a  broader  market  and  has  a  substantial  "leverage"  because  of  its  Preference 
Stock  *  *  *.  An  analysis  of  the  market  prices  of  the  stock  of  various  invest- 
ment trusts  will  disclose  that  this  element  of  "leverage"  is  commanding  a  substantial 
premium. 


INVESTMENT   TRUSTS    AND    INVESTMENT    COMPANIES         1393 

values.  To  the  preferred  stockliolders  of  such  companies  the  acquir- 
ing corporation  stressed  the  fact  that  their  shares  had  no  "leverage."  ^" 

Solicitors  and  salesmen  also  emphasized  the  leverage  advantage  of 
Atlas  Corporation's  common  stock  in  the  event  of  a  rise  in  niarket 
prices  without  mentioning  the  concomitant  accentuated  decline  in  the 
asset  value  of  such  common  stock  in  the  event  of  a  fall  in  the  market. 
Thus,  a  letter  dated  November  29,  1932,  from  a  Hemphill,  Noyes  &  Co. 
salesman  to  a  stockholder  of  Securities  Allied  Corporation  stated :  "^ 

It  seems  to  me  that  it  is  very  much  to  Mr.  *  *  *  advantage  to  hold  the 
Atlas  stock  due  to  its  senior  capitalization,  which  gives  it  a  leverage  of  2i^  to  1 
over  the  general  run-of-market  securities,  which  includes  Securities  Allied.  The 
leverage  may  be  best  pictured  as  follows : 

$30,  000,  000    Value  of  Atlas  preferred. 
21,  000,  000    3,000,000  shares  of  Atlas  common,  at  $7.00. 


$51,  000,  000' 

$51,  OOO,  000    Market  appreciation— 100% 


$102,  000,  000    Total— value  of  Atlas  Corporation  after  100%  market  rise. 
-$30,  000,  OOO    Value  of  Atlas  preferred. 


$72,  000,  000    Balance  left  for  3,000,000  shares  of  common  stock,  or  $24.00 
per  share. 


^*  For  example,  the  June  4,  1932,  offers  of  exchange  made  by  Atlas  Corporation  to  the 
preferred  and  common  stockholders  of  Federated  Capital  Corporation  stated   (ibid.)  : 

Your  Company,  for  example,  has  outstanding  Preferred  Stock  and  Common  Stock. 
The  Preferred  Stock  has  on  the  date  hereof  an  indicated  asset  value  of  *  *  * 
approximately  $15.75  per  share  and  the  Common  Stock  has  no  asset  value.  The  asset 
value  of  such  Preferred  Stock  will  increase  substantially  in  direct  proportion  to  any 
increase  in  the  value  of  the  assets  of  your  Company  until  the  full  value  of  $25  per 
share  plus  the  dividends  accrued  thereon  is  reached.  It  will  require  approximately 
a  60%  increase  in  the  value  of  the  assets  of  your  Company  before  the  Common  Stock 
of  your  company  has  any  asset  value.  Thereafter  the  Common  Stock  will  increase 
in  asset  value  comparatively  more  rapidly  than  increase  in  the  assets  of  your  Com- 
pany. Atlas  Corporation  has  outstanding  both  common  and  preference  stock  and 
the  Common  Stock  has  asset  value.  Therefore.  In  the  event  of  increase  in  the  value 
of  the  portfolio  holdings,  the  asset  value  of  Atlas  Corporation  Common  Stock  will 
increase  comparatively  more  rapidly  than  increase  in  the  value  of  such  portfolio. 
The  option  warrants  to  purchase  Common  Stock  of  Atlas  Corporation  have  usually 
increased  or  decreased  in  market  value  in  a  rather  uniform  relationship  to  the  in- 
crease or  decrease  in  market  value  of  the  common  stock  of  Atlas  Corporation  pur- 
chasable thereunder. 

♦  *•**** 

Each  holder  will  have  to  study  the  merits  of  the  exchange  from  his  own  particular 
standpoint.  For  example,  in  the  case  of  your  Company:  (1)  the  holders  of  Pre- 
ferred Stock  would  be  exchanging  a  stock  having  an  asset  value  *  *  *  sub- 
stantially in  excess  of  its  present  market  value,  but  having  a  comparatively  narrow 
market  and  having  no  so-called  "leverage"  (because  there  are  no  securities  senior  to 
it  outstanding)  (a)  in  part  for  a  preference  stock  •  *  *  and  (b)  in  part  for  a 
Common  Stock  which  has  a  substantial  "leverage"  and  which  in  the  normal  course 
should  respond  quickly  to  any  improvement  in  market  values  of  securities  gen- 
erally *  *  *  (2)  the  holders  of  Common  Stock  would  be  exchanging  a  stock 
that  will  have  no  asset  value  until  market  prices  for  securities  improve  materially  for 
an  option  warrant  which  should  increase  in  market  value  in  a  rather  uniform  relation- 
ship to  any  increase  in  market  value  of  the  common  stock  of  Atlas  Corporation. 

The  Equity  Corporation  in  some  cases  in  its  solicitation  literature  pointed  out  the  dis- 
advantage of  "leverage"  in  a  period  of  declining  market  values  for  securities.  Thus,  in  an 
exchange  offer  made  to  the  preferred  and  common  stockholders  of  Interstate  Equities 
Corporation  on  June  8,  1933,  it  was  stated  (op.  cit.  supra,  note  79,  Commission's  Exhibit 
No.  839)  : 

The  common  stock  of  The  Equity  Corporation  *  *  *  jg  -^^rhat  is  generally 
known  as  a  "leverage  type"  common  stock.  Experience  has  shown  that  after  senior 
securities  are  fully  covered  by  assets,  the  asset  value  of  a  leverage  type  stock  rises 
at  a  more  rapid  rate  than  the  market  value  of  the  underlying  portfolio  and.  con- 
versely, the  asset  value  of  such  a  stock  will  decline  at  a  more  rapid  rate  than  the 
depreciation  of  the  value  of  the  underlying  portfolio. 

"°  Op.  cit.  supra,  note  2,  Commission's  Exhibit  No   2037,  Item  1. 
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You  will  see  by  the  above  figures  that  if  the  general  market  went  up  100%,  Atlas 
common  would  go  from  $7.00  to  $24  due  to  the  $30,000,000  of  preferred  stock 
which  creates  this  leverage,  while  the  general  market  was  only  doubling  and 
Securities  Allied  doubling  from  its  present  bid  of  6%  to  13. 

Applying  the  method  used  by  this  salesman,  it  is  clear  that  a  50% 
decline  in  the  value  of  the  assets  of  Atlas  Corporation  would  result 
in  the  eradication  of  any  asset  value  for  the  common  stock  of  Atlas 
Corporation.  In  the  same  situation  the  value  of  the  Securities  Allied 
Corporation  common  stock,  a  nonleverage  security,  would  decline  only 
50% .  The  converse  of  the  example  given  by  the  salesman  was,  how- 
ever, not  pointed  out  in  his  letter. 

Similarly,  on  May  16,  1930,  Atlas  Corporation  made  an  exchange 
oifer  for  the  stock  of  All  America  General  Corporation.  A  majority 
of  the  directors  of  All  America  General  Corporation  caused  to  be 
issued  a  circular  letter  to  the  corporation's  security  holders  express- 
ing disapproval  of  the  offer  because  of  the  substantial  disparity  in 
favor  of  Atlas  Corporation  between  the  asset  value  of  All  America 
General  Corporation's  stock  and  the  Atlas  Corporation  stock  offered 
therefor.  In  opposition  to  these  letters  issued  by  a  majority  of  the 
directors  of  All  America  General  Corporation,  C.  Shelby  Carter, 
Harold  C.  Richard,  John  W.  Campbell,  and  Clarence  H.  Nichols, 
directors  of  All  America  General  Corporation  who  were  being  secretly 
compensated  by  Atlas  Corporation  for  their  efforts  in  inducing  ex- 
changes, prepared  a  circular  letter  which  was  shown  to  Mr.  Odium, 
the  president  of  Atlas  Corporation,^^^  and  which  was  to  be  sent  to  the 
stockholders  of  All  America  General  Corporation.  This  letter,  which 
was  dated  May  31, 1930,  stated  in  part :  "^ 

On  account  of  the  limited  dividend  and  the  limited  rights  in  liquidation  of  the 
$3  preference  stock,  a  25%  increase  in  the  net  assets  of  Atlas  Corporation 
results  in  a  40%  increase  in  the  net  assets  applicable  to  the  Common  Stock. 
This  leverage  does  not  exist  in  the  case  of  All  America  General  Corporation. 

No  mention  was  made  of  the  aggravated  decline  in  asset  value  of 
the  common  stock  of  Atlas  Corporation  which  would  be  induced  by 
"leverage"  if  the  assets  of  Atlas  Corporation  declined  in  value. 

Mr.  Richard,  one  of  the  directors  of  All  America  General  Corpo- 
ration, whose  name  appeared  as  one  of  the  signers  of  the  letter,^^^ 
conceded  that  the  letter  should  have  mentioned  the  downward  effect 
of  leverage  on  the  asset  value  of  the  common  stock  of  Atlas  Corpora- 
tion.    He  testified  as  follows :  ^^^ 

Q.  Another  statement  in  the  letter  is:  "on  account  of  the  limited  dividends 
and  limited  rights  in  liquidation  of  the  $3  preference  stock"  that  is  of  the 
Atlas  Corporation,  "a  25%  Increase  in  the  net  assets  of  the  Atlas  Corporation 
results  in  a  40%  increase  in  the  net  assets  applicable  to  the  common  stock, 
and  this  leverage  does  not  exist  in  the  case  of  All  America  General  Corpora- 
tion," the  argument  being  that  a  person  giving  his  All  America  General  Cor- 
poration stock  and  getting  common  stock  gets  into  a  leverage  situation  and  with 
an  increase  of  25%  in  the  assets  of  Atlas  Utilities  Corporation,   there  is  an 


"»Id.,  at  17763. 

II'  Public   Examination,   All   America   General   Corporation,    Commission's   Exhibit   No. 
1641. 

"8  Ibid.,  and  see  supra,  pp.  1332-3. 

"9  Op.  cit.  supra,  note  117,  at  15745-6. 
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increase  in  the  net  assets  of  the  common  stock  of  Atlas  of  40  percent,  but  I 
notice  that  there  is  no  statement  that  with  a  decrease  of  25  percent  of  the 
(total)  asset  value  of  Atlas  Corporation,  there  is  a  resultant  decrease  of  a 
greater  percent  in  the  net  assets  of  the  common  stock. 

A.  Absolutely. 

Q.  Isn't  that  true? 

A.  Yes,  sir. 

Q.  Don't  you  think  that  that  should  have  been  said  in  this  memorandum 
when  stockholders  were  *  *  *  being  persuaded  to  turn  in  their  common 
stock  in  a  nonleverage  situation,  for  the  common  stock  of  a  leverage  situa- 
tion    *     *     *7 

A.  I  certainly  think  it  should. 

The  failure  to  disclose  the  disadvantages  of  "leverage"  was  particu- 
larly significant  in  those  cases  where  alternative  offers  of  either  pre- 
ferred or  common  stock  were  made  for  the  shares  of  controlled  invest- 
ment companies.  For  example,  Atlas  Corporation  did  not  desire  be- 
cause of  the  "handicap  of  leverage"  to  increase  its  preferred  stock  capi- 
talization. Especially  would  this  be  so  where  its  preference  stock  offer, 
if  accepted,  would  result  in  a  loss  in  assets  to  Atlas  Corporation. 

The  exchange  offer  made  by  Atlas  Corporation  for  the  stock  of 
Exide  Securities  Corporation  illustrates  the  efficiency,  in  such  a  situa- 
tion, of  statements  emphasizing  only  the  advantageous  side  of  the 
"leverage"  in  the  Atlas  Corporation  common  stock.  On  July  16,  1930, 
Atlas  Corporation  made  an  offer  to  exchange  for  each  share  of  the 
capital  stock  of  Exide  Securities  Corporation,^-"  a  nonleverage  invest- 
ment company,  either  nine-twentieths  of  a  share  of  its  preference 
stock  or  two  and  one-fourth  shares  of  its  common  stock.  Atlas  Cor- 
poration had  previously  secured  the  approval  of  its  offer  by  the  direc- 
tors of  Exide  Securities  Corporation.  The  asset  value  of  the  stock 
of  Exide  Securities  Corporation  at  the  date  of  the  offer  was  approxi- 
mately $20  per  share;  its  market  value  was  $16.38.  The  asset  value 
of  the  two  and  one-fourth  shares  of  the  common  stock  of  Atlas  Cor- 
poration offered  for  the  Exide  Securities  Corporation  stock  was  then 
$13.73  per  share,  although  the  two  and  one-fourth  shares  of  such  stock 
had  a  market  value  of  $23.50.  In  other  words,  Exide  Securities  Cor- 
poration stockholders  who  accepted  the  offer  would  lose  in  asset  value 
$6.27  per  share  of  their  stock,  but  would,  however,  acquire  securities 
whose  market  value  exceeded  the  asset  value  of  their  stock.  On  the 
other  hand,  the  Atlas  Corporation  preference  stock  was  more  favor- 
able in  terms  of  asset  values  to  Exide  Securities  Corporation  stock- 
holders. The  liquidating  value  of  nine-twentieths  of  a  share  of  Atlas 
Corporation  preference  stock  was  $22.60  and  its  market  value  was 
approximately  $15.75.1^^  Thus,  an  Exide  Securities  Corporation  stock- 
holder accepting  the  Atlas  Corporation  ]3reference  stock  therefore 
actually  gained  $2.50  in  assets,  though  he  suffered  a  slight  sacrifice  in 
market  values.  In  addition,  the  Exide  Securities  Corporation  stock- 
holder would  receive  a  security  more  analogous  to  his  own  in  that 
the  preference  stock,  though  it  had  an  upper  limitation  in  asset  value, 
was  not  subject  to  the  fluctuations  in  value  induced  by  leverage. 

The  directors  of  Exide  Securities  Corporation  recommended  accept- 
ance of  the  Atlas  Corporation  offers,  but  did  not  attempt  to  advise 

^™  Op.  cit.  supra,  note  2,  Commission's  Exhibit  No.  1970. 
1^1  Id..  Commission's  Exhibit  No.  2001  (pp.  35-37). 
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their  stockholders  as  to  which  of  the  alternative  offers  to  accept.  Obvi- 
ously, Atlas  Corporation  would  desire  the  acceptance  of  its  common 
stock  offers.  Acceptance  of  the  preference  stock  offers  would  result 
in  a  substantial  loss  in  assets  to  Atlas  Corporation  and  would  also 
increase  the  leverage  disadvantage  of  its  common  stock  by  adding 
additional  preference  stock  to  its  capital  structure.  In  fact,  the  offer- 
ing letter  of  Atlas  Corporation  stressed  the  market  value  and  the 
marketability  of  the  Atlas  Corporation  common  stock.  It  did  not 
refer  to  the  asset  value  of  either  the  Exide  Securities  Corporation  or 
the  Atlas  Corporation  common  stock.  The  only  comment  the  letter 
made  on  the  balance  sheet  of  Atlas  Corporation  which  accompanied 
its  offering  letter  was  that  such  balance  sheet  indicated  that  "a  very 
substantial  amount  of  assets  is  behind  each  share  of  $3  Preference 
stock  *  *  *."  The  letter  then  went  on  to  emphasize  the  market 
value  and  the  leverage  of  the  Atlas  Corporation  common  stock :  ^^^ 

Thus  each  holder  of  one  share  of  Exide  Securities  Corporation  capital  stock 
accepting  this  offer  and  expecting  to  receive  common  stock  of  Atlas  Corporation 
will  receive  on  account  thereof  2l^  shares  of  common  stock  of  Atlas  Corporation, 
having  an  aggregate  market  value  of  approximately  $23.50'. 

It  is  significant  to  note  that  on  account  of  the  limited  dividend  and  the  limited 
rights  in  liquidation  of  the  $3  Preference  stock  *  *  *  of  Atlas  Corporation, 
an  increase  in  its  assets  results  in  a  greater  increase  in  the  net  assets  applicable 
to  its  Common  Stock  than  would  be  the  case  of  a  corporation  having  no  preferred 
stock  or  other  senior  securities  outstanding.  This  leverage  does  not  exist  in  the 
case  of  Exide  Securities  Corporation,  having,  as  it  does,  only  one  class  of  stock. 

As  a  result  of  this  offer,  Atlas  Corporation  acquired  a  total  of 
232,583  shares  of  the  capital  stock  of  Exide  Securities  Corporation,  or 
approximately  80%  of  the  288,297  shares  of  Exide  Securities  Corpora- 
tion then  outstanding.  Of  the  total  Exide  Securities  Corporation 
stock  acquired  by  Atlas  Corporation  under  this  offer,  only  41,638  shares 
were  exchanged  for  Atlas  Corporation  preference  stock.  As  a  result 
of  the  exchange  Atlas  Corporation  derived  an  increase  in  asset  values 
on  the  basis  of  the  disparities  in  the  asset  values  as  at  the  date  of  the 
offer  of  the  shares  involved  in  its  common  stock  offer  of  $1,091,337.^^^ 

b.  Asset  Value  of  Acquiring  Corporation's  Common  Stock 

Since  the  assets  of  investment  companies  normally  consist  of  readily 
marketable  securities,  the  asset  values  of  their  own  security  issues  more 
nearly  represented  the  actual  value  of  these  securities  than  did  market 
values  which  may  have  been  affected  by  artificial  factors,  such  as 
manipulative  or  stabilization  accounts,  or  other  factors  which  were  to 
a  substantial  extent  determinative  of  the  market  price  of  investment 
company  equity  securities  in  the  period  1927  to  1934.^^*  To  the  in- 
vestor not  concerned  with  the  immediate  salability  of  his  investment 
company  security,  asset  value  represents  the  actual  value  of  his  interest 
in  his  company ;  it  constitutes  the  value  of  his  property  interest  in  the 


1=2  Id.,  Commission's  Exhibit  No.  1970. 

^  Ibid. 

^^  For  a  discussion  of  the  factors  which  influence  the  asset  value  and  market  prices 
of  investment  company  securities  see  Part  Two  (House  Doc.  No.  70,  76th  Cong.),  Ch.  IV, 
pp.  273-328  and  Part  Three  (House  Doc.  No.  279,  76th  Cong.),  Ch.  Ill,  pp  956-76. 
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company,  were  it  to  be  immediately  dissolved.^^^  Consequently  a 
knowledge  of  the  asset  value  of  investment  company  securities  offered 
in  exchange  for  his  own  securities  in  such  companies  is  clearly  of 
importance  to  the  investor. 

The  essential  purpose  of  the  exchange  programs  of  investment  com- 
panies was  to  gain  in  assets  as  a  result  of  the  exchanges  of  securities. 
The  terms  of  most  of  its  exchange  offers  were  fixed  to  result  in  gains 
to  the  acquiring  corporation  represented  by  the  difference  between  the 
asset  value  of  the  exchanged  investment  company  security  and  the 
asset  values  of  the  acquiring  corporation's  securities  exchanged. 
Nevertheless,  the  solicitation  literature  rarely  referred  to  the  asset 
values  of  the  securities  which  were  the  subject  of  the  offers.^  In 
many  instances,  however,  a  copy  of  the  balance  sheet  of  the  acquiring 
corporation  accompanied  the  exchange  offer  from  which  the  asset 
value  of  its  common  stock  could  be  computed  by  an  investor  posses- 
sing a  knowledge  of  corporate  finance  and  accounting.^^^  While  the 
early  offers  of  Atlas  Corporation  did  not  specifically  disclose  the 
asset  value  of  its  common  stock  but  did  include  balance  sheets,  the 
June  4,  1932  offers  of  Atlas  Corporation  included  a  "combined"  state- 
ment of  financial  condition  of  Atlas  Corporation  and  its  then  subsid- 
iaries from  which  the  then  actual  asset  value  of  Atlas  Corporation's 
common  stock  would  have  been  difficult  to  compute.^-^ 

(1)  MISLEADING  REPRESENTATION  AS  TO  METHOD  OF  CALCULATING 

ASSET  VALUES 

As  has  been  pointed  out,  little  organized  and  influential  opposition 
to  the  exchange  programs  existed.  Most  of  the  managements  of  the 
companies  acquired  either  aided  the  acquiring  corporation  in  its  pro- 
gram or  did  not  oppose  it.  However,  as  has  already  been  described,^-^ 
Atlas  Corporation  encountered  opposition  from  the  majority  of  the 
board  of  directors  of  All  America  General  Corporation  in  its  original 
exchange  offer  made  to  the  stockholders  of  that  investment  company 
on  May  16,  1930.  The  Atlas  Corporation  offer  made  on  May  16,  1930, 
was  to  exchange  two  shares  of  its  common  stock  having  a  market  value 
of  $27  for  one  share  of  All  America  General  Corporation  capital  stock 
having  a  market  value  of  $21.50.  In  terms  of  market  values  the 
offer  was  beneficial  to  All  America  General  Corporation  stockholders 
and  the  offer  stressed  this  fact.  Not  disclosed,  however,  in  the  Atlas 
Corporation  offering  letter  was  the  fact  that  its  common  stock  offered 
in  the  exchange  had  an  asset  value  of  $17.70  and  the  All  America  Gen- 
eral Corporation  stock  nn  asset  value  of  $26  per  share. 

On  Mav  20.  1930,  Mason  B.  Starring,  Jr.,  the  president  of  All 
America  General  Corporation,  sent  a  circular  letter  to  the  company's 
stockholders  advising  them  that  a  majoritv  of  the  company's  direc- 
tors were  unwilling  to  recommend  the  exchange  offer.  The  letter  fur- 
ther stated  that,  on  the  basis  of  the  exchange  offer,  stockholders  asfree- 
ing  to  the  exchange  "will  receive  two  shares  of  the  Atlas  Common 


^5  This  statement  is,  of  course,  subject  to  the  limitation  that  the  marl<et  could  absorb 
the  blocks  of  portfolio  securities  without  any  substantial  effect  on  the  market  price  due 
to  the  increase  of  such  securities  offered  for  sale. 

^o  Op.  cit.  supra,  note  2,  Commission's  Exhibit  No.  1970. 

127  This  type  of  balance  sheet  will  be  discussed  infra. 

128  See  All  America  General  Corporation,  supra,  pp.  1324-37. 
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Stock,  having  an  aggregate  liquidating  value  of  approximately  $17.70 
in  exchange  for  one  share  of  this  Company  having  an  aggregate  liqui- 
dating value  of  $26  per  share.  It  is  unnecessary  to  point  out  that 
this  would  be  a  material  sacrifice  of  book  value,  amounting  to  an 
approximate  aggregation  of  all  shares  of  your  company  outstanding 
of  $1,370,000." 

On  May  22,  1930,  Mr.  Starring  again  wrote  a  circular  letter  ^^^  to 
the  stockholders  of  his  corporation  informing  them  that  on  May  21, 
1930,  a  majority  of  the  board  of  directors  of  the  corporation  had 
voted  to  reject  the  Atlas  Corporation  offer  because  of  the  loss  in  asset 
value  which  would  be  suffered  by  All  America  General  Corporation 
stockholders  who  accepted  the  offer.  The  letter  also  stated  that  "in 
view  of  the  excellent  condition  of  your  company,  [the  directors]  could 
see  no  reason  for  considering  a  merger  with  any  other  trust." 

To  combat  the  argument  of  the  majority  of  the  directors  of  All 
America  General  Corporation,  that  the  offer  was  inequitable  from 
the  standpoint  of  asset  values,  Mr.  Carter,  one  of  the  directors  re- 
tained for  a  monetary  consideration  to  aid  Atlas  Corporation  in 
soliciting  exchanges,^^°  prepared  a  letter  to  be  sent  to  the  stock- 
holders of  All  America  General  Corporation.^^^  This  circular  let- 
ter,^^-  which  was  sent  to  the  stockholders  by  Mr.  Carter  on  May  31, 
1930,  was  shown  to  Mr.  Odium  ^^^"^  and  signed  by  Messrs.  Richard, 
Nichols,  and  Campbell,  other  directors  of  All  America  General  Cor- 
poration who  were  also  receiving  a  consideration  for  their  aid  to 
Atlas  Corporation.  The  fact  that  Messrs.  Nichols,  Campbell,  and 
Richard  were  being  compensated  by  Atlas  Corporation  for  their 
services  in  advocating  the  exchange  offer  was  not  mentioned  in  the 
letter.is^ 

The  letter  sent  to  the  stockholders  of  All  America  General  Corpo- 
ration by  Mr.  Carter  pointed  out  the  advantage  of  the  Atlas_  Cor- 
poration offer,  on  the  basis  of  the  market  values  of  the  securities  to 
be  exchanged,  to  All  America  General  Corporation  stockholders  and 
then  made  several  arguments  designed  to  minimize  the  importance 
of  the  asset  losses  which  would  be  suffered  by  exchanging  stock- 
holders.    This  letter  stated :  ^^^ 

In  a  letter  of  May  20,  1930,  sent  to  stockholders  of  All  American  General 
Corporation,  it  was  stated  that  the  exchange  "would  be  'a  material  sacrifice 
of  book  values  amounting  to  an  approximate  aggregate  of  $1,370,000."  This 
figure  is  incorrect  because  it  fails  to  take  into  consideration  that  the  holder  of 
All  America  General  Corpor'ation  Common  Stock  who  makes  the  exchange 
will,  through  the  Atlas  Corporation  shares  he  receives,  participate  pro  rata  in 
any  increase  of  liquidating  value  accruing  to  Atlas  Corporation  common  stock 
by  reason  of  the  exchange. 

If  all  holders  of  Capital  Stock  of  All  America  General  Corporation  should 
make  the  exchange  the  liquidating  value  of  the  Common  Stock  of  Atlas 
*     *     *     Corporation  would  be  between  $9.50  and  $10.00  per  share     *     *     *. 


'^^  Op.  cit.  supra,  note  117,  Commission's  Exhibit  No.  1639. 

wo  See  All  America  General  Corporation,  supra,  pp.  1324-37. 

1^1  Op.  cit.  supra,  note  117,  at  15803. 

^^ilci.,  Commission's. Exhibit  No.  1641. 

"3  Op.  cit.  supra,  note  2,  at  17763-4. 

13^  Op.  cit.  supra,  note  117,  Commission's  Exhibit  No.  1641. 

13B  Ibid. 
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That  is  the  asset  value  of  the  two  shares  of  Common  Stock  of  Atlas  *  *  * 
Corporation  to  be  exchanged  for  each  share  of  the  Capital  Stock  of  All  America 
General  Corporation  would,  on  this  basis,  be  between  $19.00  and  $20.00  instead 
of  $17.70,  as  stated  in  said  letter  of  May  20th. 

The  sum  total  of  this  argument  was  simply  that  by  becoming  an 
Atlas  Corporation  stockholder,  the  asset  loss  to  All  America  General 
Corporation  stockholders  would  be  about  $6.30  per  share  rather  than 
$8.30. 

The  letter  also  took  the  position  that  in  calculating  the  liquidating 
value  of  Atlas  Corporation's  common  stock  it  was  "proper  and  logi- 
cal," ^^"^  since  no  dissolution  of  Atlas  Corporation  was  contemplated, 
to  deduct  the  preference  stock  of  Atlas  Corporation  from  the  net 
worth  of  the  company  not  at  the  value  to  which  it  was  entitled  on 
dissolution  ($50.00  per  share)  but  at  its  market  value  which  was  then 
substantially  less  than  the  amount  to  which  such  stock  would  be 
entitled  on  dissolution.  The  letter  went  on  to  state  that  "the  dif- 
ference between  the  market  value  of  such  preference  stock  and  its 
preferential  rights  in  liquidation  is  substantially  in  excess  of  $1,000,- 
000  which  automatically  increased  proportionately  the  value  of  the 
common  stock.  However,  none  of  this  amount  had  been  added  to 
the  asset  value  of  the  common  stock  in  arriving  at  the  liquidating 
value  thereof  stated  above." 

According  to  sound  accounting  principles  and  financial  practice, 
asset  values  of  equity  securities  are  calculated  by  first  deducting  from 
the  corporation's  net  worth  all  senior  securities  at  the  value  which 
they  are  entitled  to  receive  in  any  dissolution  of  the  corporation.  Mr, 
Odium,  when  examined  on  the  method  of  calculating  the  asset  value 
of  Atlas  Corporation's  common  stock  advocated  in  the  letter  sent  to 
All  America  General  Corporation  stockholders,  testified :  ^^' 

A.  *  *  *  It  may  be  that  some  of  the  arguments  [contained  in  the  above 
letter]  are  a  little  strained. 

Q.  Or  tenuous? 

A.  A  little  tenuous,  but  still  the  same  argument  has  been  used  many  times 
and  has  been  used  by  myself,  even  in  appraisal  of  securities,  in  the  last  six 
years. 

Mr.  Kichard,  one  of  the  All  America  General  Corporation  directors 
who  aided  Atlas  Corporation,  and  one  of  the  signers  of  the  letter  to 
the  corporation's  stockholders  which  has  been  quoted  above,  when 
examined  on  the  method  of  calculating  the  asset  value  of  the  Atlas 
Corporation  common  stock  described  in  the  circular,  testified :  ^^^ 

Q.  Now,  what  does  asset  value  of  stock  mean,  Mr.  Richard,  to  you? 

A.  You  said  the  market  value  of  the  preferred — no,  no,  no — the  par  value 
(1.  e.,  the  dissolution  value)  *  *  *.  That  is  what  you  have  to  figure  when 
you  figure  that. 

Q.  Because  *  *  *  preferred  stockholders  are  entitled  to  that,  before  the 
common  stockholders  can  come  in? 

A.  Yes,  sir. 


'28  Ibid. 

'3^  Op.  cit.  supra,  note  2,  at  17764. 

'*8  Op.  cit.  supra,  note  117,  at  15744-5. 
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Q.  And  with  respect  to  this  statement,  that  it  seems  proper  and  logical  to  make 
a  deduction  only  to  the  extent  of  the  market  value  of  the  preference  stock,  you 
don't  subscribe  to  that,  do  you? 

A.  Not  unless  you  are  figuring  nothing  but  markets  at  the  time,  and  if  you 
are  figuring  nothing  but  market  values  then  naturally  you  have  got  to  figure 
the  both  sides,  but  if  you  are  figuring  liquidating  value  then  you  have  got  to 
figure  it  the  other  way. 

Q.  It  says  "furthermore  in  arriving  at  this  liquidating  value"  *  *  *  so 
that  they  are  talking  about  liquidating  values. 

A.  Yes. 

Q.  The  difference  between  the  market  value  of  such  preference  stock  and  the 
preferential  rights  in  liquidation  is  substantially  in  excess  of  $1,000,000  which 
automatically  increased  proportionately  the  value  of  this  common  stock.  Do  you 
agree  that  it  was  even  fair  to  make  that  argument  to  the  stockholder — to  say 
that  really  the  liquidating  value  of  that  stock  is  not  the  par  value  of  the 
preference  stock  but  merely  its  market  value? 

A.  I  should  think  that  the  practice  of  public  accountants  would  probably  tell 
me  more  about  it — I  don't  know.  It  is  a  technical  question  and  you  look  at  it 
one  way  or  the  other — personally  if  I  was  to  go  and  try  to  argue  with  someone 
on  it,  I  would  take  your  way  of  looking  at  it. 

As  the  result  of  its  offers  of  May  16,  1930,  and  the  circulars  sent 
to  All  America  General  Corporation  by  those  of  its  directors  who 
were  aiding  Atlas  Corporation,  the  latter  corporation  acquired  84,727 
shares  of  the  capital  stock  of  All  America  General  Corporation  or  in 
excess  of  50%  of  the  165,600  shares  of  All  America  General  Cor- 
poration then  outstanding.^^*^  Stockholders  of  All  America  General 
Corporation  who  accepted  these  exchanges  suffered  an  aggregate  loss 
in  asset  value  of  approximately  $470,000.^*° 

(2)  USE  OF  "COMBINED"  FINANCIAL  STATEMENTS 

As  has  been  indicated,  the  intention  of  the  acquiring  corporations 
was  to  acquire,  if  possible,  by  the  ultimate  processes  of  dissolution, 
merger,  or  consolidation,  the  entire  ownership  of  the  assets  of  their 
controlled  investment  companies  by  means  of  future  offers  to  exchange 
the  acquiring  corporations'  own  securities  for  the  public's  holdings  of 
the  securities  of  their  controlled  investment  companies,  or  by  the  pur- 
chase of  such  securities. 

This  purpose  added  greater  importance  to  the  character  of  the  finan- 
cial statements  which  the  acquiring  corporations  released  to  the  public. 
Their  financial  statements  would  presumably  be  consulted  by  investors 
with  reference  to  their  exchange  offers.  Such  financial  statements,  in 
order  to  be  complete,  would  have  to  indicate  clearly  the  extent  of  the 
minority  interests  in  the  controlled  investment  companies,  as  well  as 
the  asset  value  of  the  common  stock  of  the  acquiring  corporations. 
Nevertheless,  the  financial  statements  released  by  the  acquiring  cor- 
porations did  not  indicate  clearly  either  of  these  facts. 

By  December  31,  1931,  Atlas  Corporation  was  in  control  of  10  in- 
vestment companies  "^  other  than  Atlas  Utilities  &  Investors  Co.,  Ltd,, 


i™0p.  cit.  supra,  note  2,  Commission's  Exhibit  No.  2001  (pp.  20-22). 

1"  Ibid. 

^"^  Id.,  Commission's  Exhibit  No.  1943.  The  controlled  companies  were :  All  America 
General  Corporation  ;  Allied  Atlas  Corporation  (formerly  known  as  Exide  Securities  Cor- 
poration) ;   Aviation    Securities   Corporation ;    Chain   Store   Stocks,   Inc. ;   General  Empire 
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its  Canadian  predecessor.  In  several  cases  its  control  was  based  on  the 
ownership  of  the  common  stock  of  leverage  companies.^^^  Such  com- 
mon stock  in  each  case  had  no  asset  value.  In  other  words,  the  pre- 
ferred stockholders  of  such  companies  would  have  been  entitled  to 
receive  all  of  the  assets  of  such  companies  in  the  event  of  their  dis- 
solution. Atlas  Corporation,  at  the  end  of  1931,  held  only  a  minority- 
interest  in  the  preferred  stocks  of  the  leverage  investment  companies 
which  it  controlled.  In  one  case,  that  of  Federated  Capital  Corpora- 
tion, Atlas  Corporation  held  a  minority  of  the  voting  stock  of  all 
classes,  its  control  having  been  maintained  by  means  of  a  management 
contract.^*^  And  in  another  case,  that  of  Securities  Allied  Corpora- 
tion, Atlas  Corporation  controlled  all  of  the  100,000  shares  of  voting 
common  stock  ^^^  but  only  36%  of  the  nonvoting  common  stock,  which 
was,  on  dissolution  entitled  to  an  equal  participation  in  the  corpo- 
rate assets  with  the  voting  stock.^*^  Table  19  indicates  the  security 
holdings  as  of  December  31,  1931,  both  of  Atlas  Corporation  (and  its 
subsidiaries)  and  of  the  public  in  the  securities  of  the  Atlas  Corpora- 
tion controlled  companies. 


Corporation ;  National  Securities  Investment  Company ;  Securities  Allied  Corporation ; 
Sterling  Securities  Corporation ;  Ungerleider  Financial  Corporation  ;  and  Federated  Cap- 
ital Corporation  (ibid.). 

^^  The  leverage  companies  controlled  were :  National  Securities  Investment  Company, 
sterling  Securities   Corporation,  and   Federated  Capital  Corporation. 

i«  See  Federated  Capital  CoTporation,  supra,  pp.   1278-93. 

i**Op.  cit.  supra,  note  2,  Commission's  Exhibit  No.  2001  (p.  113),  and  reply  to  the 
Commission's  questionnaire  for  Securities  Allied  Corporation,  Pt.  II. 

1*5  See  Chatham  Phenix  Allied  Corporation,  supra,  pp.  1142-57. 
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The  public  "owned"  approximately  $37,385,000  of  the  assets  of  Atlas 
Corporation's  controlled  investment  companies.^*''  Since  the  net  assets 
of  Atlas  Corporation  and  these  controlled  companies,  after  the  elim- 
ination of  all  intercompany  holdings,  at  December  31,  1931,  approxi- 
mated $53,700,000,"'  it  is  obvious  that  the  assets  of  Atlas  Corpora- 
tion, including  its  interest  in  these  companies,  were  only  approximately 
30%  of  the  net  assets  of  the  entire  group  of  companies ;  the  bulk  of  the 
assets  in  the  group  was  "owned"  by  the  public  holders  of  the  securities 
of  the  subsidiary  corporations. 

The  first  financial  statement  issued  by  Atlas  Corporation,  as  of  De- 
cember 31, 1931,  was  released  on  February  29, 1932,^-*^  captioned,  "Com- 
bined Statement  of  Financial  Condition."  "'^  This  "combined 
statement"  was  certified  by  Lybrand,  Koss  Bros.  &  Montgomery,  certi- 
fied public  accountants,  as  setting  forth  "the  combined  financial 
condition  of  the  said  companies."  The  "combined  statement"  indi- 
cated the  assets  of  Atlas  Corporation  and  its  subsidiaries  in  much  the 
same  manner  as  would  a  consolidated  statement.  However,  the  liabili- 
ties side  of  the  "combined"  financial  statement  differed  radically  from 
that  of  a  consolidated  statement  of  financial  condition  in  that  the  exact 
amount  of  the  public's  interest  in  the  underlying  corporations  was  not 
disclosed.  The  "combined"  statement  lumped  together  in  one  sum  the 
total  net  worth  of  the  group  of  companies,  and  no  segregation  was 
made  on  the  balance  sheet  of  the  dollar  amount  applicable,  on  the  one 
hand,  to  Atlas  Corporation's  stock,  and  on  the  other  hand  to  the  capi- 
tal stocks  of  the  subsidiary  companies  in  the  hands  of  the  public.^^** 
The  report  did  not  contain  any  indication  of  the  fact  that  the  interest 
of  Atlas  Corporation  in  the  net  assets  of  the  combined  companies  was 
equivalent,  as  has  already  been  indicated,  to  only  approximately  30% 
of  the  net  assets.  In  sum,  the  combined  statement  conveyed  substan- 
tially the  same  information  as  a  consolidated  statement  would  have 
with  reference  to  the  total  assets  of  the  group  of  companies,  but  dif- 
fered from  a  consolidated  statement  in  that  it  did  not  at  all  indicate 
the  respective  portion  of  the  net  assets  applicable  to  the  interest  of  the 
Atlas  Corporation  stock  and  to  the  stock  of  the  controlled  investment 
companies  held  by  the  public.^®^ 

No  precedent  can  be  found  for  the  use  of  the  term  "combined  bal- 
ance sheets."  ^^^  Rodney  F.  Starkey,  of  Price,  Waterhouse  &  Co., 
testified ^^^  with  reference  to  a  similar  balance  sheet  utilized  by  The 


i«  See  Table  19,  p.  1402. 

"'  Op.  cit.  supra,  note  2,  Commission's  Exliibit  No.  1943. 

^  Id.,  Commission's  Exhibit  No.  1943. 

i« Ibid. 

IS"  Ibid.  It  is  not  to  be  inferred  that  a  consolidated  statement  of  financial  condition 
would  have  been  a  proper  one  in  the  circumstances. 

"1  It  is  to  be  noted  that  Atlas  Corporation  on  December  31,  1932,  when,  as  a  result  of 
its  exchange  offers  of  June  4,  1932,  it  had  acquired  a  majority  ownership  interest  in  the 
assets  of  its  subsidiaries,  published  a  "Consolidated  Statement  of  Financial  Condition"'  of 
itself  and  of  its  subsidiaries  which  disclosed  the  ownership  interest  of  minority  stock- 
holders of  its  subsidiaries.  On  December  31,  1932,  the  consolidated  net  assets  of  Atlas 
Corporation  and  its  subsidiaries  were  .1;49,827,198  (id..  Commission's  Exhibit  No.  1943). 
Of  these  assets  the  consolidated  statement  on  its  liabilities  side  disclosed  that  $35,421,778 
was  "applicable  to  capital  stocks  of  Atlas  Corporation"  and  $14,405,419  was  "applicable 
to  capital  stocks  of  subsidiary  companies  in  the  hands  of  the  public  at  December  31,  1932" 
(ibid.). 

«2  Op.  cit.  supra,  note  79,  at  11974. 

iBsid.,  at  11966-7.  11972,  11975. 

153373 — 41— pt.  3 40 
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Equity  Corporation  in  connection  with  its  exchange  offers  ^^*  that  lie 
did  not  know  what  meaning  might  be  conveyed  to  the  investor  by  the 
phrase  "combined  balance  sheet :  " 

Q.  *  *  *  Now,  will  you  just  elaborate  a  little  for  me  upon  what  the  func- 
tions of  a  consolidated  balance  sheet  are  supposed  to  be? 

A.  I  would  say  generally  that  a  consolidated  balance  sheet  was  intended  to 
show  the  picture  of  an  enterprise,  as  compared  to  the  picture  of  an  individual 
entity — as  I  say,  where  they  are  substantially  wholly  owned. 

Q.  Where  they  are  substantially  wholly  owned— always  subject  to  the  uncom- 
promising principle  that  it  should  not  be  misleading? 

A.  For  the  purpose  for  which  it  is  used — right. 

Q.  I  notice  you  qualify  your  statement  by  saying  subsidiaries  which  are  wholly 
owned.    Why  do  you  insist  on  those  qualifications? 

A.  Well,  simply  to  prevent  abuses  of  treatment  of  minority  interests,  and 
that  is  a  very  vague  and  general  statement.  I  could  not  elaborate  on  it  without 
having  specific  instances. 

Q.  One  of  the  difiiculties  with  a  consolidated  balance  sheet  is  that  it  may 
create  a  misleading  impression,  in  this  respect :  You  may  get  a  picture  of  the 
assets  of  the  corporation  which  is  not  genuine  or  true,  because  there  may  be 
a  substantial  minority  interest  which  owns  a  substantial  interest  in  the 
company;  is  not  that  so? 

A.  That  is  very  possible. 

******* 

Q.  In  the  layman's  mind,  looking  at  the  balance  sheet,  if  he  is  shown  the 
total  assets  with  a  specific  figure  that,  of  course,  makes  an  impression  on  him, 
does  it  not? 

A.  Yes. 

******* 

A.  I  think  a  consolidated  balance  sheet,  in  the  mind  of  the  average  layman, 
has  a  very  definite  significance.  I  think  when  you  depart  from  generally  accepted 
practice,  understanding  and  accounting,  it  is  well  to  use  a  different  term,  rather 
than  confuse  people's  minds. 

Q.  Now,  you  said  that  you  would  not  sign  a  consolidated  balance  sheet  under 
the  circumstances  which  I  enumerated  to  you,  because  the  words  "consolidated 
balance  sheet"  had  definite  connotations  in  the  minds  of  the  public ;  is  that  not 
so? 

A.  I  do  not  recall  exactly  how  I  said,  but  that  sounds  like  a  reasonable  state- 
ment. 

Q.  Are  you  familiar  with  what  connotations  or  inferences  are  present  in  the 
investor's  mind  when  he  sees  the  words  "combined  balance  sheet?" 

A.  I  do  not  know. 

The  "combined  statement,"  by  not  indicating  the  dollar  value  of 
Atlas  Corporation's  interest  in  the  combined  net  assets,  also  fore- 
closed any  possibility  of  ascertaining  either  the  asset  value  of  the 
Atlas  Corporation  common  stock  or  the  dollar  amount  of  the  public's 
interest  in  the  net  assets  of  the  controlled  investment  companies  ex- 
cept by  an  involved  computation  based  in  part  on  additional  informa- 
tion not  included  in  the  combined  statement.  The  combined  state- 
ment included  a  schedule  ^^^  indicating  the  number  of  outstanding 


See  infra,  pp.  1408-10. 
'  Op.  cit.  supra,  note  2,  Commission's  Exhibit  No.  1943. 
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shares  of  Atlas  Corporation  and  the  number  of  the  outstanding  shares 
of  its  subsidiaries  held  by  the  public.  The  procedure  open  to  an 
investor  who  wished  to  ascertain  the  dollar  value  of  the  public  inter- 
est in  the  group  assets  and  the  asset  value  of  the  Atlas  Corporation 
common  stock,  involved  a  measure  of  accounting  and  analytical  skill. 
It  would  have  been  at  least  necessary  to  examine  the  balance  sheets 
of  each  of  the  controlled  companies  (which  were  not  included  in 
the  Atlas  Corporation  report)  in  order  to  ascertain  the  asset  value 
per  share  of  each  class  of  stock  of  the  respective  companies.  Then 
it  would  have  been  necessary  to  multiply  the  per  share  asset  value 
by  the  number  of  shares  of  the  company  indicated  in  the  schedule 
accompanying  the  "combined"  statement  as  belonging  to  the  public. 
The  addition  of  the  amounts  so  derived  for  each  company  would 
have  indicated  the  dollar  amount  of  the  public's  interest  in  the  com- 
bined assets.  This  dollar  sum  if  deducted  from  the  net  assets  indi- 
cated in  the  "combined  statement"  for  the  combined  group  would 
result  in  the  sum  applicable  to  the  capital  stock  of  Atlas  Corporation. 
If  there  then  be  deducted  from  this  figure  the  outstanding  shares  of 
Atlas  Corporation  preference  stock  at  their  value  on  any  dissolution 
of  the  company,  the  remaining  sum  would  constitute  the  amount  ap- 
plicable to  the  Atlas  Corporation  common  stock  which,  if  divided 
by  the  number  of  Atlas  Corporation  common  shares  outstanding, 
would  give  the  per  share  asset  value  of  the  Atlas  Corporation  com- 
mon stock. 

The  Atlas  Corporation  report  as  of  December  31,  1931,  containing 
the  "combined  balance  sheet,"  was  used  in  connection  with  Atlas 
Corporation's  exchange  offers.  It  was  included  in  the  literature  sent 
to  the  stockholders  of  its  subsidiaries  in  connection  with  its  June  4, 
1932  offers  of  exchange.^^^  These  offers  of  exchange  were  made  to 
the  then  existing  12  investment  companies  controlled  by  Atlas  Cor- 
poration, that  is,  the  10  companies  controlled  as  at  December  31, 
1931,  and  Atlantic  Securities  Corporation  and  American,  British  & 
Continental  Corporation,  control  of  which  was  acquired  by  Atlas 
Corporation  in  1932.^"  Each  offer  to  the  stockholders  of  each  com- 
pany indicated  that  simultaneous  offers  were  being  made  to  the  stock- 
holders of  all  other  Atlas  Corporation  controlled  investment  com- 
panies.^^^ 

Each  of  the  June  4,  1932,  offers  also  included  a  "Combined  State- 
ment of  Financial  Condition"  of  Atlas  Corporation  and  its  subsidi- 
aries as  of  April  30,  1932,  certified  by  Lybrand,  Koss  Bros.  &  Mont- 
gomery. This  "combined  statement,"  like  the  initial  "combined  state- 
ment" as  at  December  31,  1931,  lumped  together  in  one  sum  approxi- 
mately $48,000,000  as  the  "total  amount  applicable  to  capital  stock 
of  combined  companies  outstanding  in  the  hands  of  the  public,"  in- 
cluding the  capital  stock  of  Atlas  Corporation  itself.^^^  Neither  the 
circular  letter  containing  the  exchange  offer  nor  any  footnote  to  the 
"combined  statement"  as  of  April  30,  1932,  revealed  or  even  indi- 
cated the  dollar  amount  of  the  net  assets  of  the  combined  group  of 
companies  applicable  to  the  shares  of  the  subsidiary  companies  held 


1^  Id.,  Commission's  Exhibit  No.  1970. 

^  Id.,  Commission's  Exhibits  Nos.  1958,  2001. 

i^Id.,  Commission's  Exhibit  No.  1970. 

"9  Ibid. 
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by  the  public.  And  the  public,  as  at  June  3,  1932,  still  owned  the 
greater  portion  of  the  assets  of  the  combined  companies.  The  "com- 
bined statement"  as  at  April  30,  1932,  also  failed  to  reveal  the  actual 
existing  asset  value  of  Atlas  Corporation's  common  stock  (which  was 
the  medium  of  exchange  offered  in  most  cases)  although,  as  will  be 
seen,  the  offering  literature  did  indicate  the  asset  value  of  the  Atlas 
Corporation  stock  which  would  result  if  all  the  offers  of  exchange 
made  on  June  4,  1932,  were  accepted  by  stockholders  of  the  controlled 
companies. 

Unlike  the  "combined"  statement  of  condition  as  at  December  31, 
1931,  the  "combined"  statement  as  at  April  30,  1932,  was  stated  in 
the  offering  literature  to  be  a  fro  forma  statement ;  ""^^  that  is,  a  state- 
ment which  would  indicate  the  financial  position  of  Atlas  Corpora- 
tion upon  the  happening  of  a  certain  contingency.  The  contingency 
upon  which  the  "combined"  balance  sheet  was  iDased,  however,  was 
stated  only  in  the  following  sentence  contained  in  the  offering  let- 
ters :  i«i 

Using  the  combined  statement  of  financial  condition  on  page  2  as  tlie  base, 
but  adjusting  the  item  "Investments"  to  the  marlvet  or  bid  prices  of  the  securi- 
ties as  of  the  date  of  this  offer,  there  is  an  individual  asset  value  of  approxi- 
mately $7.30  per  share  for  the  approximately  3,900,000  shares  of  Common  Stock 
of  Atlas  *  *  *  Corporation,  if  all  of  the  holders  of  capital  stock  outstand- 
ing at  the  date  hereof  of  all  the  companies  should  accept  the  offer. 

The  "combined  statement"  therefore  was  intended  to  indicate  the 
financial  condition  of  Atlas  Corporation  if  all  of  it3  exchange  offers 
were  accepted. 

The  $7.30  asset  value  for  the  Atlas  Corporation  common  stock 
was  a  hypothetical  figure.  However,  in  the  offering  circulars  sent  to 
several  of  the  nonleverage  companies  controlled  by  Atlas  Corpora- 
tion it  might  have  been  interpreted  as  an  actual  asset  value.  For 
example,  the  exchange  offer  ^'"'^  sent  to  the  stockholders  of  Aviation 
Securities  Corporation  stated : 

*  *  *  In  the  case  of  your  Company  (Aviation  Securities  Corporation) 
you  would  be  exchanging  a  stock  having  an  asset  value  substantially  in  excess 
of  its  present  market  value  but  having  a  comparatively  narrow  market  and 
having  no  so-called  "leverage"  *  *  *  fo^.  ^  stock  (Atlas  Corporation  com- 
mon stock)  which  has  a  broader  market  and  has  a  substantial  "leverage"  be- 
cause of  its  Preference  Stock  and  which  is  quoted  on  the  market  at  a  lesser 
discount  from  asset  value  as  indicated  above. 

The  only  asset  value  mentioned  for  the  Atlas  Corporation  common 
stock  in  the  offering  circular  was  the  hypothetical  figure  of  $7.30  per 
share.  Since  the  market  price  of  Atlas  Corporation  common  stock 
was  then  $5  per  share,^*^^  the  stock  then  was  apparently  selling  at  a 
discount  from  its  hypothetical  asset  value  stated  in  the'  offer.  Actu- 
ally, the  asset  value  of  the  common  stock  of  Atlas  Corporation  on 
June  4,  1932,  based  on  its  own  assets  and  evaluating  its  holdings  of 

i""  Ibid. 

i«i  Ibid. 

i«a  Ibid.  The  statement  appeared  in  the  June  4,  1932,  exchange  offer  circulars  sent  to 
the  stockholders  of  Chain  Store  Stocks,  Inc.,  Ungerleider  Financial  Corporation  and  Secu- 
rities Allied  Corporation  (formerly  known  as  Chatham  Phenix  Allied  Corporation)    (Ibid.) 

i«3  Id.,  Commission's  Exhibits  Nos.  1970,  2001. 
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the  securities  of  its  subsidiary  investment  companies  at  their  ulti- 
mate asset  vahie,  was  $2.97  per  share."*  The  Atlas  Corporation 
common  stock  therefore  was  selling  on  the  market  at  a  substantial 
premium  over  its  existing  asset  value  possibly  due  to  some  extent  at 
least  to  the  activity  of  Allied  General  Corporation  in  the  market 
purchasing  of  such  shares. 

The  cardinal  assumption  made  in  the  preparation  of  the  Atlas 
Corporation  pro  forma  "combined"  balance  sheet  was  that  all  of  the 
exchange  offers  would  be  accepted,  a  fact  unlikely  of  attainment.^^^ 
The  exchange  offers  themselves  stated  "that  it  is  not  expected  that 
all  of  the  holders  of  shares  of  various  companies  will  avail  them- 
selves of  the  offers  and  it  is  only  desired  that  those  shareholders 
do  so  who  believe  the  exchange  will  be  to  their  advantage."  "*^  More- 
over, the  2)ro  forma  combined  balance  sheet  would  not  accurately 
reflect  the  condition  of  Atlas  Corporation  even  if  it  obtained  suffi- 
cient exchanges  of  its  controlled  companies'  stock  to  effect  their 
merger,  consolidation,  or  liquidation.  Upon  a  merger  or  consolida- 
tion, some  stockholders  would  demand  the  right  to  receive  in  cash 
the  appraised  value  of  their  shares;  on  any  dissolution  of  the  con- 
trolled companies  minority  stockholders  would  be  entitled  to  receive 
the  pro  rata  share  of  the  corporate  assets.  Finally,  as  this  Commis- 
sion has  said  with  reference  to  a  similar  combined  balance  sheet 
issued  by  The  Equity  Corporation,  "the  fact  remains  that  the  pro 
forma  combined  statement  was  predicated  on  the  assumptions  both 
that  the  exchange  program  would  be  completed  within  a  reasonable 
time  and  that  it  would  be  accomplished  on  the  basis  of  the  ratios 
first  proposed.  In  other  words,  it  assumed  completion  of  the  ex- 
change program  within  such  period  of  time  that  any  material  change 
in  the  value  of  the  assets  or  the  amount  of  the  liabilities  of  the  com- 
panies would  be  unlikely."  ^^'  However,  Atlas  Corporation  contin- 
ued until  the  middle  of  1933  to  make  exchange  offers  for  the  stock 
of  the  companies  included  in  its  June  4,  1932  offer  and  in  several 
cases  the  terms  of  the  offers  were  changed.^"® 

Mr.  Odium,  although  conceding  these  difficulties  were  involved  in 
the  use  of  the  pro  forma  combined  statement,  asserted  that  the  "com- 
bined balance  sheet"  was  approved  by  the  accounting  firm  of  Ly- 
brand,  Ross  Bros.  &  Montgomery  and  that  the  "combined  balance 
sheet"  was  the  only  method  of  portraying  to  the  stockholders  of  the 
Atlas  Corporation's  controlled  investment  companies  its  financial 
condition  in  the  event  of  the  success  of  its  exchange  program.^*'^ 


i«Id.,  Commission's  Exhibit  No.  2001. 

135  Furthermore,  the  propriety  of  the  use  of  a  pro  forma  financial  statement  in  this 
situation  is  open  to  question.  As  this  Commission  has  faid  elsewhere  (op.  cit.  supra, 
note  10,  pp.  256-7)  : 

A  pro  forma  balance  sheet  should  be  used  only  -where  the  contingencies  upon  which 
it  is  based  are  reasonably  certain  to  occur  within  a  reasonably  short  period  of  time. 
It  is  evident  that  otherwise  such  a  balance  sheet  is  likelv  to  create  a  definitely  mis- 
leading picture.  This  is  even  more  clearly  the  case  where  the  contingencies  upon 
which  the  balance  sheet  are  based  cannot  occur. 

1^  Op.  cit.  supra,  note  2,  Commission's  Exhibit  No.  1970. 
I*'  Op.  cit.  supra,  note  10,  p.  258. 

i«5  Op.  cit.  supra,  note  2,  Commission's  Exhibits  Nos.  1970,  2001. 

"9  Derived  from  supplementary  information  supplied  the  Commission  for  Atlas  Cor- 
poration. 
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However,  the  combined  balance  sheet  indicated  only  the  maximum 
range  of  possible  advantage  to  the  holders  of  the  subsidiary  invest- 
ment company  stocks  who  accepted  the  exchange  offers.  In  addition 
to  the  combined  balance  sheet,  no  statement  of  the  financial  condi- 
tion of  Atlas  Corporation  itself,  based  on  its  own  assets  and_  evalu- 
ating its  holdings  of  the  securities  of  its  subsidiaries  at  their  ulti- 
mate asset  value,  was  included  in  the  offering  literature.  Such  a 
statement  would  have  revealed  the  then  actual  asset  value  of  Atlas 
Corporation's  common  stock  and  would  have  indicated  the  dollar 
amounts  of  the  assets  in  the  combined  statement  then  actually  appli- 
cable to  Atlas  Corporation  itself.  The  investor  would  then  have 
before  him  the  minimum  as  well  as  the  maximum  range  of  advan- 
tage in  the  acceptance  of  the  Atlas  Corporation's  offer.  He  would 
be  enabled,  by  a  simple  calculation,  to  determine  the  extent  of  the 
public's  ownership  interest  in  the  combined  assets,  a  fact  of  impor- 
tance in  attempting  to  gauge  the  probability  of  the  eventual  success 
of  the  exchange  program.  Obviously,  the  greater  the  proportion  of 
the  total  assets  owned  by  the  public,  the  less  likely  would  be  the 
complete  success  of  the  exchange  program.  The  investor  could  also 
ascertain,  if  a  statement  of  the  financial  condition  of  Atlas  Corpora- 
tion alone  had  been  included  in  the  solicitation  literature,  that  the 
complete  success  of  the  offers  would  more  than  double  the  asset  value 
of  the  existing  Atlas  Corporation  common  shares,^^°  whereas  in  many 
cases  even  on  the  basis  of  $7.30  as  the  asset  value  of  the  Atlas  Cor- 
poration common  stock,  exchanging  stockholders  of  the  controlled 
copTDnnies  would  suffer  losses  in  asset  value.^''^ 

The  Enuitv  Corporation,  in  connection  with  its  offers  of  exchange 
made  in  1933  for  the  shares  of  its  controlled  investment  companies, 
Yosemite  Holding  Corporation,  Chain  &  General  Equities,  Inc.,  Inter- 


™  As  has  been  stated,  the  asset  value  of  the  common  stock  of  Atlas  Corporation  as  at 
June  4,  1932.  was  $2.97  a  share.  On  the  assumed  complete  acceptance  of  its  exchange 
offers,  the  asset  value  of  such  common  stock  would  have  been  $7.30  a  share. 

iTi  por  example,  on  June  4,  1932,  the  asset  value  for  each  share  of  the  stock  of  Chain 
Store  Stocks,  Inc.,  was  $7.60  a  share  (op.  cit.  supra,  note  2,  Commission's  Exhibit  No. 
1970).  In  exchange  for  each  share  of  Chain  Store  Stocks,  Inc.,  Atlas  Corporation  offered 
four-fifths  of  a  share  of  its  common  stock  (ibid.).  On  the  basis  of  an  asset  value  of  $7.30 
for  a  full  si^are  of  Atlas  Corporation's  common  stock,  the  four-fifths  of  a  share  offered  for 
each  share  of  the  stock  of  Chain  Store  Stocks,  Inc.,  would  have  an  asset  value  of  $5.84, 
as  against  an  asset  value  of  $7.60  for  each  share  of  Chain  Store  Stocks,  Inc.  Moreover, 
the  asset  value  of  $7.60  per  share  of  the  stock  of  Chain  Store  Stocks,  Inc.,  was  based  on 
the  market  value  of  its  portfolio  securities  and  as  the  exchange  offer  circular  stated  : 
"If  the  holdings  of  your  company  (Chain  Store  Stocks,  Inc.)  in  affiliated  investment 
trusts  are  appraised  at  their  asset  value  rather  than  at  market  value,  this  figure  (the 
per  share  asset  value  of  Chain  Store  Stocks,  Inc.)  would  be  considerably  increased." 

Similarly,  3%  shares  of  the  common  stock  of  Atlas  Corporation,  which  on  the  basis  of 
an  asset  value  of  $7.30  per  share  had  an  aggregate  asset  value  of  $25.55,  were  offered 
for  each  share  of  the  stock  of  Ungerleider  Financial  Corporation  which  had  an  asset 
value  of  $28.75  a  share  (id..  Commission's  Exhibit  No.  1970).  For  the  preferred  stock 
of  Federated  Capital  Corporation,  having  an  asset  value  of  $15.75  (ibid.),  Atlas  Cor- 
poration offered  one-sixth  of  a  share  of  its  preference  stock  having  a  preference  on  liqui- 
dation of  $50  a  share  for  a  full  share  of  such  stock,  one-half  share  of  its  common  stock 
having  an  asset  value  of  $3.65  on  the  assumption  that  the  full  share  had  an  asset  value  of 
$7.30,  and  a  warrant  to  purchase  three-fourths  of  a  share  of  Atlas  Corporation  common 
stock  (ibid.).  The  total  asset  value  of  this  unit  of  securities  was  $11.98  based  on  the 
assumption  that  Atlas  Corporation's  common  stock  had  an  asset  value  of  $7.30  a  share. 
As  has  been  stated,  the  asset  value  of  Federated  Capital  Corporation's  preferred  stock 
was  $15.75  a  share. 
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state  Equities  Corporation,  and  Allied  General  Corporation,  also  made 
use  of  "Combined  Statements  of  Assets  and  Liabilities."  ^^^ 

Several  of  the  fro  forma  "Combined  Statements  of  Assets  and 
Liabilities"  ^^^  of  The  Equity  Corporation  and  its  controlled  companies, 
Allied  General  Corporation,  Yosemite  Holding  Corporation,  Chain  & 
General  Equities,  Inc.,  and  Interstate  Equities  Corporation,  were  certi- 
fied by  Price,  Waterhouse  &  Company.^'*  These  combined  statements 
did  not  reveal  clearly  that,  of  the  combined  assets  of  approximately 
$5,500,000  owned  by  all  of  the  companies  including  The  Equity  Cor- 
poration itself,^^^  only  $300,000  of  such  assets  were  allocable  to  the 
securities  of  The  Equity  Corporation  ^"'^  and  the  remainder  of  such 
assets  were  applicable  to  public  investors  who  held  the  preferred  stocks 
of  the  companies  controlled  by  The  Equity  Corporation,^"  In  a  foot- 
note to  several  of  the  combined  statements,  however,  it  was  stated  that 
substantially  the  entire  assets  of  the  combined  companies  were  appli- 
cable to  the  stock  of  the  subsidiary  companies  held  by  the  public.^^^ 
Moreover,  these  combined  statements  were  prepared  by  Price,  Water- 
house  &  Company  notwithstanding  the  fact  that  the  accounting  firm 
had  refused  to  prepare  a  consolidated  statement  of  financial  condition 
for  The  Equity  Corporation  and  its  controlled  companies  on  the  ground 
that  "in  view  of  the  outstanding  capital  stock  held  by  outsiders  we  are 
of  the  opinion  that  the  preparation  of  a  consolidated  balance  sheet  of 
The  Equity  Corporation  and  the  *  *  *  four  companies  is  not  in 
accordance  with  good  accounting  practice."  ^"'^  And  although  the 
"combined  statements"  were  indicated  to  be  pro  forma  statements  of 
the  financial  condition  of  The  Equity  Corporation  if  all  of  its  exchange 
offers  were  accepted,  both  Kodney  F.  Starkey  of  Price,  Waterhouse  & 
Company  and  W.  F.  Best,  the  treasurer  of  The  Equity  Corporation, 
conceded  that  it  was  highly  improbable  that  all  of  the  exchange  offers 
would  be  accepted  by  the  stockholders  of  the  subsidiaries  of  The  Equity 
Corporation.^^°  Furthermore,  Mr.  Starkey  conceded  that  the  terms 
of  the  exchange  offers  would  probably  be  changed  from  time  to  time 
with  a  consequent  alteration  in  the  number  of  shares  of  stock  of  The 
Equity  Corporation  which  would  have  to  be  issued  in  such  exchanges.^®^ 
In  other  words,  since  the  ultimate  scope  of  The  Equity  Corporation's 
exchange  program  and  the  details  of  its  execution  differed  materially 
from  those  assumed  in  the  preparation  of  the  "combined  statements," 
such  statements  would  not  reflect  even  approximately  the  condition  of 
The  Equity  Corporation  at  the  conclusion  of  the  exchange  program. 

The  Equity  Corporation  also  included  in  its  exchange  offer  circulars 
a  "Statement  of  Combined  Portfolio"  ^^^  of  itself  and  its  subsidiaries 
which  suggested  that  The  Equity  Corporation  itself  possessed  a  large, 
well  diversified  portfolio.    In  fact.  The  Equity  Corporation's  assets  at 


"2  See  op.  cit.  supra,  note  10,  pp.  253-62. 

"3  Op.  cit.  supra,  note  79,  Commission's  Exhibit  No.  1174. 

"^Id.,  Commission's  Exhibits  Nos.  1173,   1174. 

"5  Ibid. 

'^''^  Id.,  at  11986-9. 

"^  Id.,  at  11997. 

"8  Id.,  at  12001. 

"'■'  Id.,  Commission's  Exhibit  No.  1175. 

""Id.,  at  12014-5,  12030,  12045. 

^M  Id.,  at  12023-4. 

182  Id.,   Commission's  Exhibit  No.   1173. 
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the  inception  of  its  exchange  program  consisted  only  of  its  holdings 
of  67%  of  the  preferred,  70%  of  the  Class  A,  and  72%  of  the  common 
stock  of  Allied  General  Corporation  and  61%  of  the  common  and  17% 
of  the  preferred  stocks  of  Yosemite  Holding  Corporation.^®^  The  se- 
curities listed  in  the  "Combined  Statement  of  Portfolio"  belonged 
almost  exclusively  to  Interstate  Equities  Corporation,  the  negative 
asset  value  common  stock  of  which  was  held  by  another  .subsidiary  of 
The  Equity  Corporation.^^*  The  preferred  stock  of  Interstate  Equities 
Corporation  which  was  95%  owned  by  the  public  '-^^  would  have  been 
entitled  to  all  of  the  company's  assets  if  it  had  been  dissolved  at  the 
date  that  the  "Combined  Statement  of  Portfolio"  was  included  in  the 
exchange  offer  solicitation  literature.^^*^  Nevertheless,  officials  of  The 
Equity  Corporation,  in  answer  to  inquiries  of  stockholders  of  its  sub- 
sidiaries, stated  that  "The  Equity  Corporation  being  a  much  larger 
corporation,  its  diversification  of  investments  should  work  out  to  the 
advantage  of  the  holders  of  the  stock     *     *     *."  ^^^ 

V.  DISSOLUTION,  MERGER,  CONSOLIDATION,  AND  SALE 
OF  ENTIRE  ASSETS  OF  INVESTMENT  COMPANIES 

A.  Introduction 

The  merger,  consolidation,  or  sale  of  the  entire  assets  of  investment 
companies  constitute  the  usual  procedures  for  the  absorption  of  the 
assets  of  such  companies  by  other  investment  companies.  An  invest- 
ment company  which  has  acquired  a  sufficient  amount  of  the  stock  of 
another  to  effect  its  formal  dissolution  under  applicable  law,  is  enabled 
by  these  methods  to  absorb  its  proportion  of  the  assets  of  the  dissolved 
company.  Although  these  procedures  (mergers,  consolidations,  and 
dissolutions)  are  alike  in  that  they  accomplish  the  absorption  by  one 
company  of  the  assets  of  another,  they  differ  in  important  details 
which  may  seriously  affect  the  rights  of  the  stockholders  of  the  com- 
panies involved. 

A  "merger"  is  defined  as  the  absorption  of  one  or  more  corporations 
by  an  existing  corporation  which  survives,  the  other  constituent  cor- 
porations being  extinguished.  On  the  other  hand,  "consolidation" 
involves  the  union  of  two  or  more  corporations  to  form  a  new  corpora- 
tion, all  of  the  constituent  companies  being  extinguished  in  the  proc- 
ess.^ In  both  cases,  one  corporation  emerges  which  owns  all  of  the 
assets  of  the  former  companies.  A  similar  result  may  be  obtained  by 
the  sale  of  all  the  assets  of  one  company  to  another  either  for  cash  or 
the  securities  of  the  purchasing  corporation.  In  this  situation,  how- 
ever, the  existence  of  the  selling  corporation  is  not  per  se  terminated 
by  the  sale.  Usually,  however,  particularly  where  the  consideration 
for  the  sale  has  been  the  securities  of  the  purchasing  corporation. 


183  1(3.,  at  10710-2  and  Commission's  Exhibit  No.  1175. 

iw  Id.,  at  11989-91. 

185  Id.,  Commission's  Exhibit  No.  1175. 

"« Id.,  at  11989-91. 

1"  Id.,  at  10710-12  and  Commission's  Exhibit  No.  1035. 

1 15  Fletcher,  Cyclopedia  Corporations,  1932,  §  7041 ;  Ballantine,  Manual  of  Corpora- 
tion Law  and  Practice,  1930,  §  240 ;  Lee  v.  Atlantic  Coast  Line  R.  R.  Co.,  150  Fed.  775, 
787  (C.  C.  S.  C.  1906). 
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formal  dissolution  proceedings  are  thereafter  taken  to  dissolve  the 
selling  corporation.^ 

The  ultimate  result  of  all  of  these  procedures  is  the  concentration  of 
the  assets  of  one  or  more  formerly  independent  companies  in  one  of 
the  old  companies  or  in  a  new  company.  Securities  of  the  successor 
company  are  issued  for  the  securities  of  the  olcl  companies.  In  the 
achievement  of  this  result,  a  nonjudicial  reorganization  of  the  rights, 
privileges,  and  financial  position  of  the  stockholders  of  the  various 
companies  is  accomplished. 

1.  ABSENCE  OF  EEQUIREMENTS  OF  FULL  DISCLOSURE 
OF  PLANS 

These  voluntary  reorganizations  are  at  present  to  a  substantial  ex- 
tent unregulated  and  unsupervised  by  any  judicial  or  administrative 
agency.  The  registration  and  prospectus  provisions  of  the  Securities 
Act  of  1933  ordinarily  are  not  applicable  to  mergers,  consolidations, 
or  sales  of  assets  effected  pursuant  to  the  provisions  of  the  typical 
state  statutes.^  Section  14  of  the  Securities  Exchange  Act  of  1934 
empowers  the  Commission  to  make  rules  and  regulations  for  the  solici- 
tation by  the  use  of  the  mails  or  the  facilities  of  interstate  commerce 
of  proxies,  consents,  and  authorizations  in  connection  with  dissolu- 
tions, mergers,  consolidations,  and  sales  of  all  the  assets  of  corpora- 
tions only  in  the  case  of  securities  listed  on  national  securities 
exchanges. 

However,  a  great  number  of  investment  companies  have  no  secu- 
rities listed  on  national  securities  exchanges.  At  the  end  of  1936  only 
103  investment  companies  of  all  types  had  one  or  more  of  their  secu- 
rities listed  on  an  exchange.  These  companies  possessed  total  assets 
valued  at  market  at  approximately  $2,696,000,000.  On  the  other  hand, 
388  investment  companies  of  all  types  owning  assets  valued  at 
$1,769,000,000  had  none  of  their  security  issues  listed  on  national  secu- 
rities exchanges.  At  the  same  year-end  99  management  investment 
companies  with  total  assets  of  approximately  $2,636,000,000  had  one 
or  more  security  issues  listed  on  securities  exchanges.  In  contrast,  305 
of  such  companies  controlling  assets  of  approximately  $1,646,000,000, 
had  none  of  their  securities  admitted  to  trading  on  any  stock  ex- 
change.'* Thus,  investors  in  investment  companies  owning  a  substan- 
tial amount  of  the  total  assets  of  the  investment  company  industry 
may  be  without  the  complete  protection  of  either  the  Securities  Act 
of  1933  or  the  Securities  Exchange  Act  of  1934  in  connection  with  the 
merger,  consolidation,  or  sale  of  the  assets  of  their  companies.  Nor 
do  state  statutes  in  general  make  any  provision  for  the  supervision 
of  the  solicitation  material  used  to  procure  stockholder  consents  to 
mergers,  consolidations,  and  sales  of  entire  corporate  assets.^ 


2  See  the  Commission's  Report  on  the  Study  and  Investigation  of  the  Work,  Activities, 
Personnel,  and  Functions  of  Protective  and  Reorganization  Committees  (1938),  Part  VII, 
pp.  557,  579,  et  seq. 

3  See  note  5  to  the  Commission's  "Rules  as  to  the  Use  of  Form  E-1  under  the  Securities 
Act  of  1933  for  Securities  in  Reorganization." 

^  See  Part  Two  (House  Doc.  70,  76th  Cong.),  Ch.  IV,  Table  84,  p.  280. 

^  Many  state  securities  acts  exempt  from  their  provisions  securities  issued  in  connec- 
tion with  mergers,  consolidations,  and  sales  of  the  corporate  assets.  (See,  e.  g.,  Ala.  Rev. 
Code   §   9880;  Pla.  Laws    (1931  c.  14899   §    5;  Hawaii  Rev.  Laws    (1935)    §  7335;  Idaho 
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2.  SCOPE  OF  STATE  KEGULATION  OF  MEEGEES,  CON- 
SOLIDATIONS, AND  SALES  OF  ASSETS 

The  provisions  of  the  general  incorporation  laws  of  the  various 
states,*'  under  which  investment  companies  and  all  other  types  of 
corporation,  other  than  banks,  insurance  companies,  public  utility 
companies,  railroads,  etc.,  are  generally  created,  usually  prescribe  the 
procedure  for  the  legal  effectuation  of  a  dissolution,  merger,  consolida- 
tion, or  sale  of  the  corporate  assets.  Although  the  various  state  stat- 
utes differ  in  details  vital  to  investors,  such  as  the  percentage  of  voting 
securities  required  to  sanction  mergers,  consolidations,  and  sales  of 
assets,  the  power  of  normally  nonvoting  security  holders  to  vote  on 
the  question  of  the  absorption  of  their  assets  by  another  company,  and 
the  privilege  of  dissenting  security  holders  to  receive  an  appraised 
value  of  their  securities,^  these  state  statutes  present  a  fairly  uniform 
procedure.  In  general,  the  various  state  laws  vest  the  corporate  direc- 
tors with  the  power,  in  the  first  instance,  to  determine  whether  or  not 
any  of  these  procedures  shall  be  followed.  The  directors  alone  have 
the  power  to  determine  initially  whether  it  is  desirable  to  dissolve 
the  corporation,  to  merge  or  consolidate  it  with,  or  sell  its  entire 
assets  to,  another  corporation.  The  directors  alone  also  usually  nego- 
tiate the  terms  of  merger  or  consolidation  or  the  agreement  for  the 
sale  of  the  corporate  assets.  Thereafter,  the  decision  of  the  directors 
and  the  terms  of  the  merger,  consolidation  or  sale  of  assets  are  submit- 
ted for  the  approval  of  stockholders  owning  a  prescribed  proportion 
of  the  corporate  securities  entitled,  under  the  statutes,  to  vote  upon 
the  proposal.  Moreover,  in  most  states  where  the  mergers,  consolida- 
dations,  and  sales  of  the  entire  assets  of  corporations  are  regulated  by 
statutes,  in  the  case  of  a  merger  or  consolidation  dissenting  sharehold- 
ers of  the  corporations  involved,  and,  in  the  case  of  a  sale  of  assets  the 
dissenting  stockholders  of  the  selling  corporation,  have  the  privilege, 
if  the  technical  procedure  of  the  statutes  is  complied  with,  to  receive 
in  cash  an  appraised  value  of  their  securities  in  the  absorbed  com- 
panies.^ 


Code  (1932)  §  25-1602;  Mich.  Comp.  Laws  §  9773;  N.  C.  Code  (1931)  §  3924  (d).  Only 
in  West  Virginia  are  securities  issued  in  connection  with  a  merger,  a  recapitalization,  a 
rearrangement  of  capitalization,  a  reorganization  "or  any  other  plan  or  proposal  for  the 
readjustment  of  the  finances"  of  a  corporation  required  to  be  registered  (W.  Va.  Code 
(1931)  c.  32,  Art.  1,  §  11),  although  in  Iowa  securities  issued  in  connection  with  mergers 
and  consolidations  are  exempt,  subject  to  the  approval  by  the  secretary  of  state  of  any 
proposed  plan  of  consolidation  or  merger  (Iowa  Code  (1935)  c.  393,  §  8581).  Earle 
Bailie,  the  chairman  of  the  board  of  directors  of  Tri-Continental  Corporation,  in  his 
testimony  indicated  the  necessity  for  "disclosure  of  all  pertinent  information  in  connec- 
tion with  charter  amendments,  *  *  *  mergers,  acquisitions,  and  reorganizations 
when  submitted  for  approval  of  shareholders"  (Public  Examination,  Tri-Continental  Cor- 
poration, at  18767). 

*  See  Parker  Corporation  Manual,  1938,  passim. 

''  See  the  Commission's  Report  on  the  Study  and  Investigation  of  the  Work,  Activities, 
Personnel,  and  Functions  of  Protective  and  Reorganization  Committees  (1938),  Part 
VII,  Appendix  B,  Sees.  II,  III,  and  IV,  p.  526  et  seq. 

8  Ibid.     See,  e.  g.,  Md.  Code  Ann.    (Flack  Supp.  1935),  Art.   23,   §§  83-35. 
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3.  NONEEGULATION  OF  SALES  OF  ASSETS  OF  "MASSA- 
CHUSETTS" BUSINESS  TRUSTS 

The  state  statutes,  however,  usually  relate  only  to  corporations.^ 
No  provision  is  made  for  the  dissolution,  merger,  or  consolidation  of 
business  trusts  (also  known  as  common  law  or  "Massachusetts" 
trusts ),^°  a  form  of  organization  adopted  by  many  investment  enter- 
prises. As  of  December  31,  1936,  the  152  investment  companies  in 
existence  with  assets  in  excess  of  $500,000  included  20  business  trusts 
or  "Massachusetts"  trusts  owning  assets  valued  on  a  market  value 
basis  at  approximately  $218,000,000,  the  equivalent  of  12.2%  of  the 
total  assets  of  all  152  companies.^^  The  power  of  these  trusts  to  be 
dissolved,  or  sell  their  assets  to  other  trusts  or  corporations,  is  found 
only  in  their  trust  indenture.  Normally,  the  trust  indenture  is  pre- 
pared by  the  management  of  the  trust  and  reflects  the  attempt  of 
the  sponsor  and  trustees  to  secure  the  broadest  possible  latitude  in 
the  administration  of  the  trust's  assets.  As  a  consequence,  such  trust 
indentures  usually  permit  the  trustees  to  terminate  the  trust's  exist- 
ence and  sell  its  assets  to  another  trust  or  corporation  without  the 
sanction  or  prior  approval  of  the  certificate  holders.  Thus,  of  the 
20  investment  companies  of  the  "Massachusetts"  trust  type  with  assets 
in  excess  of  $500,000  each  on  December  31,  1936,  14  were  terminable 
by  the  action  of  their  trustees  alone.  In  only  five  cases  was  notice 
of  termination  required  to  be  given  to  the  certificate  holders.  In 
only  two  trusts  were  the  certificate  holders  given  a  voice  as  to  the 
trust's  termination,  and  in  these  cases  the  trust  was  terminable  only 
with  the  consent  of  the  holders  of  75%  of  the  outstanding  certificates. 
As  an  incident  of  termination,  most  of  the  trust  indentures  permit 
the  trustees  alone,  without  the  prior  approval  of  the  certificate 
holders,  to  transfer  the  entire  trust  assets  to  another  trust  or  cor- 
poration for  either  cash  or  the  securities  of  the  purchasing  trust 
or  corporation.  The  indenture  of  Massachusetts  Investors  Trust, 
which  is  typical,  provides :  ^^ 

*  *  *  The  power  *  *  *  is  hereby  expressly  vested  in  the  Trustees 
in  their  discretion  to  terminate  the  Trust  *  *  *  by  an  instrument  in  writing, 
setting  forth  such  termination,  signed  by  all  of  the  Trustees  *  *  *  and  by 
notifying  all  the  shareholders  of  record  of  such  termination. 

Upon  the  termination  of  this  Trust  either  by  expiration  or  otherwise,  the 
Trustees  in  their  discretion  may:  (a)  Convey  the  fund  to  new  or  other  Trustees 
or  to  a  Corporation  *  *  *  and  distribute  the  proceeds  received  there- 
from   *    *    *, 


^  However,  in  1937  the  Delaware  legislature  amended  its  general  corporation  law  to 
permit  the  merger  or  consolidation  of  a  corporation  incorporated  in  Delaware  with  joint 
stock  associations,  unincorporated  associations,  and  trusts  having  outstanding  shares  of 
stock  or  other  evidences  of  financial  or  beneficial  interest  therein  (Del.  Rev.  Code  (1935) 
C  65,  Section  59-B).  Under  the  statute,  certificate  holders  of  business  trusts  merging 
or  consolidating  with  a  Delaware  corporation,  who  dissent  to  the  merger  or  consolidation, 
are  entitled,  if  the  statutory  procedure  is  followed,  to  receive  in  cash  an  appraised  value 
of  their  certificates  (ibid.). 

1°  For  a  brief  discussion  of  "Massachusetts"  type  investment  trusts,  see  Part  One  of 
this  report  (House  Doc.  No.  707,  75th  Cong.),  p.  23. 

"  See  Part  Two  (House  Doc.  No.  70,  76th  Cong.),  Ch.  II,  Table  26,  p.  125. 

^  Reply  to  the  Commission's  questionnaire  for  Massachusetts  Investors  Trust,  Ft.  I, 
Exhibit  2,  p.  23. 
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Thus,  the  certificate  holders  of  the  business  or  "Massachusetts" 
trust  type  of  investment  company  have  no  voice  in  a  possible  reor- 
ganization of  their  company  by  a  conve3^ance  of  its  assets  to  another 
investment  trust  or  company.  Nor  do  they  have  the  right  usually 
accorded  to  stockholders  of  corporations  in  the  same  situation,  to 
secure  an  appraised  value  of  their  shares  in  cash.^^ 

4.  CONFLICTS  OF  INTEREST  IN  MANAGEMENT 
PEEPARED  REORGANIZATION  PLANS 

Obviously,  the  state  statutes  contemplate  the  use  of  these  procedures 
only  when,  in  the  opinion  of  an  independent  unbiased  management, 
they  are  in  the  best  interest  of  the  corporation  and  its  stockholders. 
The  statutes  presume  that  the  directors  of  the  several  corporations 
involved  in  negotiations  for  a  merger,  consolidation,  or  a  sale  of  assets 
are  acting  at  arm's  length  in  an  endeavor  to  secure  the  best  possible 
bargain  for  their  respective  stockholders.  Where,  however,  several 
corporations  are  under  common  control  and  the  managements  of  sub- 
sidiary corporations  are  in  effect  the  mere  nominees  of  the  con- 
trolling corporation,  the  possibility  of  a  dissolution,  merger,  con- 
solidation, or  sale  of  the  assets  of  one  or  more  of  the  subsidiary 
corporations  which  is  disadvantageous  to  minority  stockholders 
becomes  apparent.  Such  common  control  may  be  the  result  of  in- 
vestment company  acquisition  campaigns.  One  essential  step  in 
such  campaigns  is  the  elimination  of  independent  representation  of 
stockholders  of  the  acquired  companies  by  inducing,  by  methods 
which  have  already  been  described,  the  former  managements  of  such 
companies  to  relinquish  control  to  the  acquiring  corporation. 
Thereafter,  the  terms  of  the  exchange  offers  and  the  terms  of  the 
eventual  merger  or  consolidation  are  fixed  solely  by  the  controlling 
company.  Minority  stockholders  are  without  unbiased  representa- 
tives to  negotiate  the  terms  of  either  exchange  offers  or  merger 
agreements.  In  this  situation  the  intent  and  spirit  of  the  state 
merger  and  consolidation  statutes  may  be  substantially  nullified. 
Indeed,  where  exchange  offers  are  used  as  a  preliminary  to  an  even- 
tual merger,  consolidation,  or  dissolution,  such  offers  in  themselves 
constitute  essentially  the  terms  upon  which  the  security  holders  will 
be  permitted  to  retain  a  permanent  investment  in  the  assets  of  their 
their  former  companies.  The  merger,  consolidation,  or  dissolution 
of  their  companies  following  the  exchange  offers  usually  is  merely  a 
formal  legal  procedure  for  eliminating  those  stockholders  who  have 
not  exchanged  or  sold  their  securities  to  the  controlling  company. 

Nor  are  the  cases  in  which  common  control  exists  the  only  situa- 
tions in  which  a  conflict  of  interest  adverse  to  minority  stockholders 
may  obtain.  Wlien  the  managements  of  investment  companies  hold 
securities  of  a  class  different  from  those  held  by  the  public,  an 
antagonism  of  interests  may  occur  which  may  be  reflected  in  a 
merger  or  consolidation  plan  favorable  to  the  management's  securi- 
ties at  the  expense  of  the  public's  holdings.  Or  the  plan  may  openly 
or  secretly  provide  special  consideration  or  treatment  to  the  man- 
agers or  sponsors  in  consideration  of  their  agreement  to  appro^'e  a 


^3  See,  however,  note  9,  supra.     In  only  rare  cases  do  the  certificate  holders  of  "Massa- 
chusetts" trusts  have  the  right  to  vote  on  any  trust  matter. 
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plan  which  may  be  detrimental  to  the  stockholders  of  their  com- 
pany. Managements  may  be  accorded  more  advantageous  treat- 
ment by  the  acquiring  company  than  may  subsequently  be  given  to 
public  holders  of  the  same  securities ;  ^*  they  may  be  promised  a  con- 
tinuance of  the  brokerage  business  or  a  participation  in  the  future 
underwriting  of  additional  securities  of  the  combined  company  or 
of  companies  controlled  by  such  company.  They  may  receive,  in 
addition,  secret  commissions  for  soliciting  acceptance  of  the  merger 
or  consolidation  plan  by  the  stockholders  of  their  companies.  In 
addition,  undisclosed  agreements  providing  for  more  advantageous 
terms  may  be  made  with  influential  or  large  security  holders  who, 
while  not  connected  with  the  management  of  their  company,  have 
sufficient  voting  strength  to  block  a  proposed  merger  or  consolida- 
tion. Finally,  the  purpose  of  the  merger  or  consolidation  may  be 
to  increase  the  management's  control  of  industrial  or  financial  corpo- 
rations, a  purpose  which  may  not  be  compatible  with  the  interests 
of  stockholders. 

5.   ABSENCE  OF  INDEPENDENT  APPRAISAL  OF  PLANS 
PRIOR  TO  SUBMISSION  TO  STOCKHOLDERS 

Notwithstanding  the  possibilities  of  abuse  inherent  in  the  prepa- 
ration of  plans  of  merger  or  consolidation  of  investment  companies 
by  managements  whose  interests  may  be  adverse  to  those  of  stock- 
holders, or  of  a  particular  class  of  stockholders,  few  state  and  no 
federal  laws  make  any  provision  for  an  independent  appraisal  of 
the  fairness  of  such  plans  to  all  parties  in  interest  by  any  adminis- 
trative or  judicial  body,  prior  to  the  submission  of  the  plan  to  a 
stockholders'  vote.^^ 

The  possibilities  of  abuse  inherent  in  the  fact  that  plans  of  merger 
or  consolidation  are  prepared  by  managements  whose  stock  and 
other  interests  in  the  company  may  conflict  with  those  of  the  public 
stockholders,  are  indicated  in  the  testimony  of  O.  Kelley  Ander- 
son, president  of  Consolidated  Investment  Trust.  This  investment 
company  had  been  formed  on  October  17,  1933,  as  a  consolidation 
of  The  Kidder  Peabody  Acceptance  Corporation,  Kidder  Partici- 
pations, Inc.,  Kidder  Participations,  Inc.,  No.  2,  and  Kidder  Par- 
ticipations, Inc.,  No.  3,  all  of  which  were  sponsored  prior  to  1931  by 


^^  See  the  cases  discussed  supra,  Sec.  III. 

1=  In  only  three  states,  Iowa,  West  Virginia,  and  South  Carolina,  is  there  provision  mide 
for  the  submission  to  the  scrutiny  of  an  administrative  body  of  plans  of  reorganization, 
recapitalization,  or  for  a  merger  or  consolidation.  The  Iowa  Securities  Act  exempts  from 
registration  securities  issued  in  connection  with  a  merger  or  consolidation  subject  to  the 
approval  by  the  Iowa  Secretary  of  State  of  any  proposed  plan  of  merger  and  consolida- 
tion. The  Secretary  of  State  is  empowered  to  demand  information  necessary  to  assist 
him  in  determining  that  such  plans  comply  with  the  Iowa  Securities  Act  (Iowa  Code 
(1935),  c.  393,  §  8581).  The  West  Virginia  Securities  Act  requires  registration  of  secu- 
rities proposed  to  be  issued  in  connection  with  a  reorganization,  recapitalization,  merger, 
rearrangement  of  captalization,  or  any  other  plan  or  proposal  for  the  readjustment  of  the 
finances  of  a  corporation,  and  empowers  the  State  Securities  Commissioner  to  require  any 
change  to  be  made  in  such  plans  as  he  deems  necessary  for  the  protection  of  the  interests 
of  investors  (West  Virginia  Code  (1931),  c.  32,  Act  1,  311).  The  South  Carolina  law 
empowers  the  State  Insurance  Commissioner  to  hold  hearings  upon  and  to  approve  the 
fairness  of  the  terms  and  conditions  of  any  plan  of  reorganization  or  recapitalization  of 
any  corporation  organized,  domiciled,  or  having  its  principal  place  of  business  within  the 
state  (South  Carolina  Securities  Act,  Laws  1936;  Act  No.  768,  §  11). 
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Kidder,  Peabody  &  Co.,  a  Boston  investing  banking  house.^^  In 
1931,  Kidder,  Peabody  &  Co.  was  reconstituted  and  terminated  its 
management  of  these  corporations.^^  The  new  directors,  however, 
headed  by  Roger  Amory,^^  were  the  same  for  all  four  companies 
and  acquired  substantial  interests  in  the  various  securities  of  these 
companies.^^  The  assets  of  all  four  corporations  consisted  essen- 
tially of  holdings  of  then  unmarketable  securities  ^^  of  companies 
for  which  Kidder,  Peabody  &  Co.  had  been  or  were  the  bankers.^^ 
The  value  placed  on  these  securities  for  the  purpose  of  the  consoli- 
dation would  directly  affect  the  value  of  the  securities  of  the  vari- 
ous companies  and  form  the  basis  for  the  terms  of  the  consolida- 
tion. Although  it  is  not  to  be  implied  that  the  consolidation  was 
unfair,^^  Mr.  Anderson  testified  with  reference  to  the  preparation  of 
the  plan  of  consolidation  of  these  four  companies,  as  follows :  ^^ 

Q.  Did  you  participate  in  ttie  formulation  or  the  promulgation  of  the  terms 
of  the  consolidation? 

A.  Well,  I  had  something  to  do  with  them.  I  was  just  working  on  them 
as  an  officer  of  the  corporation. 

Q.  Now,  as  I  see  it,  these  Participations  corporations  and  the  Acceptance 
Corporation  had  a  very  substantial  part  of  their  funds  invested  in  these 
illiquid,  concentrated  special  situations. 

A.  That  is  right. 

Q.  Who  appraised  these  situations  in  order  to  determine  the  ratios  of  ex- 
change of  the  securities? 

A.  The  officers  and  directors  did.  At  the  time  we  were  determining  whether 
we  would  consolidate  or  not.  The  main  difficulty  with  any  consolidation  was 
coming  to  any  correct  basis  for  exchange;  that  is,  allocation  of  any  stock  be- 
tween the  four  companies,  and  we  considered  whether  we  should  have  a 
stockholders'  committee  do  that,  whether  we  should  do  it  directly  on  the 
basis  of  an  auditor's  report,  or  whether  we  should  use  the  best  judgment  of 
the  officers  and  directors.  They  seriously  considered  all  three  and  thought 
the  best  thing  to  do  was  to  use  the  best  judgment  of  the  officers  and  direc- 
tors. There  were  so  many  special  situations  in  there  that  you  would  have 
an  entirely  different  idea  of  appraising  them  than  I  would — the  stockholders 
would  have  one  idea  and  the  auditors  another  idea. 

Q.  So  that  there  was  no  independent  body  which  passed  on  the  merits,  fair- 
ness, or  equality  of  the  plan,  except  that  there  was  a  stockholders'  meeting 
called. 

A.  Yes;  and  numerous  stockholders  came  in  and  talked  to  us  about  it. 

Q.  Well,  did  the  new  officers  and  directors  have  substantial  security  posi- 
tions in  these  companies? 

A.  Yes. 


"Public  Examination,   Consolidated  Investment  Trust,   at  20109-13. 

"  Id.,  at  20105,  20171. 

"Id.,   at  20171-2. 

"  Id.,  at  20186.  For  example,  Roger  Amory,  one  of  the  directors,  owned  or  represented 
"$151,500  wortli  of  the  Class  'B'  preferred  stock  of  the  Acceptance  Corporation ;  $2,000 
of  securities  preferred  stock  of  the  Acceptance  Corporation;  $4,500  of  preferred  stock  of 
Kidder  No.  1  and  200  shares  of  common  stock  of  Kidder  No.  3"    (id.,  at  20196). 

=»  Id.,  at  20186. 

"Id.,  at  20141-69. 

22  The  record  indicated  that  the  terms  of  the  consolidation  were  based  on  the  relative 
asset  values  of  the  various  companies  which  were  consolidated  to  form  Consolidated 
Investment  Trust. 

=3  Op.  cit.  supra,  note  16,  at  20185-7. 
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Q.  Their  security  position  was  not  equal  in  each  class  of  security,  was  it? 

A.  No. 

Q.  So  that  they  had  a  pecuniary  interest  in  the  basis  of  exchange,  in  that, 
depending  upon  the  ratio  that  was  fixed. 

A.  That  is  right,  but  I  think  that  was  subordinate  to  their  idea  of  fairness 
to  everyone. 

Q.  That  is  assuming  that  a  person  has  that  happy  faculty  of  being  so  sacri- 
ficial that  he  is  willing  to  make  a  pecuniary  sacrifice  in  the  interest  of  abstract 
fairness. 

A.  All  these  men  had  the  idea  of  doing  a  good  thing  for  the  community  and 
not  the  idea  of  personal  gain. 

Q.  But  it  is  a  fact  that  their  holdings  were  such  that  they  either  stood  to 
lose  or  gain  upon  the  ratio  fixed  for  each  class  of  securities. 

A.  That  is  true  of  any  consolidation. 

Q.  It  is  true  of  any  consolidation  provided  it  is  not  submitted  to  some  im- 
partial, independent  body  to  pass  upon. 

A.  In  connection  with  that,  I  would  like  to  point  out  that  under  Massa- 
chusetts law,  any  stockholder  who  objects  to  any  consolidation  has  the  right 
to  file  an  objection  and  have  his  stock  appraised  and  receive  cash  for  the 
same. 

Q.  That  is  all  predicated  upon  the  assumption  that  he  has  the  requisite 
amount  of  legal  training  and  is  conscious  of  the  existence  of  those  provisions. 

A.  We  knew  that  many  of  them  did  not  know  that  and  we  told  them  about  it. 

The  acquisition  by  General  Investment  Corporation,  through  the 
medium  of  an  exchange  offer  of  securities,  of  nearly  all  of  the  stock 
of  United  States  &  Overseas  Corporation,  is  also  illustrative  of  the 
conflicts  of  interest  which  arise  between  the  management  and  the  pub- 
lic stockholders  of  an  investment  company  in  the  preparation  of  plans 
for  the  merger  or  consolidation  of  their  company  with  another 
company. 

General  Investment  Corporation,  which  was  originally  known  as 
The  Public  Utility  Holding  Corporation  of  America,  was  incorpo- 
rated in  Delaware  on  September  5, 1929,  under  the  sponsorship  of  The 
Harris  Forbes  Corporation,  an  affiliate  of  Harris,  Forbes  &  Co.,  invest- 
ment bankers,  and  United  Founders  Corporation  and  its  subsidiary, 
American  Founders  Corporation.^*  By  September  1930  General  In- 
vestment Corporation  had  issued  approximately  3,000,000  shares  of 
common  stock  for  proceeds  of  approximately  $54,000,000,-^  and  500,000 
shares  of  Class  A  stock  for  proceeds  of  $6,250,000.^6  All  of  the  Class 
A  stock,  which  at  all  times  was  entitled  as  a  class  to  cast  a  vote  equal 
to  66%%^  of  the  number  of  shares  of  common  stock  outstanding," 
was  acquired  by  the  sponsors  of  General  Investment  Corporation, 
The  Harris  Forbes  Corporation,  and  the  United  Founders  Corpora- 
tion group   of  investment   companies.^^     All   of   the   directors   and 


2*  Public  Examination,  American  General  Corporation,  Commission's  Exhibit  No.  X3423. 
On  July  21,  1933,  the  name  of  the  corporation  was  changed  to  General  Investment 
Corporation. 

2=  See  Ch.  II  of  this  part  of  the  report,  pp.  497-623. 

2«  Public  Examination,  American  General  Corporation,  Commission's  Exhibit  No  X3424 
(p.  12). 

27  Id.,  Commission's  Exhibit  No.  X3423-I.  The  common  stockholder  was  entitled  to  one 
vote  per  share. 

28  Id.,  Commission's  Exhibit  No.  X3424    (p.   12). 
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officers  of  General  Investment  Corporation  were  representatives  of 
The  Harris  Forbes  Corporation  and  the  United  Founders  Corpora- 
tion group  of  investment  companies.-^ 

In  January  1929  The  Harris  Forbes  Corporation  and  the  United 
Founders  Corporation  group  of  investment  companies  had  also  partici- 
pated in  the  formation  of  United  States  Overseas  Corporation/" 
which  had  been  organized  to  extend  intermediate  credits  to  foreign 
industries,  particularly  in  Germany.=*^  By  September  1930,  United 
States  &  Overseas  Corporation  had  issued  750,000  shares  of  common 
stock  for  proceeds  of  $19,200,000  ^^  and  300,000  shares  of  Class  A  com- 
mon stock  for  $3,000,000.3^  The  common  stock  was  entitled  to  a  pri- 
ority in  liquidation  to  an  aggregate  of  $19,200,000,  an  amount  equal 
to  the  proceeds  of  the  sale  of  this  stock,  but  enjoyed  no  priority  in 
dividends  nor  did  it  share  in  undivided  profits  on  liquidation.^*  The 
Class  A  stock  was  entitled  to  331/^ _%  of  the  combined  voting  power  of 
both  classes  of  stock  and  was  junior  to  the  common  only  on  liquida- 
tion.^^ As  will  be  discussed  later,  both  The  Harris  Forbes  Corpora- 
tion and  the  United  Founders  Corporation  group  of  investment  com- 
panies held  large  blocks  of  both  classes  of  stock  of  United  States  & 
Overseas  Corporation. 

By  November  1930  United  States  &  Overseas  Corporation  had  in- 
vested approximately  $14,000,000  in  "intermediate  credits"  to  German 
companies.^*'  By  the  autumn  of  1930  the  investment  quality  of  Ger- 
man "intermediate  credits"  was  at  least  questionable.  F.  S.  Bur- 
roughs, president  of  General  Investment  Corporation,  testified  that 
it  was  possible  that  General  Investment  Corporation  "would  not  have 
looked  for  more  German  credits  at  that  time."  ^^ 

However,  Harris,  Forbes  &  Co.,  in  September  1930,  were  of  the  opin- 
ion that  the  German  credits  held  by  United  States  &  Overseas  Corpo- 
ration were  sound  investments.^^  Harris,  Forbes  &  Co.,  therefore, 
adopted  the  suggestion  of  the  Deutsche  Bank,^^  one  of  the  sponsors  of 
United  States  &  Overseas  Corporation,  that  that  corporation  be  com- 
bined with  General  Investment  Corporation  on  the  ground  that  there 
would  be  "less  companies."  *°  To  accomplish  this  combination.  Gen- 
eral Investment  Corporation,  on  September  8,  1930,  offered  to  ex- 
change (a)  a  package  consisting  of  3  shares  of  its  preferred  stock, 
5  shares  of  its  common  stock,  and  warrants  to  purchase  7  shares  of  its 


=9  Id.,    Commission's   Exhibit    No.    X3762. 

30  Id.,  at  25356,  25366,  and  Commission's  Exliibit  No.  X3959. 

31  Id.,  at  25356. 

32  Id.,  Commission's  Exhibit  No.  X3960. 

33  ihid. 

='■*  Id.,   Commission's  Exhibit   No.  X3959. 

3=  Ihid. 

38  Id.,  Commission's  Exhibit  No.  X3966,  A-2. 

37  Id.,  at  25469-70.  James  Warburg,  a  director  of  American  and  Continental  Corpora- 
tion, another  of  the  United  Founders  Corporation  group  of  companies  which  had  exten- 
sively lent  its  funds  to  German  industry,  stated  that  the  competition  among  various 
banking  houses  making  German  loans  had  caused  a  decline  in  the  attractiveness  of  such 
investments,  and,  in  fact,  that  by  the  autumn  of  1930  German  credits  had  saturated  the 
American  market.  Moreover,  he  stated  that  growing  political  unrest  in  Germany  was  a 
factor  then  affecting  the  value  of  German  loans  (id..  Commission's  Exhibit  No.  X4246, 
pp.  28,  30,  31). 

38  Id.,  at  25357. 
3"  Id.,  at  25467. 
«  Ibid. 
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common  stock  for  each  10  shares  of  United  States  &  Overseas  Corpora- 
tion common  stock,  and  (b)  5  shares  of  its  preferred  stock  and  war- 
rants to  pnrchase  21  shares  of  its  common  stock  for  each  24  shares  of 
United  States  &  Overseas  Corporation's  Class  A  stock.*^  Eventually 
General  Investment  Corporation  acquired  all  the  Class  A  stock  and 
97%  of  the  common  stock  of  United  States  &  Overseas  Corporation  as 
a  result  of  this  otfer  plus  some  small  cash  purchases/^ 

The  ratios  and  classes  of  securities  to  be  exchanged  were  determined 
by  representatives  of  The  Harris  Forbes  Corporation  and  of  the  United 
Founders  Corporation  group/^  at  a  time  when  these  organizations 
controlled  General  Investment  Corporation  and  were  the  principal 
sponsors  of  United  States  &  Overseas  Corporation.  Both  The  Harris 
Forbes  Corporation  and  the  United  Founders  Corporation  group  had 
a  substantial  pecuniary  interest  in  the  terms  of  the  exchange  because 
of  their  ownership  of  blocks  of  the  Class  A  stock  and  common  stock 
of  United  States  &  Overseas  Corporation  and  their  ownership  of 
blocks  of  Class  A  stock  and  common  stock  of  General  Investment 
Corporation.  On  September  8,  1930,  the  United  Founders  Corpora- 
tion group  owned  75,000  shares  of  the  Class  A  and  173,221  shares  of 
the  common  stock  of  United  States  &  Overseas  Corporation,  and 
250,000  shares  of  the  Class  A  and  743,586  shares  of  the  common  stock 
of  General  Investment  Corporation ;  **  The  Harris  Forbes  Corpora- 
tion held  36,667  shares  of  the  Class  A  and  53,125  shares  of  the  com- 
mon stock  of  United  States  &  Overseas  Corporation,  and  250,000  shares 
of  Class  A  and  an  unknown  amount  of  common  stock  of  General 
Investment  Corporation.*^ 

The  terms  of  the  exchange  offers  were  apparently  favorable  to  the 
holders  of  the  securities  of  United  States  &  Overseas  Corporation, 
particularly  to  the  holders  of  the  Class  A  stock  of  United  States  & 
Overseas  Corporation,  more  than  one-third  of  which  was  held  by  The 
Harris  Forbes  Corporation  and  the  United  Founders  Corporation 
group  of  investment  companies.  The  exchange  for  the  common  stock 
of  United  States  &  Overseas  Corporation  was  made  on  an  equal  asset 
value  basis.*"  For  the  purposes  of  the  exchange,  the  intermediate 
German  loans,  which  constituted  about  two-thirds  of  the  assets  of 
United  States  &  Overseas  Corporation,  were  valued  at  their  cost.*^ 
However,  the  preferential  value  in  liquidation  of  the  preferred  stock 
which  was  exchanged  by  General  Investment  Corporation  for  the 
Class  A  stock  of  United  States  &  Overseas  Corporation  was  sub- 
stantially in  excess  of  the  liquidating  value  of  the  Class  A  stock 


«  Id.,  at  25464. 

«Id.,  Commission's  Exhibits  Nos.  X3966-A,  X4111. 

^  The  terms  of  the  exchange  were  negotiated  by  E.  Carlton  Granbery  of  Harris,  Forbes  & 
Co.  acting  on  behalf  of  United  States  &  Overseas  Corporation,  and  Frederick  Burroughs 
of  Harris,  Forbes  &  Co.,  and  George  Devendorf  of  the  United  Founders  Corporation  group 
acting  on  behalf  of  General  Investment  Corporation  (id.,  at  25468). 

*^Id.,  Commission's  Exhibits  Nos.  X3927,  X.3424  (p.  27). 

■*=  Id.,  Commission's  Exhibit  No.  X3424  (p.  71).  The  Harris  Forbes  Corporation 
allotted  the  common  stock  of  General  Investment  Corporation  to  its  own  stockholders. 
Their  disposition  of  the  stock  is  for  the  greater  part  unknown  to  the  Commission  although 
Mr.  Burroughs  testified  that  the  stock  was  allotted  subject  to  a  sales  restriction  agree- 
ment. 

«Id.,  at  25465-0. 

^'^As  at  November  30,  1930,  net  assets  of  United  States  &  Overseas  Corporation  totaled 
$20,965,531,    of    which    approximately    $14,500,000    represented    the   face    value    of   loans 
made  to  German  and  other  foreign  companies   (id..  Commission's  Exhibit  No.  X3966). 
15337.3— 41— pt.  .3 41 
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received.  The  62,500  shares  of  its  cumulative  preferred  $3  dividend 
shares  with  a  liquidating  preference  in  assets  of  $3,593,750  issued  by 
General  Investment  Corporation^®  exceeded  the  then  liquidating 
value  of  the  300,000  shares  of  Class  A  common  stock  of  United 
States  &  Overseas  Corporation  received  in  exchange  for  this  Gen- 
eral Investment  Corporation  preferred  stock.  Although  The  Harris 
Forbes  Corporation  and  the  United  Founders  Corporation  had  a  sub- 
stantial investment  in  the  stock  of  General  Investment  Corporation, 
this  exchange  resulted  in  burdening  the  public  holders  of  the  com- 
mon stock  of  General  Investment  Corporation  with  an  excessive  cost 
for  the  Class  A  stock  of  United  States  &  Overseas  Corporation  pur- 
chased from  the  management  of  General  Investment  Corporation 
and  from  others  associated  with  them  in  the  sponsorship  of  the 
United  States  &  Overseas  Corporation.     Mr.  Burroughs  testified :  '^ 

Q.  The  figures  that  we  have  here,  Mr.  Burroughs,  indicate,  and  we  will  let 
you  figure  them  out  for  yourself  if  there  is  any  question  about  it,  that  the 
common  shares  of  U.  S.  &  Overseas  had  a  liquidating  value  of  $25.60,  and 
that  left  a  stated  value  of  about  $9.79  per  share  of  Class  A. 

A.  What  date  was  that? 

Q.  This  Was  :N'ovember  30th,  1930. 

A.  That  $25.60  figure  that  you  have  is  familiar  to  me.  I  seem  to  remember 
that. 

Q.  That  is  the  preference  in  value  over  Class  A. 

Q.  Now,  if  the  stated  value  and  surplus  and  undivided  profits  of  U.  S.  & 
Overseas  were  $22,000,000,  and  there  were  750,000  shares  of  common,  that 
would  have  left  a  value  of  $9.79  per  share  of  Class  A  on  liquidation.  Now, 
if  a  block  of  24  shares  of  Class  A  would  accordingly  have  $234.96,  that  is  24 
times  $9.79  for  this  block,  the  Class  A  shareholders  received  five  shares  of 
P.  U.  H.  [Public  Utility  Holding  Corporation,  subsequently  known  as  General 
Investment  Corporation]  preferred,  which  was  entitled  on  liquidation  to  $57.50, 
which  was  a  total  of  $287. 

A.  The  par  was  $50.  It  was  only  entitled  to  $57.50  at  most  on  liquidation, 
but  we  only  figured  the  par  value,  because  that  is  the  basis. 

Q.  Yes;  I  realize  that  there  might  have  been  some  reason.  I  was  just 
pointing  out  there  was  'a  difference  in  liquidating  value  of  about  $50  on  the 
24  shares  of  Class  A  over  what  they  had  had  in  U.  S.  &  Oversleas. 

A.  Well,  we  had  to  make  some  inducement  over  their  bare  asset  value. 

Q.  So  your  idea  was,  as  far  as  this  offer  of  exchange  to  U.  S.  &  Overseas, 
was  an  offer  the  P.  U.  H.  wanted  very  much  to  go  through,  that  inducement 
had  to  be  made  to  U.  S.  &  Overseas  stockholders? 

A.  Yes;  P.  U.  H.  was  anxious  to  do  it  because  it  increased  our  assets,  in- 
creased the  resources  of  the  company,  made  it  larger,  and  we  were  at  that 
time  anxious  to  have  more  capital. 

Q.  Mr.  Burroughs,  my  'attention  is  called  to  the  fact  that  at  a  subsequent 
time  the  P.  U.  H.  Corporation  wrote  down  its  portfolio  $2,548,502.90  to  adjust 
the  U.  S.  &  Overseas  holdings  to  their  asset  value.  Do  you  recall  anything 
about  that? 

A.  That  was  quite  a  bit  later,  wasn't  it? 

Q.  It  was  quite  a  hit  later? 

A.  Yes. 


■isid.,  Commission's  Exliibit  No.  X.3423-5b  (p.  10). 
«  Id.,  at  25470-2. 
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Q.  But  it  does  show  there  was  an  excess  over  asset  vahie,  the  price  at  which 
it  was  taken  over? 

A.  I  think  quite  probably  there  was  an  excess  even  at  the  time  of  the 
exchange,     *     *     *. 

Any  dilution  in  the  asset  value  of  the  sponsors'  holdings  of  Gen- 
eral Investment  Corporation  common  stock  as  a  result  of  the  ex- 
change was,  to  some  extent  at  least,  compensated  by  the  fact  that 
they  received  87,976  shares  of  the  preferred  stock  of  General  Invest- 
ment Corporation  having  a  total  preferred  liquidating  value  of 
$5,058,620,^°  in  exchange  for  their  United  States  &  Overseas  Corpo- 
ration common  and  Class  A  stock.^^ 

United  States  &  Overseas  Corporation  was  subsequently  liquidated 
by  the  surrender  of  its  capital  shares  held  by  General  Investment 
Corporation  in  exchange  for  its  assets  valued  at  cost.  General  In- 
vestment Corporation  recorded  a  loss  of  $2,886,221.16  on  its  holdings 
in  United  States  &  Overseas  Corporation  shares  by  the  time  United 
States  &  Overseas  Corporation  was  liquidated  in  May  1934.^- 

In  addition,  losses  of  $6,385,386.50  were  eventually  sustained  by 
General  Investment  Corporation  on  German  credits  which  it  acquired 
from  United  States  &  Overseas  Corporation,^^ 

Apparently  in  recognition  of  the  fact  that  the  statutes,  by  confining 
to  corporate  managements  alone  the  power  to  fix  the  terms  of  mergers, 
consolidations  and  sales  of  corporate  assets,  may  result  in  overreaching 
of  the  stockholders  by  managements,  state  laws  in  many  cases  permit 
shareholders  dissenting  from  merger  plans  to  receive  an  appraised 
value  of  their  shareholdings  in  cash.  However,  the  state  laws  are  not 
uniform  in  this  respect.  Thus,  only  26  of  the  31  states  which 
authorize  corporations  by  general  statute  to  merge  or  consolidate 
upon  approval  of  a  specified  number  of  stockholders,  provide  ap- 
praisal rights  for  dissenters.  Similarly,  only  25  of  the  40  states 
(including  the  District  of  Columbia),  having  statutes  permitting  the 
sale  by  a  corporation  of  all  its  assets,  extend  appraisal  rights  to  dis- 
senting stockholders.    And  in  8  (including  Delaware)  of  the  30  states 


=oid.,  Commission's  Exhibit  No.  X3424  (p.  71). 

"  Ibid.  The  Class  A  stockholders  of  United  States  &  Overseas  Corporation  received  a 
completely  preferred  position  in  General  Investment  Corporation,  and  the  common  stock- 
holders of  United  States  &  Overseas  Corporation,  including  the  United  Founders  Corpora- 
tion group  and  Harris,  Forbes  &  Co.,  received  in  return  for  their  stock  a  preponderantly 
preferred  position  in  General  Investment  Corporation.  For  each  10  shares  «f  their  common 
stock  in  United  States  &  Overseas  Corporation  having  a  total  asset  value  of  $265  (id., 
Commission's  Exhibit  No.  X3966,  p.  3),  General  Investment  Corporation  issued  in  addition 
to  common  stock  3  shares  of  its  preferred  stock  having  a  liquidating  preference  of  $172.50. 
Mr.  Burroughs  testified  (id.,  at  25473)  : 

Q.  Then  what  happened  actually  was  that  these  persons  who  held  a  junior  interest 
in  U.  S.  &  Overseas,  were  given  a  .senior  interest  in  Public  Utility  Holding  Corpora- 
tion, and  at  a  price  in  excess  of  the  asset  value  that  they  turned  in? 

A.  To  both  classes  of  U.  S.  &  Overseas  we  gave  them  senior  securities  of  P.  U.  H. 
[Public  Utility  Holding  Corporation,  subsequently  known  as  General  Investment 
Corporation].  We  considered  it  just  as  though  we  were  buying  the  portfolio  from 
them,  just  as  though  we  were  buying  the  portfolio  from  U.  S.  &  Overseas. 

Q.  That  was  the  reason  for  giving  them  this  senior  stock  ? 

A.  That  is  correct ;  yes. 

Q.  However,  that  technique  does  not  admit  of  this  situation  at  a  time  when  pos- 
sibly matters  cannot  be  settled  in  ease  that  a  person  is  given  a  junior  interest  in  one 
corporation,  if  he  is  an  insider,  will  be  given  a  senior  interest  in  another  corporation 
by  an  allied  group  and  thereby  taken  from  an  unpreferred  into  a  preferred  position? 

A.  Well,   he  might  have  received  cash,  which  would  be  definitely  senior. 

''^Id.,  Commission's  Exhibit  No.  X4111. 

^Id.,  Commission's  Exhibits  Nos.  X3970,  X3424    (p.  61,  et  seq.). 
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which  authorize  both  merger  (or  consolidation)  and  sale  of  assets 
by  action  of  the  majority  stockholders,  provisions  are  made  for 
appraisal  in  the  case  of  merger  or  consolidation  but  not  sale  of  assets, 
while  one  state  provides  for  appraisal  in  the  event  of  a  sale  of  assets, 
but  not  in  the  case  of  merger  or  consolidation.^* 

As  a  result  of  this  diversity  in  state  laws,  stockholders  in  particular 
states  may  be  substantially  without  protection  against  unfair  plans  of 
merger,  consolidation,  or  sale  of  assets.  And  where  appraisal  rights 
in  a  particular  state  are  not  accorded  in  all  of  these  procedures, 
managements  proposing  unfair  plans  have  an  opportunity  to  resort  to 
that  procedure  which  will  be  most  advantageous  to  themselves  and 
perhaps  least  advantageous  to  the  stockholders.  Thus,  in  Delaware, 
the  situs  of  incorporation  of  approximately  half  of  the  existing  in- 
vestment companies,^^  stockholders  dissenting  to  a  plan  of  merger  or 
consolidation  ^^  have  a  right  to  an  appraisal ;  on  the  other  hand,  no 
appraisal  rights  are  granted  in  the  case  of  a  sale  of  assets,  a  procedure 
which  will  accomplish  the  same  ends  as  a  merger  or  consolidation.^' 
Obviously,  managements  of  Delaware  corporations  will  tend  to  utilize 
the  sale  of  assets  technique.  Later  in  this  section  there  will  be 
described  instances  of  the  conscious  adoption  of  the  sale  of  assets 
procedure  in  order  to  avoid  payment  of  appraised  valuations  of 
dissenting  stockholders'  securities. 

Even  where  obtainable,  the  remedy  by  appraisal  is  an  inadequate 
one.  The  statutes  do  not  require  that  stockholders  be  informed  of 
their  right  of  appraisal.'^^  In  many  cases,  therefore,  the  stockholders 
may  be  unaware  of  the  existence  of  the  right.  Even  if  stockholders 
are  cognizant  of  their  right  to  an  appraisal,  the  procedure  pre- 
scribed by  the  statutes  for  obtaining  it  is  highly  technical  and 
costly.  Stockholders  who  fail  to  exercise  their  right  to  appraisal, 
whether  from  ignorance,  inadvertence,  or  failure  to  comply  strictly 
with  the  technical  procedure  for  obtaining  the  right,  are  bound  by 
the  terms  of  the  merger,  consolidation,  or  sale  of  assets,^^  unless 
the  transaction  is  set  aside  by  a  court  of  equity  on  a  suit  of  a 
stockholder  as  inequitable.  As  the  Commission  has  pointed  out  in 
another  of  its  reports :  '^° 

*  *  *  From  the  poiut  of  view  of  dissenting  minority  stockliolders,  the 
statutory  appraisal  remedy  is  inadequate.  This  inadequacy  is  due  in  part 
to  the  narrow  function  of  the  appraisal  remedy  generally.  It  is  a.  remedy 
which  does  not  prevent  or  set  aside  inequitable  corporate  readjustments.  At  best 
it  merely  provides  minority  stockholders  with  the  means  of  escaping  from  the 
operation  of  an  unfair  plan  by  selling  out  at  a  fair  price.  The  stockholder 
who  desires  to  retain  his  investment  and  share  in  the  future  prosperity  of 
the  venture  which  he  helped  finance  is  still  relegated  to  the  uncertain  and 
costly  process  of  litigation  for  protection  against  an  inequitable  readjust- 
ment plan.  Even  this  opportunity  is  denied  him  in  one  or  two  states  which 
provide  that  resort  to  the  appraisal  statutes  shall  be  an  exclusive  remedy. 


^  See  the  Commission's  Report  of  the  Study  and  Investigation  of  the  Work,  Activities, 
Personnel,  and  Functions  of  Protective  and  Reorganization  Committees,  Part  VII,  p.  593. 
=5  See  Part  One  of  this  report  (House  Doc.  No.  707,  75th  Cong.),  p.  63. 
s»Del.  Rev.  Code  (1935),  c.  65,  §  61. 
"  Id.,  §  65. 

="  Op.  cit.  supra,  note  54,  p.  601. 
6»  Ibid. 
«»Id.,  p.  610. 
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The  appraisal  remedy  also  fails  to  fulfill  the  narrow  function  which  it  is 
designed  to  serve.  In  the  first  place,  its  scope  is  limited.  Not  all  states 
have  appraisal  statutes  and  the  great  majority  of  those  which  do  have 
them  fail  to  extend  the  remedy  to  all  types  of  corporate  action  which  dras- 
tically affect  stockholder  rights,     *     *     *. 

Finally,  even  where  the  remedy  of  appraisal  is  clearly  available,  its  reali- 
zation is  difficult.  There  are  no  provisions  requiring  notice  to  be  given  to 
stockholders  advising  them  of  their  appraisal  rights.  Consequently,  many 
stockholders  probably  never  become  aware  of  the  existence  of  such  rights. 
And  the  procedure  prescribed  by  the  statutes  is  complicated.  In  order  to 
perfect  his  appraisal  rights,  it  is  usually  necessary  for  the  stockholder  to 
dissent  from  the  proposed  action  either  by  negative  vote  at  the  meeting  or 
by  written  objection.  Thereafter,  the  procedure  typically  prescribed  requires 
a  written  demand  on  the  corporation  for  payment,  and  application  to  the 
proper  tribunal  for  appointment  of  appraisers  in  the  event  that  the  corporation, 
in  response  to  the  demand  for  payment,  makes  no  offer  or  makes  an  offer 
that  is  unacceptable  to  the  stockholder.  Statutes  requiring  a  specific  negative 
vote  may  have  the  effect  of  making  compliance  extremely  difficult  for  voting 
stockholders  by  forcing  attendance  at  the  meeting  in  person  or  by  special 
agents:  and  in  a  few  instances,  such  statutes  may  operate  to  deprive  non- 
voting stockholders  of  the  remedy  altogether.  The  valuation  proceedings 
are  protracted  and  costly,  and  in  many  instances,  dissenting  stockholders 
lose  the  benefit  of  their  investment  for  the  entire  period  consumed  by  such 
proceedings. 

The  right  to  an  appraisal  of  the  vakie  of  his  shares  may  not  be  the 
only  remedy  of  a  stockholder  dissenting  from  a  dissolution,  merger, 
consolidation,  or  sale  of  the  entire  or  substantially  all  of  the  assets 
of  his  corporation.  He  may  in  a  proper  case  seek  judicial  relief 
in  the  form  of  an  injunction  restraining  the  proposed  transaction. 
In  Michigan  and  California,  however,  the  law  provides  that  the 
appraisal  right  shall  be  the  only  and  exclusive  remedy  of  a  stock- 
holder dissatisfied  with  the  terms  of  a  proposed  merger  or  consolida- 
tion of  his  corporation.*^^ 

However,  resort  to  judicial  proceedings,  where  possible,  is  expen- 
sive and  usually  beyond  the  means  of  the  average  investor  who  nor- 
mally cannot  afford  to  retain  counsel  of  the  experience  and  caliber 
available  to  the  management  or  to  the  majority  stockholders  pro- 
posing the  transaction  with  which  the  stockholder  is  in  disagreement. 
And  the  ascertainment  of  the  names  of  other  stockholders  who  might 
share  the  expense  of  a  suit  or  the  formation  of  a  protective  com- 
mittee may  be  difficult.  The  list  of  stockholders  is  usually  under 
the  control  of  the  management  and  may  be  obtained  only  after  judi- 
cial proceedings,  which  are  in  themselves  costly.  Against  these  diffi- 
culties which  may  confront  the  stockholder,  the  management  usually 
has  available  to  it  the  funds  of  the  corporation  to  aid  it  in  resisting 
suits.  And  stockholder  who  actually  sue,  although  they  do  so  tech- 
nically in  behalf  of  themselves  and  ail  other  stockholders,  usually  are 
interested  in  their  own  welfare  only.  As  a  consequence,  the  actions 
of  suing  stockholders  in  many  instances  may  be  settled  by  manage- 
ments who  fear  that  a  case  for  equitable  relief  is  clear  or  probable. 
Thus,  The  Equity  Corporation  which,  in  November  1935,  caused  the 

«^Id.,  p.  609. 
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consolidation  of  several  of  its  controlled  companies,  primarily  United 
Founders  Corporation  and  its  subsidiaries,  to  form  American  General 
Corporation,  encountered  opposition  to  its  plan.  In  a  number  of 
aspects,  which  will  be  described  more  fully  later,  the  plan  was  un- 
favorable to  the  stockholders  of  the  companies  controlled  by  The 
Equity  Corporation.  Stockholders  of  several  of  the  companies  in- 
volved brought  suits  to  obtain  an  injunction  restraining  the  consoli- 
dation.    As  the  Commission  has  reported  elsewhere :  ^^ 

It  is  a  reasonable  inference  that  the  continuation  of  these  proceedings  with 
resultant  court  hearings  might  have  been  disastrous  to  Equity's  plans.  At- 
tendant publicity  might  have  led  other  stockholders  to  institute  proceedings. 
And,  of  course,  issuance  of  a  permanent  injunction  vpould  have  meant  an  end 
to  the  entire  transaction.  In  any  event,  the  Equity  Group  was  evidently  anxious 
to  avoid  a  court  test  of  the  legality  of  the  consolidation.  It  proceeded  to  settle 
the  case     *     *     *. 

*  *  =:=  *  *  *  * 

*  *  *  A  total  of  $338,237.23  was  ultimately  paid  for  the  securities  involved 
in  the  settlement. 

A  comparison  of  the  sum  paid  in  settlement  of  this  litigation  with  the  asset 
and  market  value  of  the  securities  of  American  General  Corporation  that  these 
stockholders  would  have  received  if  they  had  exchanged  their  holdings  pursuant 
to  the  terms  of  the  consolidation  shows  further  how  far  the  inside  group  was 
prepared  to  go  to  dispose  of  these  suits.  The  American  General  securities 
which  these  security  holders  would  have  received  under  the  terms  of  the  con- 
solidation agreements  had  an  asset  value  as  of  December  31,  1935,  of  $259,009.43, 
and  a  market  value  as  of  the  same  date  of  $161,931.68.  Thus  the  sum  paid 
these  security  holders  was  approximately  $80,000  in  excess  of  the  asset  value 
and  $176,000  in  excess  of — or  over  twice  the  market  value  of — the  securities 
which  they  would  have  received  under  the  plan. 

And  similar  evidence  is  to  be  found  in  a  comparison  of  the  sum  paid  in 
settlement  of  the  litigation  and  the  settlements  made  with  security  holders 
who  claimed  a  statutory  right  to  receive  payment  and  appraisal  of  their  shares. 
A  complete  comparison  is  not  possible  because  the  same  number  of  securities 
of  the  same  companies  was  not  involved  in  both  proceedings.  Insofar  as  the 
comparison  can  be  drawn,  however,  it  appears  that  the  sums  paid  in  settlement 
of  the  injunction  suits  were  relatively  larger. 

******  * 

But  analysis  of  the  term  of  settlement  emphasizes  another  point  in  addition 
to  the  extent  to  which  the  inside  group  were  prepared  to  go  to  dispose  of  these 
suits.  The  third  of  a  million  dollars  which  was  paid  in  settlement  of  these 
claims  was  not  paid  by  the  group  that  had  engineered  the  consolidation.  The 
terms  of  the  settlement  were  met  with  funds  of  the  American  General  Corpora- 
tion, the  consolidated  company.  Realistically,  therefore,  subject  to  The  Equity 
Corporation's  interest  as  a  stockholder  in  this  company,  the  settlement  was  paid 
out  of  the  funds  of  the  stockholders  who  had  been  forced  into  the  consolidation. 
Their  funds  were  used  to  settle  litigation,  which,  if  it  had  been  prosecuted  to 
its  termination,  conceivably  might  have  resulted  in  the  entire  transaction  being 
set  aside.  Their  funds  were  used  in  effect  to  provide  a  preference  for  the  stock- 
holders who  had  challenged  the  plans  of  the  insiders.  And,  finally,  their  monies 
were  used  to  continue  impregnable  the  control  and  domination  of  the  insiders. 

»Id.,  pp.  333-6. 
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Managements  may  thus  avoid  a  judicial  test  of  their  plans  by  the 
process  of  settling  with  the  corporate  funds  the  actions  or  claims  of 
such  stockholders  who  are  financially  able  to  afford  the  expense  of  a 
suit.  To  this  extent,  the  effectiveness  of  litigation  as  a  remedy  for  all 
stockholders  is  substantially  diminished.  And  the  probability  of  ulti- 
mate relief,  assuming  that  suits  are  pressed  to  their  conclusion,  is  un- 
certain. Unless  the  steps  taken  by  the  management  to  effect  a  dissolu- 
tion, merger,  consolidation,  or  sale  of  assets,  are  not  in  compliance  with 
statute  or  are  for  other  reasons  procedurally  illegal,  relief  can  be 
granted  only  if  the  substantive  aspects  of  the  transaction  are  so  inequi- 
table as  to  indicate  actual  fraud  or  bad  faith  upon  the  part  of  the 
management.  In  general,  it  may  be  said  that  if  the  statutory  require- 
ments are  fulfilled  and  the  requisite  number  of  stockholders  approve  a 
dissolution  or  a  sale  of  the  corporate  assets,  the  tendency  of  the  courts 
has  been  to  sustain  the  action  of  the  majority  stockholders  irrespective 
of  their  motives  and  however  injurious  their  action  may  be  to  minority 
stockholders.^^  In  a  few  cases,  however,  courts  have  on  equitable  con- 
siderations restrained  dissolutions  or  sales  of  corporate  assets  where 
the  transaction  was  engineered  by  majority  stockholders  for  the  pur- 
pose of  "freezing  out"  minority  stockholders,®*  or  with  the  specific  in- 
tent to  depress  the  value  of  the  dissenting  stockholders'  shares,*^^  or 
where  the  sale  price  was  so  grossly  inadequate  as  to  suggest  fraud.*'® 
Similarly,  proposed  plans  of  merger  or  consolidation  will  not  be  en- 
joined unless  actual  fraud  or  bad  faith  upon  the  management  or 
majority  stockholders  is  shown.  Mere  unfairness  in  the  plan  is  not 
enough;  the  unfairness  must  be  so  gross  as  to  indicate  bad  faith  or 
fraud  on  the  part  of  proponents  of  the  plan.®^ 

The  net  effect  of  the  decisions  is  to  place  the  burden  of  proof  of 
fraud  or  bad  faith  upon  the  suing  stockholder.  This  burden  may  be 
difficult  for  the  stockholder  to  sustain.  As  the  Commission  has  stated 
elsewhere :  ** 

Since  the  management  is  normally  the  proponent  of  a  merger  or  consolidation 
plan  stockholders  who  are  attacking  such  plan  may  find  it  difficult  to  attain  access 
to  the  books  and  records  of  the  corporation.  Without  such  access,  however,  it 
may  be  impossible  either  to  furnish  alfirmative  evidence  of  unfairness  or  to 
refute  ingenious  arguments  advanced  by  the  management  in  justification  of  the 
plan.  Moreover,  despite  frequent  restatement  of  the  equitable  principles  which 
prohibit  the  fraudulent  or  oppressive  exercise  of  corporate  power,  the  courts 
(with  some  exceptions)  appear  reluctant  to  enjoin  or  set  aside  mergers  or  con- 


«3See  Lebold  v.  Inland  8.  S.  Co.,  82  P.  (2d)  351  (C.  C.  A.  7th  1936)  ;  Windmuller  v. 
Standard  Distillinrr  and  Distributing  Co.,  114  Fed.  491  (C.  C.  N.  J.  1902)  ;  Fair,  "Limita- 
tions of  the  Statutory  Power  of  Majority  Stockholders  to  Dissolve  a  Corporation"  (1912), 
25  Harvard  Law  Review  677. 

*^ Kavanaugh  v.  Kavanaugh  Knitting  Co.,  226  N.  Y.  185,  123  N.  E.  148  (1919)  ; 
Stevenson  V.  Sicklesteel  Lumber  Co.,  219  Mich.  18,  188  N.  W.  449  (1922)  ;  cf.  Theis  v. 
Spokane  Falls  Oas  Light  Co.,  34  Wash.  23,  74  Pac.  1004  (1904)  ;  Allaun  v.  Consolidated 
Oil  Co.,  16  Del.  Ch.  318,  147  Atl.  257  (1929). 

85  See  Kavanaugh  v.  Kavanaugh  Knitting  Co.,  226  N.  Y.  185,  123  N.  E.  148  (1919). 

8«  See  Allied  Chemical  d  Dye  Corporation  v.  Steel  d  Tube  Company,  14  Del.  Ch.  1,  120 
Atl.  486  (1923). 

"  See  MacFarlane  v.  North  American  Cement  Corporation,  16  Del.  Ch.  172,  157  Atl.  396 
(1928)  ;  Colby  V.  Equitable  Trust  Co.,  124  App.  Div.  262,  108  N.  Y.  Supp.  978  (1st  Dept. 
1908)  ;  cf.  Cutwater  v.  Public  Service  Corporation  of  Neic  Jersey,  103  N.  J.  Eq.  461,  143 
Atl.  729  (1928)  aff'd  104  N.  J.  Eq.  146  Atl.  916  (Ct.  Errors  and  App.  1929). 

«»  Op.  cit.  supra,  note  54,  p.  556. 
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solidations  on  these  grounds.  The  traditional  hesitancy  of  the  courts  to  interfere 
with  corporate  management  has  doubtless  been  a  contributing  factor.  In  view  of 
the  numerous  and  intricate  factors  ordinarily  involved  in  a  merger  or  consoli- 
dation, the  courts  have  been  obliged  to  attach  considerable  weight  to  the  opinions 
of  corporate  directors  and  other  spokesmen  of  the  management. 

As  the  Commission  has  further  stated :  ^^ 

The  courts  have  not  been  particularly  sensitive  to  the  existence  and  danger 
of  conflicts  of  interests  among  the  groups  sponsoring  merger  or  consolidations. 
With  respect  to  the  problem  of  interlocking  directorates,  the  courts  uniformly 
take  the  position  that  close  scrutiny  of  proposed  mergers  or  consolidations  is 
necessary  where  the  constituent  corporations  have  common  directors.  It  is 
generally  held,  however,  that  the  mere  presence  of  common  directors  on  the 
boards  of  the  constituent  companies,  or  common  control  thereof,  does  not  render 
a  merger  or  consolidation  invalid,  in  the  absence  of  evidence  of  bad  faith  or 
unfairness.  In  this  connection  the  courts  usually  reason  that  since  merger  or 
consolidation  requires  majority  stockholder  ratification,  strict  rules  governing 
ordinary  contracts  between  companies  having  common  directors  are  inapplicable. 

*  •  *  *  *  *  *  -1: 

The  courts  seem  disposed  to  attach  considerable  importance  to  the  fact  that 
a  high  proportion  of  the  stockholders  have  approved  the  merger  or  consolida- 
tion in  question.  The  fact  that  a  large  majority  of  stockholders  support  a  pro- 
posed merger  or  consolidation  is  often  emphasized  by  the  proponents  of  the  plan 
in  defending  it  against  the  attacking  dissenters,  and  many  decisions  appear  to  have 
been  influenced  by  that  argimient.  It  seems  to  be  unrealistically  assumed  that 
the  votes  cast  (by  proxies  in  most  instances)  in  favor  of  a  proposed  merger  or 
consolidation  reflect  a  genuine  approval  of  the  plan  by  stockholders  who  actually 
considered  its  merits.     *     *     * 

Moreover,  the  solicitation  material  by  which  consents  to  a  dissolu- 
tion, merger,  or  consolidation  have  been  procured  may  be  so  adroitly 
conceived  and  prepared  that,  although  not  fully  informative,  it  will, 
nevertheless,  not  receive  judicial  condemnation.  Literature  which 
describes  correctly  the  terms  of  a  merger,  consolidation,  or  other  cor- 
porate readjustment  but  omits  to  explain  the  significance  of  such 
terms  with  reference  to  their  effect  on  the  value  or  rights  of  particular 
classes  of  stock,  may  not  be  deemed  fraudulent  by  the  courts.  In  a 
recent  decision  '^°  the  Delaware  Chancery  Court,  in  a  dictum  uphold- 
ing the  literature  used  by  a  corporate  management  to  solicit  proxies 
to  be  voted  in  favor  of  an  amendment  to  the  corporate  charter  re- 
classifying outstanding  preferred  and  common  stock  of  a  corporation 
for  the  purpose  of  eliminating  dividend  arrearages  on  the  company's 
preferred  stock,  stated : 

The  other  respects  in  which  the  letter  to  preferred  stockholders  is  said  to  have 
been  infected  with  fraud  and  deceit,  consist  of  charges,  not  of  things  falsely 
stated,  but  of  things  omitted  to  be  explained.  As  an  illustration  it  is  said 
that  the  letter  failed  specifically  to  point  out  to  the  preferred  stockholders  that 


•"Id.,  pp.  552,  554. 

''0  Johnson  v.  Consolidated  Film  Industries,  Inc.,  194  Atl.  844  (1937)  aff'd  197  Atl.  489 
(Del.  Sup.  Ct.  1937).  The  court  granted  an  injunction  declaring  void  the  proposed  amend- 
ment to  the  charter  of  Consolidated  Film  Industries,  Inc.,  which  would  have  eliminated 
dividend  arrearages  on  the  company's  outstanding  preference  stock  on  the  ground  that 
the  Delaware  statute  authorizing  charter  amendments  did  not  include  within  its  provi- 
sions the  power  by  direct  amendment  to  eliminate  dividend  arrearages  on  preferred  stock. 
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if  tbe  amendment  was  adopted  they  would  not  be  entitled  to  receive  in  cash 
four  dollars  of  the  five  dollars  accumulated  on  the  preferred  stock  by  way  of 
unpaid  dividends.  There  are  other  particulars  in  which  it  is  charged  that  a  like 
and  similar  omission  to  explain  the  effect  of  the  amendment  was  not  plainly 
pointed  out  to  the  stockholders.  Now  with  respect  to  all  of  those  particulars  of 
omission,  which  are  about  eight  in  number,  the  general  observation  is  applicable 
to  all  but  one  of  them,  viz.,  that  the  letter  accurately  laid  the  facts  before  the 
stockholders  from  which  any  person  who  was  sufiiciently  intelligent  to  raise 
an  inquiry  ought  to  have  been  able  to  find  his  answer.  A  little  bit  of  thought 
and  some  slight  arithmetic  could  have  enabled  any  stockholder  to  discover  from 
the  facts  supplied  to  him  by  the  letter  just  what  the  consequences  of  the 
proposal  would  be  if  it  was  adopted.  If  facts  which  are  not  highly  involved 
and  complicated  are  truthfully  stated,  I  do  not  see  how  fraud  can  be  affirmed  be- 
cause of  an  omission  to  state  the  obvious  consequence  of  these  facts. 

This  approach  of  the  courts  implicitly  assumes  the  existence  of  a 
substantial  degree  of  understanding  of  finance  and  corporate  law  upon 
the  part  of  investors.  If  the  consequences  of  a  plan  are  not  clearly 
described  to  them,  investors  through  mere  inertia,  may  tend  to  rely 
upon  their  belief  in  the  integrity  of  their  management,  a  fact  of 
wliich  managements  are  presumably  aware. 

The  circumstances  which  have  been  indicated  make  it  clear  that 
litigation  is  at  best  an  unsatisfactory  and  uncertain  remedy  for  stock- 
holders dissatisfied  with  a  management-promulgated  plan.  The  ex- 
pense of  litigation  is  usualh^  beyond  the  means  of  the  ordinary  in- 
vestor and  the  prospects  of  relief  are  doubtful  because  of  the  difficulties 
of  proof  which  confront  the  stockholder.  Similarly,  the  right  to  an 
appraisal  of  the  value  of  his  shares  is  also  of  small  value  to  the  dis- 
senting stockholder.  This  remedy  is  also  costly  and  procedurally 
intricate.  And  as  has  been  said,  at  best  it  merely  enables  the  stock- 
holder to  terminate  his  investment  in  a  corporation  at  a  fair  price. 
It  does  not,  however,  avoid  the  loss  by  the  stockholder  cf  the  going 
value  of  the  assets  of  his  company. 

In  sum,  these  voluntary  plans  of  readjustment  of  the  rights  and 
values  of  the  holders  of  shares  of  corporations,  which  may  involve  a 
change  in  the  character  of  a  stockholder's  investment  at  least  as 
drastic  in  nature  as  that  accomplished  by  a  judicial  reorganization, 
are  not  subjected  to  the  scrutiny  of  any  unbiased  authority.  In  judi- 
cial reorganizations,  the  fairness  of  the  plan  is  a  subject  of  judicial 
inquiry.  In  addition,  as  the  result  of  recent  amendments  to  the 
Bankruptcy  Act,  federal  courts  supervising  corporate  reorganizations 
under  Section  77B  of  the  Bankruptcy  Act  must,  if  the  corporate 
indebtedness  exceeds  $3,000,000,  submit  to  the  Commission  for  exam- 
ination and  report  the  plan  or  plans  which  the  court  regards  as  worthy 
of  consideration.  In  fact,  the  courts  may,  even  in  cases  where  the 
indebtedness  of  the  debtor  corporation  is  less  than  $3,000,000,  request 
an  advisory  report  from  the  Commission.  The  report  of  the  Com- 
mission, if  made,  is  advisory  only.'^^ 


'1  National  Bankruptcy  Act  of  1898  as  amended  by  Public  Act  No.  696,  75th  Cong., 
3d  Sess.,  Ch.  X,   §  172. 

Section  11  (f)  of  the  Public  Utility  Holding  Company  Act  of  1935  provides  that  any 
plan  for  the  reorganization  of  a  registered  public  utility  holding  company  or  any  sub- 
sidiary thereof  for  which  a  receiver  or  a  trustee  has  been  appointed  in  a  court  of  the 
United   States   "shall  not  become  effective  unless  such  plan  shall  have  been  approved  by 
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Investment  company  officials  advocated  similar  safeguards  with 
respect  to  plans  of  merger,  consolidation,  sales  of  assets  or  exchange 
offers.  Floyd  B.  Odium,  the  president  of  Atlas  Corporation,  testi- 
fied :  ^2 

Personally  I  would  welcome  some  public  body  or  arbiter  who  could  pass  on 
the  equities  as  between  divergent  interests  in  such  matters  as  mergers,  reor- 
ganizations and  exchanges  of  securities,  not  to  substitute  their  judgment  for 
that  of  the  management,  but  to  see  that  things  are  at  least  within  the  range  of 
upper  and  lower  limits  within  which  reasonable  men  can  properly  differ.    *    *    * 

Chase  Donaldson,  an  officer  and  director  of  Allied-Distributors, 
Inc.,  a  corporation  engaged  in  the  business  of  distributing  investment- 
company  securities  and  which  aided  The  Eciuity  Corporation  in  its 
exchange  offer  and  merger  programs  by  soliciting  through  its  sales- 
men and  dealers  acceptance  of  The  Equity  Corporation's  offers,  testi- 
fied r^^ 

Q.  The  average  small  stockholder  is  not  qualified,  is  he,  to  pass  upon  the 
merits  of  an  exchange?  Now  take  the  Equity  situation.  Do  you  think  the 
holder  of  10  or  15  shares  can  sit  down  and  figure  out  whether  he  is  getting  a 
good  deal  or  a  bad  deal  in  the  Equity  exchange? 

A.  Well,  I  don't  believe  I  am  really  in  a  position  to  answer  that  question 
intelligently.     *     *     * 

Q.  It  was  a  complex  situation,  it  involved  leverage  asset  value,  market  value 
and  it  involved  a  balancing  of  many  factors? 

A.  Yes ;  it  did. 

Q.  What  objection  do  you  see  to  having  some  independent  agency  supervis- 
ing it? 

A.  Well,  Mr.  Schenker,  I  see  no  objection  to  having  an  indei>endent  agency 
supervising  exchanges  and  reorganizations,  providing  such  agency  did  not,  we 
will  say,  in  advance  have  preconceived  notions  as  to  what  should  or  should  not 
be  done.     h=     *     * 


the  Commission  after  opportunity  for  hearing  prior  to  its  submission  to  the  Court."  Sec- 
tion 11  (g)  of  the  same  Act  makes  it  unlawful  to  solicit  by  the  use  of  the  mails  or  the 
facilities  of  interstate  commerce  any  proxy,  consent,  authorization,  power  of  attorney, 
deposit,  or  dissent  in  respect  to  any  reorganization  plan  of  a  registered  holding  company 
or  a  subsidiary  thereof  unless,  among  other  tilings,  each  such  solicitation  is  accompanied 
or  preceded  by  a  copy  of  the  Commission's  report  on  the  plan  or  an  approved  abstract 
of  such  report. 

Section  6  (a)  of  the  same  Act  provides  that,  except  in  accordance  with  a  declaration 
effective  under  Section  7  of  the  Act  and  with  the  order  under  such  section  permitting 
such  declaration  to  be  effective,  it  sliall  be  unlawful  for  any  registered  holding  company 
or  subsidiary  company  thereof  by  the  use  of  the  mails  or  any  means  or  instrumentality 
of  interstate  commerce  or  otherwise  directly  or  indirectly  to  exercise  any  privilege  or 
right  to  alter  the  priorities,  preference,  voting  power,  or  other  rights  of  the  holder  of 
an  outstanding  security  of  such  company.  Section  7  (e)  of  the  same  Act  provides  that 
the  Commission,  if  certain  other  requirements  are  satisfied,  shall  permit  a  declaration 
to  become  effective  regarding  the  exercise  of  a  privilege  or  right  to  alter  the  priorities, 
preference,  voting  power  or  other  rights  of  the  holders  of  an  outstanding  security  unless 
the  Commission  finds  that  the  exercise  of  such  privilege  or  right  will  result  in  an  unfair 
or  inequitable  distribution  of  voting  power  among  holders  of  the  securities  of  the  com- 
pany or  is  otherwise  detrimental  to  the  public  interest  or  the  interest  of  investors  or 
consumers. 

''a  Public  Examination,  Atlas  Corporation,  at  18254. 

'3  Public  Examination,  The  Equity  Corporation,  at  10956-7. 
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B.  Dissolution  of  Investment  Companies 

The  dissolution  of  a  corporation  is  the  voluntary  or  involuntary 
termination  of  its  business  existence.^*  Upon  dissolution,  the  corpo- 
rate assets  are  distributed  to  the  shareholders  in  accordance  with  their 
various  security  interests  in  the  company.  As  has  been  stated,  the 
decision  to  dissolve  is  in  the  first  instance  made  by  the  corporate 
directors.  Thereafter,  state  laws  recjuire  a  concurrence  in  the  di- 
rectors' decision  by  the  holders  of  a  specified  percentage  of  the  cor- 
poration's voting  stock,  usually  two-thirds  of  the  outstanding  voting 
shares." 

Normally,  a  corporation's  existence  will  be  terminated  either  because 
of  its  insolvency  or  because  of  the  impossibility,  for  some  reason,  of 
pursuing  the  business  enterprise  in  which  the  corporation  was  organ- 
ized to  engage.  However,  where  control  of  several  corporations  has 
been  acquired  in  campaigns  of  acquisitions,  the  device  of  dissolution 
becomes  essentially  a  method  by  which  minority  stockholders  of  the 
acquired  corporations  may  be  eliminated  from  the  enterprise  and  the 
bulk  of  its  assets  absorbed  by  the  parent  company.  The  purpose  of 
the  dissolution  is  thus  essentially  the  same  as  that  of  a  merger  or 
consolidation.  The  reorganization  of  the  shareholders'  interests  is 
essentially  accomplished  by  means  of  exchange  offers  of  the  securities 
of  the  parent  for  its  subsidiaries — offers  which  define  the  terms  of 
the  participation  of  the  stockliolders  of  the  subsidiaries  in  the  contin- 
uing enterprise  represented  by  the  parent  company.  The  actual  dis- 
solution eliminates  nonexchanging  stockholders. 

Dissolution  is  a  more  attractive  procedure  than  merger  or  consoli- 
dation to  the  parent  company  where  it  owns  substantially  all  of  the 
assets  of  its  subsidiaries.  Only  a  small  part  of  the  assets  of  the 
dissolved  companies  will  be  required  for  distribution  to  the  minority 
stockholders,  and,  unlike  the  case  of  a  merger  or  consolidation,  the 
assets  of  the  dissolved  corporation  will  be  absorbed  by  the  parent 
company  without  the  necessity  for  affording  to  dissenting  stockhold- 
ers of  the  parent  company  a  right  to  receive  in  cash  an  appraised 
value  of  their  shares.  Thus  the  Atlas  Corporation  absorbed  most  of 
its  subsidiaries  by  dissolving  them  rather  than  by  merging  or  con- 
solidating them  with  itself.  Of  the  19  investment  companies  whose 
assets  were  absorbed  by  Atlas  Corporation,  16  were  dissolved  and  only 
3  were  consolidated  with  the  parent  company.'^*'  At  the  dissolution 
of  these  companies,  Atlas  Corporation  usually  held  in  excess  of  90% 
of  the  dissolved  companies'  securities.  The  aggregate  assets  of  the 
dissolved  companies  at  the  dates  of  their  dissolution  totaled  $69,880,- 
271.36,  of  which  95.09%,  or  $66,449,035.49,  were  distributed  to  Atlas 
Corporation  and  4.91%,  or  $3,431,235.87,  was  distributed  to  minority 
stockholders."  On  the  other  hand,  the  interest  of  minority  stock- 
holders in  the  assets  of  Pacific  Eastern  Corporation,  Shenandoah 
Corporation  and  Sterling  Securities  Corporation,  the  three  compa- 
nies which  were  consolidated  with  Atlas  Corporation,  totaled  approxi- 

■^^  See  Theis  v.  Spokane  Falls  Gas  Light  Co.,  34  Wash.  23;  74  Pac.  1004   (1904). 

^5  See,  e.  g.,  Del.  Rev.  Code  (1935),  c.  65,  §  39;  Md.  Code  Ann.  (Flack  Supp.  1935), 
Art.  23,  §  91. 

''"'  See  supra,  pp.   1064-5. 

"  Op.  cit.  supra,  note  72,  Commission's  Exhibit  No.  2001  and  derived  from  supplementary 
information  supplied  the  Commission  for  Atlas  Corporation. 
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niately  $20,000,000,'^  a  sum  which  would  have  been  withdrawn  from 
Atlas  Corporation's  control  had  it  dissolved  these  companies  rather 
than  consolidated  them  with  itself.  By  consolidating  them,  Atlas 
Corporation  retained  these  minority  assets,  since  few  of  the  minority 
stockholders  of  the  consolidated  companies  elected  to  receive  an  ap- 
praised value  of  their  shares  in  cash  in  lieu  of  the  Atlas  Corporation 
securities  offered  for  their  securities  under  the  plan  of  consolidation/^ 

Similarly,  The  Equity  Corporation  dissolved  those  of  its  acquired 
companies  in  which  it  held  90%  or  more  of  their  outstanding  securi- 
ties. According  to  Chase  Donaldson,  one  of  the  original  sponsors 
of  The  Equity  Corporation,  the  dissolution  technique  was  preferred 
to  others  because  it  was  a  simpler  process.^"  But  The  Equity  Cor- 
poration employed  the  dissolution  technique  only  where  the  outstand- 
ing minority  was  relatively  small,  so  that  The  Equity  Corporation 
on  dissolution  would  receive  the  great  bulk  of  the  corporation's  assets. 
According  to  Mr.  Donaldson,  if  there  was  a  substantial  percentage  of 
minority  holders :  ^^ 

*  *  *  such  as  20  or  30  percent,  the  merger,  even  ou  the  same  terms  pre- 
vailing in  the  exchange,  was  accorded  to  them  so  that  the  minority  stock- 
holders would  not  be  squeezed  out  by  dissolution  because  in  many  instances,  if 
the  common  stocks  had  no  asset  value  on  dissolution,  they  would  have  liter- 
ally been  left  with  nothing.  Instead  of  doing  that.  The  Equity  Corporation 
in  most  instances  had  a  merger  and  gave  these  common  stockholders  with  no 
asset  values  some  Equity  Corporation  stock  in  lieu  of  merely  dissolving  the 
corporation. 

However,  another  practical  consideration  may  explain  The  Equity 
Corporation's  use  of  the  consolidation  method  only  in  cases  where 
the  minority  stockholders  would  be  entitled  to  a  relatively  large 
proportion  of  the  company's  assets.  In  the  case  of  a  dissolution,  a 
large  number  of  minority  stockholders  might  render  necessary  the 
payment,  as  a  liquidating  dividend,  of  an  amount  of  cash  greater 
than  The  Equity  Corporation  cared  to  relinquish. 

Many  state  laws  require  the  resolution  of  a  corporate  management 
to  dissolve  a  corporation  to  be  predicated  on  a  judgment  that  the 
dissolution  is  "most  for  the  benefit  of  the  corporation."  ^^  This  de- 
cision of  the  directors,  theoretically,  must  not  be  merely  an  execution 
of  the  will  of  the  majority  stockholders;  the  rights  of  minority  stock- 
holders must  be  considered.^^  However,  where  control  of  a  corpora- 
tion is  acquired  by  another  corporation  as  a  result  of  the  purchase 
of  its  shares  or  of  exchange  offers  of  securities,  the  procedure  of 
dissolution  becomes  merely  an  expedient  for  the  effectuation  of  pur- 
poses of  the  dominant  interests  which  may  be  prejudicial  to  minority 
stockholders.  In  this  situation  the  directors  of  the  corporation  which 
it  is  proposed  to  dissolve  are  usually  the  nominees  of  the  controlling 
stockholders  and  represent  only  such  stockliolders  rather  than  all  of 
the  stockholders.    And  these  directors  are  usually  constituted  by  state 


''^  Op.  cit.  supra,  note  72,  Commission's  Exhibit  No.  1989. 

™  Dei'ived  from  supplementary  information  supplied  the  Commission  for  Atlas  Corpora- 
tion. 

80  Op.  cit.  supra,  note  73,  at  10884-5. 

81  Id.,  at  10872. 

^See,  e.  g.,  Del.  Rev.  Code  (1935),  c.  65,  §  39. 

83  See  Kavanaugh  v.  Kavanaivgh  Knitting  Co.,  226  N.  Y.  185,  123  N.  E.  148  (1919). 


INVESTMEISTT    TRUSTS    AND    INVESTMENT    COMPANIES         1431 

laws  as  the  trustees  in  dissolution  of  a  dissolved  corporation.^^  The 
directors,  therefore,  will  determine  the  time,  place,  and  manner  of 
dissolution  and  will  also  evaluate  any  nonmarketable  corporate  assets 
for  the  purpose  of  fixing  the  distributive  shares  of  the  various  classes 
of  stock  in  the  corporate  assets.  Directors  who  are  merely  the  nomi- 
nees of  a  controlling  corporation  may  have  the  interest  of  that  corpo- 
ration only  in  mind.  Such  interest  may  seriously  conflict  with  the 
interest  of  minority  stockholders. 

1.  MANAGEMENT  CONTROL  OF  TIME  OF  DISSOLUTION 

The  time  of  dissolution  of  an  investment  company  is  of  obvious 
importance.  If  the  company  is  liquidated  at  a  time  of  abnormally 
low  market  prices  for  the  company's  portfolio  securities,  stockholders 
will  obviously  receive  less  cash  than  they  would  have  received  if  the 
liquidation  had  occurred  in  a  period  of  normal  market  conditions.  On 
the  other  hand,  a  controlling  corporation  which  has  acquired  the 
security  issues  of  its  subsidiaries  in  order  eventually  to  absorb  the 
latter's  assets,  although  receiving  only  its  pro  rata  share  of  the  assets, 
will  be  desirous  of  obtaining  the  securities  in  the  dissolved  company's 
portfolio  at  the  lowest  possible  price,  and  of  distributing  as  little  as 
possible  of  the  corporate  assets  to  minority  stockholders.  In  brief, 
the  dominant  stockholder  has  the  power  to  eliminate  minority  stock- 
holders at  a  time  of  low  values  for  the  corporate  assets. 

a.  Dissolution  by  Atlas  Corporation  of  Iroquois  Share  Corporation 

The  history  of  Iroquois  Share  Corporation  prior  to  the  time  that 
it  became  a  subsidiary  of  Atlas  Corporation  has  been  treated  in  detail 
elsewhere  in  this  report,^^  To  recapitulate  briefly,  Iroquois  Share 
Corporation  was  incorporated  in  Buffalo,  New  York,  in  January 
1929,  under  the  sponsorship  of  the  then  brokerage  firm  of  O'Brian, 
Potter  &  Stafford.  Its  capitalization  consisted  entirely  of  common 
stock  of  which  eventually  158,279  shares  were  issued  for  net  proceeds 
to  the  corporation  of  $3',503,891.05.  By  April  1931,  the  assets  of  the 
corporation  had  depreciated  50%  to  approximately  $1,450,000,  Never- 
theless, the  corporation's  portfolio  on  April  30,  1931,  consisted  almost 
exclusively  of  diversified  marketable  securities  ®®  with  the  exception 
of  the  stock  of  a  real  estate  corporation  which  Iroquois  Share  Corpo- 
ration had  purchased  from  O'Brian,  Potter  &  Stafford  in  July  1930, 
at  a  cost  of  approximately  $300,000  in  a  transaction  by  which  O'Brian, 
Potter  &  Stafford  also  ceased  to  be  the  managers  of  the  corporation.^^ 

On  April  13,  1931,  Atlas  Corporation,  with  the  concurrence  of  the 
then  management  of  Iroquois  Share  Corporation,  made  an  exchange 
offer  of  its  securities  for  the  securities  of  Iroquois  Share  Corporation. 
As  a  result  of  this  offer,  Atlas  Corporation  acquired  a  total  of  154,328 
shares  of  Iroquois  Share  Corporation's  stock  and  on  May  5,  1931, 
assumed  control  of  the  corporation,  replacing  existing  directors  with 
its  own  nominees.  Although  by  its  offer  Atlas  Corporation  acquired 
in  excess  of  95%  of  the  outstanding  shares  of  Iroquois  Share  Corpo- 


»*  See  16  Fletcher,  Cyclopedia  Corporations  (1932),  §  81 
8=  See  Cb.  II  of  this  part  of  the  report,  pp.  51-76. 
88  Op.  cit.  supra,  note  72,  Commission's  Exhibit  No.  2043. 
"  See  note  85,  supra. 
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ration,  3,951  shares  of  Iroquois  Share  Corporation  stock  were  still 
outstanding  in  the  hands  of  the  public.  Without  consulting  these 
minority  stockholders.  Atlas  Corporation  completely  and  funda- 
mentally changed  the  type  of  investment  activity  in  which  Iroquois 
Share  Corporation  had  formerly  engaged.  Its  diversified  portfolio 
was  almost  immediately  entirely  liquidated  and  replaced  with  the 
securities  of  investment  companies  whose  control  Atlas  Corporation 
was  then  in  the  process  of  acquiring.  Between  April  and  August 
1931,  Iroquois  Share  Corporation  at  an  aggregate  cost  of  $1,123,619 
acquired  37,700  shares  of  the  Class  B  stock  of  American  Investors, 
Inc.,  of  which  11,500  shares  were  purchased  directly  from  Atlas 
Corporation;  26,300  shares  of  Prudential  Investors,  Inc.,  common 
stock,  of  which  25,100  shares  were  acquired  directly  from  Atlas  Cor- 
poration and  its  subsidiaries;  10,000  shares  of  the  capital  stock  of 
Ungerleider  Financial  Corporation,  all  of  which  were  acquired  from 
Atlas  Corporation  and  its  subsidiaries;  19,000  shares  of  the  preferred 
stock  of  Federated  Capital  Corporation,  all  of  which  were  acquired 
from  Atlas  Corporation  itself;  and  21,350  shares  of  the  Class  B 
common  stock  of  Sterling  Securities  Corporation,  of  which  4,050 
shares  were  acquired  from  Atlas  Corporation.^^  All  of  these  securi- 
ties, with  the  exception  of  the  Class  B  stock  of  Sterling  Securities 
Corporation,  were  purchased  by  Iroquois  Share  Corporation  at  pre- 
vailing market  prices.®''  In  several  cases  the  market  prices  of  these 
securities  were  substantially  less  than  their  asset  values.''^ 

Minority  stockholders  of  Iroquois  Share  Corporation  were  not  in- 
formed of  the  fact  that  Atlas  Corporation  had  changed  the  invest- 
ment policy  of  their  company  to  a  program  of  acquiring  investment 
company  securities  at  less  than  their  asset  value,  with  the  ultimate 
aim  of  realizing  the  actual  asset  values  of  the  securities  acquired  by 
absorbing  the  assets  of  the  investment  companies  involved. 

On  August  11,  1931,  approximately  four  months  after  its  acquisi- 
tion of  control  of  Iroquois  Share  Corporation,  Atlas  Corporation  con- 
cluded its  negotiations  to  acquire  a  controlling  block  of  the  stock  of 
Chatham  Phenix  Allied  Corporation  at  a  cost  of  approximately  $8,- 
000,000.  Atlas  Corporation,  however,  did  not  then  have  in  cash  the 
entire  amount  necessary  to  purchase  control  of  Chatham  Phenix  Allied 
Corporation.  Accordingly,  it  borrowed  $7,000,000  from  Bankers  Trust 
Company  of  New  York.^^  As  a  step  to  repayment  of  this  loan,  Atlas 
Corporation,  on  the  same  day  that  it  acquired  control  of  Chatham 
Phenix  Allied  Corporation,  caused  its  nominees  on  the  directorate  of 
Iroquois  Share  Corporation  to  sell,  at  their  market  value,  virtually  all 
of  the  corporate  assets,  which  consisted  essentially  of  the  investment 
company  securities  which  have  already  been  described,  to  Chatham 
Phenix  Allied  Corporation,  control  of  which  was  simultaneously  being- 
acquired  by  Atlas  Corporation.  Iroquois  Share  Corporation  realized 
$1,155,528.75  in  cash  as  the  result  of  the  sale.  Immediately  following 
the  sale  of  the  corporation's  assets,  the  directorate  of  Iroquois  Share 


^  Op.  cit.  supra,  note  72,  Commission's  Exhibit  No.  2001. 

*"  Ibid.  The  Sterling  Securities  Corporation  Class  B  common  stock  had  no  quoted 
market  value  and  no  asset   value.      (Id.,  Commission's  Exhibit  No.  2001,  p.  262.) 

»»This  was  true  in  the  case  of  Federated  Capital  Corporation's  preferred  stock  (see 
supra,  p.  1289)  and  the  capital  stock  of  Ungerleider  Financial  Corporation  (ibid.). 

"^  See  supra,  pp.  1140-.51. 
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Corporation  resolved  to  dissolve  the  corporation  and  to  hold  a  stock- 
holders' meeting  on  August  29,  1931,  to  pass  on  the  resolution.  The 
result  of  the  stockholders'  meeting  was  a  foregone  conclusion,  since 
Atlas  Corporation  owned  in  excess  of  95%  of  the  stock  of  Iroquois 
Share  Corporation.  In  fact,  on  the  very  day  that  the  directors 
adopted  the  resolution  to  dissolve,  Atlas  Corporation  was  advanced 
$1,200,000  in  cash  by  Iroquois  Share  Corporation  as  a  payment  against 
the  distributive  share  of  the  corporate  assets  to  which  Atlas  Corpora- 
tion would  be  entitled  on  the  dissolution  of  the  corporation.  This  cash 
advance  to  Atlas  Corporation  was  almost  exclusively  derived  from  the 
sale  by  Iroquois  Share  Corporation  of  its  assets  to  Chatham  Phenix 
Allied  Corporation.  Atlas  Corporation  used  the  cash  to  repay,  in  part, 
its  loan  of  $7,000,000  from  Bankers  Trust  Company.^^ 

Obviously  the  dissolution  of  Iroquois  Share  Corporation  was  a 
reflection  only  of  the  will  of  Atlas  Corporation,  apparently  motivated 
primarily  by  its  need  for  funds  to  effectuate  its  acquisition  of  control 
of  another  investment  company.  However,  from  the  point  of  view 
of  the  minority  stockholders  of  Iroquois  Share  Corporation,  no  com- 
pelling reason  for  the  dissolution  of  the  company  existed,  although 
the  dissolution  may  have  been  advantageous  to  Atlas  Corporation 
since  it  eliminated  the  expense  of  further  operation  of  Iroquois  Share 
Corporation  as  a  separate  corporate  entity.  Iroquois  Share  Corpo- 
ration, although  it  had  sustained  large  losses,  was  not  insolvent,  and 
its  continued  operation  under  the  management  of  Atlas  Corporation 
might  have  resulted  in  the  eventual  recoupment  of  the  losses  suffered 
by  the  corporation  and  its  stockholders.  In  fact,  as  has  been  de- 
scribed, Atlas  Corporation  had  caused  Iroquois  Share  Corporation 
to  purchase,  at  market  prices  which  were  in  several  cases  substantially 
less  than  their  asset  values,  securities  of  investment  companies  whose 
eventual  absorption,  with  its  attendant  profits.  Atlas  Corporation  was 
seeking  to  accomplish.  Had  Atlas  Corporation  permitted  Iroquois 
Share  Corporation  to  function  until  the  dissolution  by  Atlas  Corpo- 
ration of  the  investment  companies  whose  securities  it  had  placed  in 
the  portfolio  of  Iroquois  Share  Corporation,  the  minority  stockhold- 
ers might  have  shared  in  any  profit  which  Atlas  Corporation  may 
have  derived  as  the  result  of  its  program  of  investment  company  ac- 
quisitions. Instead,  Atlas  Corporation,  by  dfssolving  Iroquois  Share 
Corporation  in  a  period  of  falling  securities  prices,  eliminated  the 
minority  stockholders  of  Iroquois  Share  Corporation  from  the  pos- 
sible future  benefits  of  the  new  investment  policy  of  Iroquois  Share 
Corporation.  Nor  did  Atlas  Corporation  offer  to  the  minority  stock- 
holders of  Iroquois  Share  Corporation  an  opportunity  to  participate 
indirectly  in  its  program  by  granting  to  such  stockholders,  as  was 
done  in  the  case  of  other  companies  dissolved  by  Atlas  Corporation,®^ 
an  option  to  receive  either  portfolio  securities  or  cash  as  their  dis- 
tributive share  of  the  corporate  assets.  By  conveying  the  assets  of 
Iroquois  Share  Corporation  to  Chatham  Phenix  Allied  Corporation, 
which  Atlas  Corporation  controlled,  and  substantially  all  of  whose 
securities  it  eventually  acquired,^*  Atlas  Corporation  in  effect  re- 
tained for  its  own  stockholders  all  of  the  potential  profits  to  be  derived 


^  Op.  cit.  supra,  note  72,  Commission's  Exhibit  No.  2001.     Also,  see  supra,  pp.  1149-.53. 
83  See  this  section,  infra,  pp.  1446-53. 
"J  See  supra,  pp.  1148-57. 
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from  the  investment  of  the  funds  of  Iroquois  Share  Corporation,  in- 
chiding  those  of  its  minority  stockholders,  in  the  securities  of  invest- 
ment companies  eventually  absorbed  by  Atlas  Corporation. 

On  the  dissolution  of  Iroquois  Share  Corporation,  its  minority 
stockholders  received  a  liquidating  dividend  of  $8.35  a  share  of  their 
stock.*^^  The  minority  stockholders  of  Iroquois  Share  Corporation 
who  had  originally  subscribed  for  their  shares  at  a  price  of  $21.50  a 
share  thus  suffered  a  loss  of  $13.15  a  share  on  their  investment  in 
Iroquois  Share  Corporation,^''  virtually  none  of  which  loss,  however, 
is  attributable  to  the  Atlas  Corporation  management. 

b.  Dissolution  of  Leverage  Companies 

(1)   INABILITY  OF  PREFERRED  STOCKHOLDER   TO   COMPEL 
DISSOLUTION 

Elsewhere  in  this  report  °^  there  is  indicated  the  potentialities  for 
abuse  inherent  in  the  conflicts  of  interest  engendered  by  the  capital 
structures  of  leverage  investment  companies ;  that  is,  companies  which 
have  outstanding,  in  addition  to  common  stock,  one  or  more  classes 
of  preferred  stock  or  bonds  or  both.  In  essence,  the  common  stock- 
holder of  a  leverage  investment  company  is  trading  with  the  funds  of 
the  senior  security  holders  for  his  own  account  and  for  the  purpose  of 
augmenting  the  value  of  his  own  stock.  As  a  quid  pro  quo  for  this 
ability  to  trade  with  the  funds  of  senior  security  holders,  the  funds 
contributed  to  the  enterprise  by  the  common  stockholder  form  a 
"cushion"  or  protection  against  a  decline  in  the  value  of  the  corporate 
assets  below  the  amount  of  the  preferential  claims  of  the  senior  se- 
curity holders.  In  many  cases,  however,  at  least  a  majority  of  the 
common  stock  of  leverage  investment  companies  has  been  initially 
acquired  by  the  sponsors  or  promotors  for  only  a  nominal  considera- 
tion.^^ 

On  the  other  hand,  the  preferred  stockholder  (or  the  bondholder) 
has  bargained  for  a  fixed  participation  in  the  corporate  earnings  and 
for  a  preferential  and  fixed  claim  against  the  corporate  assets  on  its 
dissolution.  In  reality,  however,  the  protection  apparently  provided 
by  the  preferential  claim  of  the  senior  security  holder  has  been 
illusory.  In  the  construction  of  a  leverage  capitalization,  the  major- 
ity voting  power  is  always  vested  in  the  common  stocks  and  since  a 
dissolution  of  a  corporation  in  most  states  requires  the  consent  of  the 
holders  of  two-thirds  of  the  voting  securities,^^  the  preferred  stock- 


"'  Op.  cit.  supra,  note  72,  Commission's  Exhibit  No.  2033.  If  the  portfolio  of  Iroquois 
Share  Corporation  at  the  date  that  control  was  acquired  by  Atlas  Corporation  had  been 
retained  to  the  date  that  the  corporation  was  dis.^'olved,  the  per  share  liquidating  value 
of  the  stock  of  Iroquois  Share  Corporation  would  have  been  $8.42    (ibid.). 

M  Public  Examination,  Iroquois  Share  Corporation,  at  13939,  and  Commission's  Exhibit 
No.   1422. 

w  See  Ch.  V  of  this  part  of  the  report. 

"8  Compare  the  case  of  Sterling  Securities  Corporation,  supra,  pp.  1162-79. 

"9  See  this  section,  supra,  p.  1429.  In  some  states,  either  by  judicial  decision  or  by  stat- 
ute, minority  stockholders  may  sue  for  a  dissolution  of  a  corporation  when  its  objects  are  no 
longer  capable  of  achievement,  the  management  has  been  guilty  of  repeated  acts  of  fraud 
or  gross  mismanagement,  or  the  dissolution  of  the  corporation  will  be  "just  and  equitable." 
However,  the  petitioning  stockholder  has  the  burden  of  proving  these  conditions,  a  diffi- 
culty which  may  be  insuperable  in  view   of  the  financial  expense  which  will  be  required 
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holders  alone  are  never  in  a  position  to  compel  a  dissolution  of  their 
corporation.  The  preferential  right  of  the  preferred  stockholders  are 
most  important  to  them  at  a  time  when  the  corporate  assets  have 
declined  to  a  point  below  the  total  sum  to  which  they  would  be  en- 
titled on  a  dissolution  of  the  corporation.  In  this  situation,  however, 
a  dissolution  of  the  corporation  would  conflict  sharply  with  the  inter- 
ests of  the  common  stockholders  who  would  suffer  a  total  loss  both 
of  their  entire  investment  in  the  enterprise  and  of  the  opportunity  to 
recoup  their  losses  by  virtue  of  the  leverag'e  potentialities  in  their 
shares  in  the  event  of  a  future  appreciation  in  the  value  of  the  cor]30- 
ration's  portfolio  of  securities.  Rather  than  dissolve  their  corpora- 
tion in  the  interests  of  the  preferred  stockholders,  the  tendency  may 
be  for  the  majority  common  stockholders  to  transfer  their  shares  to 
others  who  are  willing  to  pay  attractive  prices  for  control  of  the 
preferred  stockliolders'  money. 

The  testimony  of  Carroll  E.  Gray,  Jr.,  an  officer  of  Burr  &  Co.,  Inc., 
a  New  York  brokerage  firm,  and  a  former  director  and  president  of 
Burco,  Inc.,  an  investment  company,  graphically  describes  the  illusory 
character  of  the  preferences  to  which  the  preferred  stocMiolder  of  an 
investment  company  is  theoretically  entitled  on  a  dissolution  of  his 
company.  In  June  1932  Mr.  Gray  and  certain  of  his  associates  had 
acquired  at  cost  of  $140,000  approximately  40%  of  the  common  stock 
of  Burco,  Inc.,  an  investment  company  which  had  outstanding  ap- 
proximately 30,000  shares  of  preferred  stock  entitled  on  any  dissolu- 
tion of  the  corporation  to  a  first  claim  against  the  corporate  assets  to 
Ihe  extent  of  $50  a  share  and  accrued  dividends.  On  February  28, 
1938  Mr.  Gray  and  his  associates  disposed  of  their  common  stock 
holdings  in  Burco,  Inc.,  to  a  group  headed  by  S.  Leo  Solomont, 
Thomas  W.  Morris,  and  Ralph  H.  Robb,  Boston  attorneys,  for  a  total 
consideration  of  $340,000,  or  approximately  $9  a  share  of  their  hold- 
ings. The  then  market  value  of  the  stock  ranged  from  $1  to  $1.50  a 
share  in  an  inactive  market.  The  common  shares  had  no  asset  value 
since  the  approximate  $1,250,000  of  assets  owned  by  the  company  were 
insufficient  to  cover  the  prior  claim  of  the  preferred  stockholders  if 
the  corporation  were  then  liquidated.  This  shift  in  the  control  of 
Burco,  Inc.,  was  consummated  by  Mr.  Gray  and  his  associates  with- 
out previously  informing  or  consulting  with  the  preferred  stockhold- 
ers, the  equitable  owners  of  Burco,  Inc.'s  assets.^"*'  The  new  manage- 
ment derived  the  funds  used  to  pay  for  the  Burco,  Inc.,  stock  held 
by  Mr.  Gray  and  his  associates  by  the  sale  of  a  substantial  portion 
of  the  marketable  securities  in  Burco,  Inc.'s  portfolio.  The  preferred 
stockholder's  assets  were  thus  used  by  the  new  management  to  acquire 
control  of  the  corporation.  As  a  result  of  this  and  other  transactions 
between  the  corporation  and  the  new  management,  approximately 
one-half  of  the  value  of  Burco,  Inc.'s  assets,  all  of  which  in  theory 
belonged  to  the  preferred  stockholders,  was  dissipated.^°^  The 
impotency  of  the  preferred  stockholders  to  compel  a  dissolution  of 
the  corporation  and  the  distribution  of  the  corporate  funds  to  them- 


to  establish  the  facts  and  the  general  reluctance  of  the  courts  to  dissolve  a  corporation 
where  the  majority  voting  stockholders  desire  its  continuance.  See  Hornstein,  A  Remedy 
for  Corporate  Ahuse— Judicial  Poiver  to  Witid  Up  a  Corporation  at  the  Suit  of  a  Minority 
Stockholder,  40  Columhia  Law  Review,  220  et  seq.   (1940). 

If"  See  supra,  p.  1077,  and  Ch.  II  of  this  part  of  the  report,  pp.  350-406. 

"1  Ibid. 
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selves,  as  an  alternative  to  a  shift  in  control  of  their  assets  to  un- 
scrupulous individuals,  was  pointed  out  by  Mr.  Gray  in  his  testimony 
as  follows :  "^ 

Q.  So  during  the  normal  course  of  the  history  of  the  corporation  or  the 
investment  trust,  if  they  have  enough  money  to  cover  the  preferred  and  have 
something  for  the  common,  then  this  preference  does  not  mean  anything.  The 
only  thing  the  preference  means  is  that  he  is  getting  less  income  than  the 
common  stockholders? 

A.  That  is  correct. 

Q.  The  time  that  his  preferred  position  is  vital  is  when  there  is  not  enough 
money  to  pay  common  stockholders  anything ;  the  preferred  stockholder  be- 
comes concerned  then  as  to  whether  his  preference  is  going  to  mean  anything ; 
is  not  that  so? 

A.  That  is  correct. 

Q.  That  was  the  situation  at  the  time  you  carried  on  the  negotiations  for 
the  sale  of  your  common  stock;  is  not  that  so? 

A.  Correct. 

Q.  The  common  stock,  theoretically,  if  there  was  a  liquidation  had  no  value 
at  all  and  here  was  the  fellow  who  had  the  preferred  stock  who  was  sitting  with 
his  preferred  stock,  taking,  shall  I  say,  less  income  than  the  common  stock. 
*  *  *  always  saying  to  himself,  I  may  be  making  less  than  the  common- 
stock  holders,  but  when  the  judgment  day  comes  and  there  is  not  enough 
money  to  pay  the  common  stocks  and  preferred  stocks,  then  at  least  I  am  going 
to  get  my  principal  back;  is  not  that  so? 

A.  Correct. 

Q.  You  do  not  deny  that  at  that  time  if  there  was  a  liquidation  he  would  get 
every  dollar  of  the  money? 

A.  That  is  correct. 

Q.  And  the  common  stockholder  would  get  nothing? 

A.  That  is  correct. 

Q.  *     *     *     what  percentage  did  you  say  that  was  again,  your  block? 

A.  40  percent. 

Q.  Almost  a  majority  of  the  stock,  less  10  percent,  had  it  in  their  power  to 
either  consent  to  the  liquidation  or  not  consent  to  the  liquidation.  *  *  *  is 
not  that  so? 

A.  That  is  correct. 

Q.  You  do  not  deny,  Mr.  Gray,  that  if  you  decided  that  you  thought  the  trust 
should  be  liquidated  at  that  time  that  you  with  your  block  of  stock  could  have 
had  that  trust  liquidated  and  turned  the  assets  over  to  the  preferred? 

A.  I  did  not  think  it  should  be  liquidated  at  that  time  or  at  any  other  time. 

Q.  I  am  not  saying  that.  I  am  just  propounding  the  hypothetical  question. 
Your  block  of  stock  would  have  played  a  material  part  in  any  attempt  to 
liquidate;  is  not  that  so? 

A.  That  is  correct. 
******* 

Q.  When  you  sat  there  with  the  common  stock  and  the  public  was  in  the 
preferred  stock  and  the  balance  of  the  common — I  am  just  addressing  myself 
to  the  preferred  stockholders;  I  just  want  to  find  out  what  a  preferred  stock 
really  is,  and  from  its  theoretical  attributes — the  effect  of  that  is  that  you  were 
speculating  with  the  public  money ;  is  that  not  so? 

A.  In  what  manner? 


Public  Examination,  First  Income  Trading  Corporation,  et  al.,  at  873-6. 
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Q.  Well  in  this  maimer :  When  you  *  *  *  analyze  what  the  preferred 
stock  really  is  and  try  to  analogize  to  a  margin  accomit,  the  preferred  stock  is 
really  in  the  position  of  a  broker  in  that  he  is  putting  up  the  fund  with  which 
the  common  stockholder  speculates,  is  not  that  so? 

A.  That  is  so  in  any  business. 

Q.  I  am  not  unmindful  of  that. 

A.  Your  premise  is  correct. 

Q.  That  is  right,  so  that  capital  structure  which  has  senior  securities  in  it 
is  nothing  more  or  less  than  a  margin  account  for  the  common  stockholder,  is 
not  that  so? 

A.  No ;  I  would  not  put  it  in  those  terms.  *  «  *  i  vvill  say  the  preferred 
stockholder  put  his  money  in  any  corporation  with  the  knowledge  the  common 
stockholder  is  going  to  manage  the  corporation. 

Q.  Well  no,  but  I  am  not  talking  about  managing  the  corporation.  The  pre- 
ferred stockholder  puts  up  the  money,  is  not  that  so? 

A.  Correct. 

Q.  He  has  got  a  ceiling  on  what  his  return  can  be  *  *  *  no  matter  what 
the  assets  of  the  company  are? 

A.  That  is  correct. 

Q.  He  cannot  get  more  than  a  fixed  percentage  of  the  income,  is  not  that  so? 

A.  That  is  correct. 

Q.  That  is  similar  to  a  broker  putting  up  margin  for  an  account  of  his.  The 
only  thing  he  can  get  is  his  money  back. 

A.  Yes. 

Q.  And  his  interest  on  the  amount  of  money  he  loans  to  the  customer,  is  not 
that  so? 

A.  Yes. 

Q.  So,  the  money  contributed  by  the  preferred  stockholder  in  that  respect, 
I  say,  was  like  the  margin  supplied  by  a  brokerage  firm  to  a  fellow  who  is  going 
to  trade  in  common  stock,  is  not  that  so?    That  is  what  you  are  doing? 

A.  No  ;  I  do  not  think  so.     *     *     * 

Q.  Well,  if  anything,  the  analogy  is  stronger  because  if  that  was  a  margin 
account  when  yovir  account  was  under  water,  you  would  have  gotten  a  telephone 
call  to  put  up  more  margin. 

A.  That  is  correct. 

Q.  But  in  this  case  you  did  not  even  have  to  put  up  more  money  even  though 
preferred  stock  was  under  water,  is  that  so? 

A.  Correct. 

As  a  result,  therefore,  of  the  conflicts  of  interest  which  are  inherent 
in  a  leverage  capital  structure,  preferred  stockholders  are  normally 
incapable  of  protecting  their  interests  by  a  dissolution  of  their  com- 
pany. 

On  the  other  hand,  the  refusal  of  the  sponsor  common  stockholders 
to  permit  a  liquidation  in  the  interests  of  the  preferred  stockholders 
is  sometimes  justified  on  the  ground  that  the  investment  of  the  minor- 
ity common  stockholders  in  the  enterprise  would  be  wiped  out  if  the 
corporation  were  liquidated  at  a  time  when  the  common  stock  had  no 
asset  value.  Nevertheless,  the  sale  of  control  by  the  majority  common 
stockholders  may  only  postpone  the  dissolution  of  the  corporation  and 
its  attendant  eradication  of  the  investment  of  minority  common  stock- 
holders. 
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(2)  DISSOLUTION  WHEN  COMMON  STOCK  IS  WITHOUT  ASSET  VALUE 

Where  a  majority  control  of  both  preferred  and  common  stock  of  a 
leverage  investment  company  has  become  concentrated  in  the  hands 
of  one  individual  or  organization,  a  dissolution  which  will  wipe  out 
the  investment  of  minority  common  stockholders  may  occur.  The 
legal  inability  of  the  preferred  stockholders  alone  to  compel  a  dis- 
solution of  their  corporation  is  the  cornerstone  of  campaigns  to  ac- 
quire such  preferred  stock  at  market  prices  which  are  substantially 
less  than  their  actual  value  and  to  realize  the  real  value  of  the  stock 
by  the  ultimate  absorption  of  the  corporation's  assets  by  effecting 
its  dissolution.  In  the  course  of  such  campaigns  the  percentage  of 
common  stock  required  to  dissolve  the  corporation  is  acquired  not  for 
its  inherent  value  but  for  its  value  as  an  implement  to  effect  legally 
a  liquidation  of  the  corporation.  The  asset  losses  involved  in  the 
acquisition  of  the  negative  asset  value  common  stock  are  to  be  re- 
trieved by  the  profits  on  the  acquisition  of  preferred  stocks.  Essen- 
tially, the  interest  of  the  dominant  stockholder  is  in  its  preferred 
stock  holdings.  Its  position  may  be,  therefore,  antagonistic  to  that 
of  minority  common  stockholders. 

When  acquisition  of  the  preferred  stock  by  the  dominant  holder  of 
all  classes  of  stock  has  reached  its  maximum,  a  dissolution  of  the 
corporation  may  be  effected  by  such  stockholder  at  a  time  when  the 
minority  common  stock  has  no  asset  value.  The  possible  inequity 
to  the  minority  common  stockholder  of  a  leverage  investment  com- 
pany of  dissolving  the  company  in  such  circumstances  may  be  gleaned 
from  the  testimony  of  Floyd  B.  Odium,  president  of  Atlas  Corpora- 
tion. As  has  already  been  described,  in  September  1931  Atlas  Cor- 
poration contracted  to  purchase  at  a  price  of  $3  a  share  approximately 
two-thirds  of  the  negative  asset  value  common  stock  of  National 
Securities  Investment  Company,  a  leverage  company,  from  A.  G. 
Becker  &  Co.,  the  company's  sponsor.  Mr.  Odium  justified  the  sale 
by  A.  G.  Becker  &  Co.  of  its  common  stock  to  Atlas  Corporation  on 
the  ground  that  a  dissolution  of  the  company  in  the  interest  of  the 
preferred  stockholders  of  National  Securities  Investment  Company, 
who  had  originally  purchased  their  shares  from  A.  G.  Becker  &  Co., 
the  underwriter  of  the  stock,  would  have  been  unfair  to  the  com- 
pany's minority  common  stockholders :  ^°^ 

Q.  The  preferred  stockholder  says:  "I  want  the  assurance  of  the  return  of 
my  principal  and  in  order  to  get  that  assurance  I  am  willing  to  take  a  smaller 
return,  while  you,  Mr.  Common  Stockholder,  are  willing  to  gamble  with  respect 
to  the  return  of  your  principal,  and,  therefore,  in  consideration  of  that  you  are 
entitled  to  a  higher  return  if  it  is  made."     Isn't  that  so? 

A.  No.  That  is  not  what  the  preferred  stockholder  said.  The  preferred  stock- 
holder, if  he  wanted  to  have  an  assurance  of  the  return  of  his  principal,  would 
not  have  bought  a  preferred  stock  of  an  investment  trust. 

Q.  He  would  have  put  it  in  the  bank? 

A.  Yes.  He  would  have  put  it  in  the  bank.  He  said,  "I  want  to  be  assured 
that  I  have  a  cushion  behind  me  and  that  I  will  get  whatever  is  there,  up  to 
my  principal,  before  the  fellow  who  is  junior  to  me  gets  anything.  For  putting 
that  cushion  behind  me  I  will  limit  my  profits." 


i""  Op.  cit.  supra,  note  72,  at  18069-71. 
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Q.  Then  he  says,  "If  the  time  comes  when  this  trust  is  to  be  liquidated,  I 
am  to  get  a  first  lien  on  the  assets." 

A.  Everything  that  is  there  until  I  am  paid. 

Q.  And  in  this  case  the  one  who  is  substantially  preventing  him  from  getting 
the  first  lien  on  the  assets  was  A.  G.  Becker  because  they  had  the  common  stock 
control. 

A.  You  raise  a  question  there.  If  you  are  talking  of  a  one-stock  [i.  e.,  non- 
leverage]  company,  I  can  go  a  long  way  with  you.  When  you  are  talking  of  the 
company  with  preferred  and  common,  where  the  common  has  put  in  real  money 
and  has  protected  the  preferred  all  of  the  way  down  in  a  falling  market  and  no 
liquidation  was  originally  contemplated,  I  think  there  is  a  very  grave  question 
and  I  would  be  inclined  to  resolve  it  in  favor  of  the  continuity  of  the  company, 
and  you  should  not  pick  the  low  spot  where  you  would  wipe  out  the  man  junior 
to  you  and  try  to  force  a  liquidation.  Furthermore,  if  Becker  had  ever  agreed 
with  what  you  are  saying  he  would  have  exercised  his  right  as  controlling 
common  stockholder  to  wipe  out  the  minority  [common]  stock  which  was  in  the 
hands  of  the  public. 

In  September  1931,  when  Atlas  Corporation  agreed  to  purchase 
A.  G.  Becker  &  Co.'s  holdings  of  the  common  stock  of  National  Se- 
curities Investment  Company,  that  company's  preferred  stock,  vdiich 
was  entitled  on  dissolution  of  the  company  to  a  first  claim  against 
the  assets  to  the  extent  of  $100  a  share  plus  accrued  unpaid  dividends, 
had  a  per  share  asset  value  of  $73.72.^°*  By  July  24,  1935,  the  asset 
value  of  the  preferred  stock  of  National  Securities  Investment  Com- 
pany had  increased  to  $96.25  a  share  ^°^ — a  performance  superior  to 
that  of  the  Standard  Statistics  Company's  90  common  stock  index 
for  the  same  period.^°^  The  common  shares  of  the  company  were 
still  without  asset  value.^°^ 

Meanwhile,  however,  Atlas  Corporation  had,  as  a  result  of  its 
cash  purchases  and  exchange  offers,  acquired  97%  of  National  Se- 
curities Investment  Company's  preferred  stock  and  92%  of  its  com- 
mon stock.^°^  And,  as  has  been  pointed  out  elsewhere  in  this  chap- 
ter,'°^  Atlas  Corporation  had  acquired  its  preferred  stock  in  Na- 
tional Securities  Investment  Company  at  a  substantial  discount  from 
its  asset  value. 

On  July  24,  1935,  Atlas  Corporation,  as  the  holder  of  in  excess  of 
two-thirds  of  the  voting  securities  of  National  Securities  Invest- 
ment Company,  caused  that  company  to  be  dissolved.  Minority 
stockholders  owning  73,448  shares  of  the  common  stock  of  National 
Securities  Investment  Company  who  had  refused  to  sell  their  shares 
or  accept  Atlas  Corporation's  exchange  offers  (possibly  on  the 
ground  that  they  desired  a  continuance  of  their  company  and  an 
opportunity  to  recover  their  losses),  had  no  choice  but  to  accept  the 
dissolution  of  their  company.  They  were  deprived  in  the  rising 
security  markets  of  1935  of  the  "leverage"  supplied  to  their  com- 
mon stock  by  the  preferred  stock  of  their  company,  97%  of  which 
was   owned   by   Atlas    Corporation.     However,   Atlas    Corporation 


M*  See  supra,  pp.  1111-12. 

10^  Op.  cit.  supra,  note  72,  Commission's  Exhibit  No.  2001   (p.  191). 

K»Id.,    Commission's   Exhibit  No.    2033. 

^'"M.,  Commission's  Exhibit  No.   2001    (p.  191). 

"»  Ibid. 
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voluntarily  paid  the  sum  of  $1.50  a  share  to  the  minority  common 
stockholders  of  National  Securities  Investment  Company  when  the 
common  stock  was  without  asset  value,  out  of  Atlas  Corporation's 
distributive  share  of  the  assets  of  National  Securities  Investment 
Company .^^°    Mr.  Odium  testified :  ^^^ 

A.  We  did  not  feel  it  [National  Securities  Investment  Company]  could  be 
dissolved  when  the  common  stock  was  below  asset  value,  without  wiping  out 
the  minority  common  stock  group,  and  we  paid  it  out  of  our  pocket  to  get  it 
dissolved. 

Q.  The  company  was  kept  alive.  But  when  for  the  beneficial  purpose  of 
Atlas  Corporation  they  thought  that  was  the  time  to  dissolve  National  Se- 
curities Investment  Company,  they  dissolved  it  and  paid  $1.50  a  share  to 
the  minority  common  stockholders.     Isn't  that  so? 

A.  We  dissolved  the  trust  as  soon  as  we  could.  If  we  had  waited  for  the 
market  to  carry  through  we  didn't  know  when  it  would  be.  But  don't  forget 
at  the  time  the  stock  was  bought  at  $3  a  share  (from  A.  G.  Becker  &  Co.) 
and  until  we  paid  $1.50  per  share  the  market  had  also  changed.  The  market 
on  investment  trust  stocks  went  down  as  low  as  50  and  25. 

Q.  What  happened  to  the  good  old  leverage? 

A.  It  was  working  the  other  way. 

Q.  About  the  time  it  was  supposed  to  come  back  *  *  *  and  work 
in  the  common  stock's  favor,  the  company  was  dissolved? 

A.  One  never  knows  what  the  future  will  bring. 

Q.  I  am  glad  to  hear  you  say  that. 

A.  I  don't  know,  anyway. 

Minority  common  stockholders  of  Federated  Capital  Corporation, 
another  leverage  company,  control  of  which  was  acquired  by  Atlas 
Corporation,  were  similarly  eliminated  from  any  continuance  of 
their  interest  in  their  company  by  its  dissolution  on  July  25,  1935.^^^ 
The  common  stock  of  Federated  Capital  Corporation  had  been  en- 
tirely sold  to  the  public  from  1927  to  1930,  and  of  the  approxi- 
mately $6,400,000  of  capital  raised  by  the  company,  approximately 
$2,800,000  represented  the  contribution  to  the  enterprise  made  by 
common  stockholders ;  "^  the  remainder  of  the  capital  was  con- 
tributed by  holders  of  the  company's  preferred  stock  which  on  dis- 
solution of  the  company  was  entitled  to  a  priority  in  assets  to  the 
extent  of  $26.25  a  share  and  accrued  dividends.^^* 

As  has  already  been  described,^^^  Atlas  Corporation  acquired  con- 
trol of  Federated  Capital  Corporation,  not  by  the  purchase  of  a 
majority  block  of  the  securities  of  the  corporation  but  by  the  assign- 
ment to  it  by  the  corporation's  original  sponsor  of  a  contract  to 
manage  the  corporation.  Atlas  Corporation,  with  the  paid  assist- 
ance of  P.  H.  Whiting  &  Co.,  Inc.,^^*'  the  original  distributor  of  Fed- 
erated Capital  Corporation's  securities,  then  began  to  acquire  by 
purchase  or  exchange  offer  of  its  own  shares,  the  securities  of  Fed- 
erated Capital  Corporation,  particularly  the  preferred  stock,  which 


"0  Op.  cit.  supra,  note  72,  Commission's  Exhibit  No.  2001. 

ii>  Id.,  at  18017-8. 

^12  Id.,   Commission's  Exhibit  No.  2001    (p.   242). 

1"  Public  Examination,   Federated  Capital   Corporation,   Commission's  Exhibit  No.   1476. 
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from  1931  to  1935  had  an  asset  value  substantially  greater  than  its 
market  price.^^^  The  common  stock,  which  over  the  same  period  had 
a  negative  asset  value,  was  acquired  by  Atlas  Corporation  only  be- 
cause of  its  utility  as  the  le^al  tool  for  the  effectuation  of  the  ultimate 
dissolution  of  the  corporation.  By  July  25,  1935,  Atlas  Corporation 
had  acquired  94.2%  of  the  preferred  stock  of  Federated  Capital 
Corporation  and  68.6%  of  its  common  stock.^^^ 

From  May  1931  to  July  25,  1935,  the  asset  value  of  the  preferred 
stock  of  Federated  Capital  Corporation  had  increased  from  $24.48 
a  share  to  $25.25  a  share,  a  performance  substantially  better  than  that 
of  the  Standard  Statistics  Company's  90  common  stock  index  for  the 
period."^  Although  the  common  stock  of  Federated  Capital  Corpo- 
ration had,  from  1931  to  July  25,  1935,  a  small  negative  asset  value, 
the  demonstrated  management  ability  of  Atlas  Corporation  and  the 
prospect,  in  the  middle  of  1935,  of  a  continued  rise  in  security  values 
combined  with  the  leverage  advantage  in  the  common  stock  of  Fed- 
erated Capital  Corporation,  seemed  to  indicate  that,  in  the  near 
future,  such  stock  would  acquire  a  substantial  asset  value. 

Although  the  public  held  32%  of  the  common  stock  of  Federated 
Capital  Corporation,  Atlas  Corporation,  on  July  25,  1935,  as  the 
majority  holder  of  all  classes  of  Federated  Capital  Corporation's 
securities,  voted  to  dissolve  the  company.  Atlas  Corporation,  how- 
ever, out  of  its  own  distributive  share  of  the  assets  of  Federated 
Capital  Corporation,  paid  to  minority  stockholders  $1.25  for  each 
share  of  their  common  stock — a  sum  in  excess  of  the  then  market 
value  of  such  stock.  As  has  been  pointed  out,  the  common  stock 
of  Federated  Capital  Corporation  would  have  been  entitled  to  none 
of  the  assets  of  Federated  Capital  Corporation.^^" 

Nevertheless,  the  minority  common  stockholders  had  no  choice  but 
to  accept  the  $1.25  a  share.  Holders  of  approximately  14,000  shares 
of  the  total  minority  interest  of  77,000  common  shares,  headed  by 
V.  A.  Sears,  a  Boston  security  dealer  who  had  been  one  of  the  original 
distributors  of  the  common  stock  of  Federated  Capital  Corpora- 
tion,^-^ opposed  the  dissolution  of  the  corporation.  At  the  stock- 
holders' meeting  called  to  approve  the  dissolution  of  the  corporation, 
a  motion  made  by  Mr.  Sears,  supported  by  the  holders  of  14,000  shares 
of  minority  common  stock,  to  postpone  dissolution  of  the  corporation 
for  a  period  of  two  years,  presumably  in  the  hope  that,  after  such 
period  an  improvement  in  market  values  of  securities  supplemented 
by  the  "leverage"  in  the  common  stock  would  increase  the  asset  value 
of  such  stock  to  an  amount  in  excess  of  the  $1.25  a  share  offered  by 
Atlas  Corporation,  was  voted  down  by  the  proxies  of  Atlas  Corpora- 
tion. The  attitude  of  the  minority  common  stockholders  is  indicated 
in  a  statement  made  at  the  stockholders'  meeting  by  Fred  G.  Perkins, 
one  of  such  stockholders :  ^^^ 

*  *  *  I  wish  to  lodge  a  protest  against  the  dissolution  of  Federated 
Capital  Corporation,  a  proposal  manifestly  motivated  at  least  by  those  directors, 
being  a  majority  closely  identified  in  interest  or  association  with  Atlas  Cor- 


"7  Ibid. 

1"  Op.  cit.  supra,  note  72,  Commission's  Exhibit  No.  2001. 

"'  Id.,   Commission's  Exhibit   No.    2033. 

^"Id..  Commission's  Exhibit  No.  2001    (p.   242). 

"iQp.  cit.  supra,  note  113,  at  14531-2. 

1"  Id.,  Commission's  Exhibit  No.   1494. 
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poration  *  *  *.  No  one  doubts,  if  the  controlling  corporation  wills  this 
dissolution  to  take  place,  that  such  will  eventuate,  and  this  with  seeming  right 
of  law  and  the  minority  of  stockholders  of  the  controlled  corporation  to  the 
contrary  notwithstanding.  *  *  *  This  situation  is  not  cured  by  an  offer, 
from  any  source  of  more  than  the  market  value  of  the  corporation's  shares 
In  view  of  the  very  nature  of  the  shares  and  their  potentialities  in  future. 

Atlas  Corporation,  as  has  been  indicated,  compensated  the  minority 
common  stockholders  because  it  dissolved  its  controlled  leverage  com- 
panies at  a  time  when  such  common  stock  had  no  asset  value.  Never- 
theless, both  the  time  of  dissolution  and  the  amount  of  compensation, 
if  any,  to  be  paid  minority  interests  who  would  suffer  by  the  dissolu- 
tion, rests  solely  in  the  discretion  of  the  dominant  stockholder.  No 
legal  requirement  compels  the  compensation  of  minority  interests 
whose  investment  in  the  enterprise  may  be  eradicated  by  a  dissolution. 
In  fact.  The  Equity  Corporation  dissolved  three  of  its  controlled  lever- 
age investment  companies,  Yosemite  Holding  Corporation,  Eastern 
Shares  Corporation,  and  Allied  General  Corporation,  at  a  time  when 
their  common  shares  had  no  asset  value,  and  when  the  outstanding 
minority  common  interest  in  the  stock  of  these  companies  was  3.7%, 
1.2%,  and  8.6%,  respectively.^^^  No  compensation  was  extended  by 
The  Equity  Corporation  to  these  minority  common  stockholders. 

2.  MANAGEMENT  EVALUATION  OF  ASSETS  ON 
DISSOLUTION 

The  evaluation,  for  distributive  purposes,  of  the  assets  of  dissolving 
investment  companies  is  almost  completely  within  the  control  of  the 
directors  of  such  corporations.  Ordinarily  the  state  laws  entrust  to 
the  directors  of  an  investment  company  the  entire  control  over  its 
dissolution,  and  the  distribution  of  its  assets  to  the  stockholders.  Such 
activities  of  the  directors  ordinarily  are  subject  to  no  supervision  or 
surveillance  by  any  administrative  or  judicial  body.^^*  Where  the 
directors  are  the  mere  nominees  of  a  majority  stockholder,  they  nat- 
urally would  be  desirous  of  obtaining  the  assets  of  the  corporation  at 
a  valuation  which  will  result  in  the  least  possible  distribution  of  the 
corporate  assets  to  minority  stockholders.  The  absolute  discretion  of 
such  directors  to  determine  the  procedure  by  which  the  corporate 
assets  are  to  be  liquidated  may  result  in  oppression  of  minority 
stockholders. 

Ordinarily  an  investment  company's  assets  consist  of  readily  mar- 
ketable securities  and  cash.  On  dissolution  the  distributive  share  of 
each  stockholder  in  the  total  assets  is  determined  by  the  market  prices 
of  the  securities  in  the  portfolio  on  their  sale  on  the  securities  ex- 
changes or  privately.  Nevertheless,  as  the  Commission  has  stated 
elsewhere :  ^^^ 

Market  prices  vary  from  day  to  day.  There  is  room  for  the  exercise  of  judg- 
ment as  to  the  dates  when  the  prices  will  range  the  highest,  and  when  they  will 
range  the  lowest.    A  management  interested  in  obtaining  the  assets  for  a  lower 


^^3  Op.  cit.  supra,  note  73,  Commission's  Exhiibits  Nos.  843,  1183. 

^"  See  the  Commission's  Report  on  the  Study  and  Investigation  of  the  Work,  Activities, 
Personnel,  and  Functions  of  Protective  and  Reorganization  Committees,  Part  VII,  pp. 
302-3. 

"^Id.,   p.  297. 
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cost  might  select  one  day  for  one  sale ;  a  management  interested  in  a  sale  to 
realize  as  much  as  possible  for  the  company,  might  select  another. 

However,  where  the  assets  are  not  readily  marketable  or  where  mar- 
ket valuations  of  the  portfolio  securities  are  not  an  accurate  reflection 
of  their  real  value,  the  opportunity  to  exploit  minority  stockholders 
is  accentuated.  In  such  cases  the  liquidation  of  the  nonmarketable 
securities  in  the  dissolving  company's  portfolio  may  be  accomplished 
by  an  auction  sale.  And  the  terms  of  the  sale  may  be  devised  to  assure 
the  purchase  of  the  assets  by  the  dominant  stockholders. 

a.  Dissolution  of  Yosemite  Holding  Corporation  by  The  Equity 
Corporation 

The  dissolution,  in  January  1934,  of  Yosemite  Holding  Corpora- 
tion, then  95%  controlled  by  The  Equity  Corporation,  is  illustrative 
of  the  potentialities  of  abuse  to  minority  stockholders  inherent  in 
the  ability  of  the  majority  stockholder,  through  its  control  of  its 
subsidiary's  directorate,  to  determine  the  method  of  liquidation  of 
its  non-marketable  assets. 

On  January  29,  1934,  the  board  of  directors  of  Yosemite  Holding 
Corporation  voted  to  sell  at  public  auction  the  bulk  of  the  com- 
pany's assets.^^*'  The  greater  part  of  these  assets  consisted  of  hold- 
ings of  approximately  52%  of  the  outstanding  common  stock  of 
Chain  &  General  Equities,  Inc.^^^  The  stock  was  bid  in  by  The 
Equity  Corporation  for  $215,000.^-®  This  sum  virtually  determined 
the  pro  rata  distribution  that  the  minority  stockholders  of  Yosemite 
Holding  Corporation  received  as  a  liquidating  dividend.  But  the 
terms  and  conditions  upon  which  the  public  auction  was  held  were 
so  fixed  by  The  Equity  Corporation  controlled  board  of  directors  of 
Yosemite  Holding  Corporation  that  any  bid  other  than  that  of  The 
Equity  Corporation  would  have  been  unlikely.  It  was  required  that 
a  certified  check  of  $100,000,  or  cash  in  that  amount,  be  deposited 
to  qualify  anyone  as  a  bidder.  Thus,  W.  F.  Best,  the  treasurer  of 
1  he  Equity  Corporation,  testified :  ^^^ 

^  *  *  *  The  terms  of  the  auction  were  that  a  certified  check — the  one 
that  I  am  recalling  that  I  was  at — the  terms,  I  think,  were  in  order  to  bid 
at  all  a  certified  check  of  $100,000  or  cash,  must  be  deposited  with  the 
auctioneer. 

Q.  These  terms  weren't  fixed  by  law? 

A.  No,  no :  they  were  fixed  by  the  Yosemite  Corporation. 

Q.  That  means  fixed  by  The  Equity  Corporation  because  it  controlled 
Yosemite. 

A.  That  is  right.  It  was  fixed  by  the  Directors  of  the  Yosemite.  I  don't 
recall  whether  they  were  entirely  interlocking  or  not. 

The  justification  asserted  by  Mr.  Best  for  this  requirement  was:  "It 
was  done  for  the  purpose  of  establishing  bona  fide  bidders.  Any- 
body who  was  bona  fide  and  really  wanted  that  stuff  and  showed 


^26  Derived  from  supplementary  information  supplied  the  Commission  for  Yosemite  Hold- 
ing Corporation  (minutes  of  board  of  directors  meeting  of  January  29,  1934). 
1"  Op.  cit.  supra,  note  73,  Commission's  Exliibit  No.  848. 
»8id.,   at  10742. 
"»Id.,   at  12138. 
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their  ability  to  put  up  the  money,  why  all  right,  we  were  willing 
to  consider  him  a  bidder."  ^^°  It  is  apparent,  however,  that  the 
requirement  might  also  serve  to  discourage  other  bidding  from  bona 
fide  prospective  bidders  who  were  not  prepared  to  meet  the  condi- 
tion.    Thus,  Mr.  Best  testified :  ^^^ 

Q.  In  all  these  sales  that  you  had,  was  there  ever  anybody  who  made  a 
competitive  bid  at  more  than  the  price  bid  by  The  Equity  Corporation? 

A.  I  don't  recall  being  at  more  than  this  one.  At  that  auction  there  were 
several  people  that  talked  to  the  auctioneer  but  when  he  read  the  terms  that 
required  a  deposit  of  $100,000  cash,  or  a  certified  check,  they  did  not  bid. 

On  the  other  hand.  The  Equity  Corporation  was  in  a  peculiarly 
advantageous  position  to  make  any  bid  requiring  a  substantial  cash 
outlay.  By  virtue  of  its  holdings  of  over  90%  of  the  preferred  stock 
of  Yosemite  Holding  Corporation,^^^  money  advanced  by  it  in  pay- 
ment of  its  bid  would  be  returned  almost  immediately  in  the  form 
of  a  pro  rata  distribution  of  the  corporation's  assets.  Mr.  Best 
testified :  ^^^ 

Q.  But  under  the  facts  which  existed  at  the  time  of  this  sale,  The  Equity 
Corporation  had  virtually  all  of  the  preferred  stock,  that  is  over  90  percent,  so 
that  its  cash  would  come  right  back  to  it,  automatically,  merely  by  the  fact  of 
the  sale  and  distribution  of  assets. 

A.  Of  course  it  is  perfectly  true,  on  the  dissolution  of  that  particular  corpo- 
ration Equity  would  have  gotten  its  pro  rata  share  of  the  cash  value. 

Q.  Which  would  mean  substantially  over  90  percent? 

A.  Whatever  stock  that  it  held. 

In  any  event,  the  net  result  was  that  The  Equity  Corporation's 
bid  was  the  only  one  made,  and  that  bid  was  the  amount  at  which 
the  assets  were  sold.    Mr.  Best  testified :  ^^* 

Q.  So  that  regardless  of  the  reasons  for  it,  the  fact  of  the  matter  is  that  The 
Equity  Corporation  made  the  only  bid  that  was  made? 

A.  Equity  made  the   only   bid. 

Q.  So  that  the  price  that  Equity  fixed,  as  the  value  of  those  assets,  was 
accepted  as  the  price  at  which  those  assets  were  sold? 

A.  That  is  correct. 

It  was  in  this  manner  that  The  Equity  Corporation  determined 
the  price  which  would  be  paid  for  the  assets  of  the  corporation  being 
liquidated.  This  amount  in  turn  determined  the  sum  to  be  received 
by  the  minority  stockholders  who  did  not  accept  the  exchange  offers. 
As  Mr.  Best  testified.  The  Equity  Corporation  officers  "got  together 
and  determined  what  they  thought  was  a  fair  price  that  Equity  was 
willing  to  pay  for  them."  ^^^  He  agreed  that  the  only  protection  the 
minority  stockholders  had  was  the  conscience  of  The  Equity  Corpo- 
ration controlled  management  of  Yosemite  Holding  Corporation :  ^^^ 

Q.  *  *  *  And  the  only  safeguard  which  these  minority  stockholders  had 
with  respect  to  the  fairness  of  the  bid  price  was  the  conscience  of  the  officers 
of  The  Equity  Corporation? 


13"  Ibid. 

"^Id.,  at  12151. 

"2  Id.,   Commission's  Exhibit   No.   1183. 

i="Id.,  at  12134-7. 

^i  Id.,  at  12138-9. 

i^Id.,   at    12140. 

>^Id.,  at   12142-3 
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A.  Was  the  conscience  of  the  officers  of  the  Yosemite  or  dissolving  corpora- 
tion.    They  could  have  refused  the  bid. 

Q.  All  right,  and  those  oflficers  were  controlled  by  The  Equity  Corporation,  is 
not  that  so? 

A.  It  just  happens  in  Yosemite  that  I  don't  think  they  were. 

Q.  But  we  have — the  record  is  replete  with  testimony  that  there  was 

A.  Yes,  there  was ;  that  is  true. 

But,  as  has  already,  been  stated,  The  Equity  Corporation  interests 
were  squarely  opposed  to  the  interests  of  the  minority  stockholders. 
This  is  strikingly  shown  by  the  testimony  of  Mr.  Best :  ^" 

Q.  Now,  you  have  stated  that  The  Equity  Corporation  officers  would  sit  down 
and  decide  what  they  thought  would  be  a  fair  price. 

A.  That  is  correct. 

Q.  You. also  stated  that  you,  as  an  Equity  Corporation  officer  and  as  an  officer 
also  of  the  Yosemite  Holding  Corporation,  might  have  used  a  different  basis  of 
arriving  at  a  fair  price  than  they  did? 

A.  That  is  correct. 

Q.  And  so  any  number  of  other  people  might  have  used  a  different  basis  of 
determining  what  would  be  a  fair  price  than  the  Equity  Officers  had 
used?     *     *     * 

A.  That  is  true. 

Q.  And,  as  a  matter  of  fact,  what  the  Eqviity  officers  determined  to  be  a  fair 
price  was  the  one  that  was  accepted  as  a  fair  price,  by  virtue  of  their  dominant 
position  in  the  situation? 

A.  By  virtue  that  nobody  else  bid. 

Q.  As  a  matter  of  fact,  The  Equity  Corporation  had  an  interest  in  the  situa- 
tion which  would  require  them  to  purchase  the  assets  at  as  low  a  price  as 
possible     *     *     *. 

In  other  words,  if  The  Equity  Corporation  put  up  money  to  purchase  the 
assets  of  this  corporation,  a  portion  of  that  money  would  go  to  the  minority 
stockholders  who  didn't  come  into  the  situation  during  the  exchange  program. 
Isn't  that  so? 

A.  On  dissolution  they  would  get  that;  yes. 

Q.  Now,  the  higher  the  bid  the  more  those  stockholders  would  get. 

A.  That  is  true. 


Q.  When  you  have  this  situation  with  the  parent  and  the  subsidiary  c( 
in  circumstances  where  there  is  to  be  a  public  auction  upon  the  dissolution, 
there  might  be  an  element  of  conflict,  might  there  not,  Mr.  Best,  by  virtue  of 
the  fact  that  as  an  officer  of  The  Equity  Corporation  you  are  duty  bound  to  buy 
the  assets  at  the  cheapest  price,  and  as  an  officer  and  director  of  the  under- 
lying corporation  you  are  bound  to  see  that  the  stockholders  get  the  highest 
price  possible? 

A.  Yes ;  there  is  clearly  a  double  liability. 

R.  S.  Elliot,  the  secretary  of  The  Equity  Corporation,  was  prepared 
to  say  that  the  situation  was  one  which  "the  majority  must  look  at 
*  *  *  fairly  carefully"  to  determine  "that  they  are  making  a  fair 
offer."  ^^^  Realistically,  the  minority  stockholders  were  completely 
in  the  hands  of  The  Equity  Corporation  as  the  dominant  interest, 


"'Id.,   at  12146-8.    12154. 
is'Id.,  at  10748. 
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for  any  improvement  in  their  position  could  come  only  at  The  Equity 
Corporation's  expense. 

b.  Dissolution  of  Companies  Controlled  by  Atlas  Corporation 

As  has  been  indicated  elsewhere  in  this  chapter,  Atlas  Corporation 
dissolved  the  majority  of  its  controlled  companies ;  three  subsidiaries 
were  dissolved  in  1931,  eight  in  1933,  and  three  in  1935.^^^  Prior  to 
its  dissolution  of  these  companies,  Atlas  Corporation  had  in  many 
instances  caused  them  to  purchase  in  the  market  or  from  Atlas  Cor- 
poration and  its  affiliated  companies  ^^°  substantial  blocks  of  the 
securities  of  other  Atlas  Corporation  controlled  investment  com- 
panies. The  asset  value  of  most  of  these  securities  substantially 
exceeded  their  market  value.  On  the  date  of  their  dissolution,  there- 
fore, the  portfolios  of  many  of  Atlas  Corporation's  subsidiaries  con- 
tained varying  blocks  of  the  securities  of  as  yet  undissolved  sub- 
sidiaries. For  example,  all  the  subsidiaries  which  were  dissolved  in 
1933  and  two  of  three  subsidiaries  which  were  dissolved  in  1935  held 
the  securities  of  one  or  more  of  other  Atlas  Corporation  controlled 
investment  companies  which  were  dissolved,  sold,  or  consolidated  with 
Atlas  Corporation  at  a  later  date.  The  companies  later  absorbed 
were  National  Securities  Investment  Company,  American  Investors, 
Inc.,  and  Federated  Capital  Corporation,  all  of  which  were  dissolved 
in  1935,^"^^  and  Pacific  Eastern  Corporation,  Shenandoah  Corpora- 
tion, and  Sterling  Securities  Corporation,  which  were  consolidated 
with  Atlas  Corporation  in  October  1936.^^-  American,  British  & 
Continental  Corporation  and  Blue  Ridge  Corporation  were  sold  by 
Atlas  Corporation  in  1935. 

Both  in  1933  and  in  1935  these  investment  companies  whose  se- 
curities were  in  the  portfolios  of  other  subsidiaries  which  were  dis- 
solved in  1933  and  1935,  were  controlled  by  Atlas  Corporation.  The 
following  figures  ^^^  indicate  the  control  of  these  companies  held  by 
Atlas  Corporation  at  December  31,  1933,  and  at  December  31,  1935, 
or  at  the  date  of  the  prior  sale  or  liquidation  of  the  company : 


Name  of  company 


Percentage  controlled  by  Atlas  Corporation 


Dec.  31,  1933 


Preferred  Common 


Dec.  31, 1935,  or  prior  date  of 
dissolution 


Bonds    Preferred  Common 


Federated  Capital  Corporation 

National  Securities  Investment  Co_ 
American  Investors,  Inc 

Pacific  Eastern  Corporation 

Sterling  Securities  Corporation 


Shenandoah  Corporation.. 

Blue  Ridge  Corporation _. 

American,  British  &  Continental  Corporation. 


63  pfd. 
26  pfce. 
71 


62 

84 

75 

64 

83  CI.  B. 

29  CI.  A. 

57 

87.8 


75  pfd. 
62  pfce. 
85 
23 
64 


92 

83 

73 

88  CI. 

46  CI. 

96 

87.9 


'!»  See  supra,  pp.  1064-5. 

"oQp.  cit.  supra,  note  72,  Commission's  Exhibit  No.  2001. 

1*^  Ibid,    and  id..  Commission's  Exhibit  No.  1958. 

^^  Id.,   Commission's  Exhibit  No.    1958. 

*«  The  figures  used  in  this  table  are  derived  from  id.,  Commission's  Exhibit  No.  2001. 
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The  preferred  stocks  and  bonds  of  these  companies,  throughout 
the  entire  period  of  their  control  by  Atlas  Corporation,  sold  in  the 
market  at  prices  substantially  less  than  their  asset  values.  The  com- 
mon stock  of  these  companies^,  with  the  exception  of  that  of  Ameri- 
can Investors,  Inc.  and  Pacific  Eastern  Corporation,  sold  in  the 
market  at  technical  premiums  since  they  had  no  asset  value,  in  fact 
had  negative  asset  values. 

Whether  to  evaluate  for  distributive  purposes  the  assets  of  those  of 
its  dissolved  companies  which  contained  the  securities  of  other  con- 
trolled  investment  companies,  at  their  market  values,  asset  values,  or 
on  any  other  basis,  was  solely  in  the  discretion  of  Atlas  Corporation. 
Table  20  "*  indicates  the  substantial  variation  in  the  distributive 
shares  of  the  minority  stockholders  in  the  companies  dissolved  by 
Atlas  Corporation  in  1933  and  1935,  depending  on  whether  the  se- 
curities of  the  other  Atlas  Corporation  controlled  companies  in  the 
dissolved  companies'  portfolios  ^^^  were  valued  at  their  market  or 
asset  values :  ^^*^ 


Tabu:  20. — Minority  interest  in  investment  companies  dissolved  by  Atlas  Corpora- 
tion in  1933  and  1935,  on  the  basis  of  both  the  market  and  asset  value  of 
portfolio  holdinffs  of  investment  companies  in  the  Atlas  group 


Name  of  dissolved  company 

Date  of  dis- 
solution 

Total  shares  out- 
standing 

Net   worth   on   basis   of 
market  value  of  assets 
in  portfolios 

Preferred 
shares 

Common 
shares 

Total 

Per  share 

Allied  Atlas  C  orporation 

General  Empire  Corporation 

June    6, 1933 
June  21,1933 
Nov.    3,1933 
Nov.    6,1933 
Nov.  24, 1933 
Dec.     8, 1933 
Dec.   30,1933 
Dec.  30,1933 
July   25,1935 
.July   27,1935 

288, 204 
201,  852 
134,  000 
220,  755 
231,  791 

1, 434, 057 
165,  600 
168,  250 

929,  3181-^ 
249,  999.  04 

$4, 394,  353. 83 
3,  869,  752. 00 

1,  998,  679.  74 
5, 185,  830. 01 

2,  578,  629. 46 
21, 756,  664.  22 

2,  375. 827. 98 
2,  221, 444. 81 
12,  708, 946.  71 
3, 127.  425. 03 

$15.  28 
19  17 

Aviation  Securities  Corporation 

The  Financial  Corporation 

14.92 
23  49 

Securities  Allied  Corporation 

14.72 
14.35 

Atlantic  Securities  Corporation 

National  Securities  Investment  Co 

Federated  Capital  Corporation 

50,  889 
137,  782 
122,  320 

pfd.      43. 65 
pfd.      92. 24 
pfd.      25. 57 

Total 

rO,  315,  240.04 

Source:  See  note  144  in  text. 


i«  The  figures  used  in  this  table  were  derived  from  id.,  Commission's  Exhibit  No.  2001 
and  the  replies  to  the  Commission's  questionnaire  for  the  listed  companies,  Pts.  II  and 
III.  The  asset  values  of  the  securities  of  other  investment  companies  controlled  by  Atlas 
Corporation  and  contained  in  the  portfolios  of  the  listed  companies  (see  following  foot- 
note) were  derived  from  the  same  sources. 

115  xhe  securities  of  other  surviving  Atlas  Corporation  controlled  investment  companies 
contained  in  the  portfolios  of  the  dissolved  investment  companies  listed  in  the  table, 
were  primarily  those  of  National  Securities  Investment  Company,  American  Investors,  Inc., 
Federated  Capital  Corporation,  American,  British  &  Continental  Corporation,  Blue  Ridge 
Corporation,  Pacific  Eastern  Corporation,  Shenandoah  Corporation,  and  Sterling  Securities 
Corporation.  (Replies  to  the  Commission's  questionnaire  for  the  investment  companies 
listed  in  the  table,  Pt.  III.) 

""  The  figures  in  the  table  for  the  per  share  asset  value  of  the  securities  of  the  listed 
companies  based  on  the  market  values  of  their  assets  represent  asset  values  at  the  date 
of  the  dissolution  of  the  listed  companies.  Between  the  date  of  the  dissolution  of  these 
companies  and   the   final  distribution  of  their  assets,   the  market  value  of  the  portfolio 
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Table  20. — Minority  interest  in  investment  companies  dissolved  by  Atlas  Cor- 
poration in  1933  and  1935,  on  the  basis  of  both  the  market  and  asset  value  of 
portfolio  holdings  of  investment  companies  in  the  Atlas  group — Continued 


Name  of  dissolved 
company 


Allied  Atlas  Corpora- 
tion  

General  Empire  Corpor- 
ation  

Aviation  Securities  Cor- 
poration  

The  Financial  Corpora- 
tion  

Chain  Store  Stocks,  Inc.. 

Securities  AlliedCorpor- 
ation 

All  America  General 
Corporation 

Atlantic  Securities  Cor- 
poration  

National  Securities  In- 
vestment Co 

Federated  Capital  Cor- 
poration  

Total 


Net  worth  on  basis 
giving  underlying 
asset  values  to  secu- 
rities of  Atlas  Cor- 
poration controlled 
companies  in  port- 
folios 


$4, 652,  203.  83 

4,518,829.37 

2, 351,  871. 51 

8, 083,  785. 91 
3, 278,  656.  96 


3,  242,  950.  21 
4, 117,  653.  57 


13, 645, 141.  30 
3, 361,  528.  66 


77, 142,  396.  74 


$16. 17 
22.39 

17.55 

36.62 

15.77 


pfd.  58.75 
com.  7.08 


pfd.  99.  03 
pfd.  27.48 


Difference  in  net  worth 
representing  excess 
of  underlying  asset 
over  market  value 
basis 


$257, 850.  00 

649, 077. 37 

353, 191. 77 

2, 897, 955. 90 
1,056,099.05 

7,  713,  524. 64 

867, 122.  23 
1, 862, 037.  52 

936,194.59 
234, 103. 63 


16,  827, 156. 70 


$0.89 

3.22 

2, 

13.13 
4 


pfd.   13.18 
com.  7 


pfd.  6.  79 
pfd.    1 


Minority  interest  at  date 
dissolution 


Per-  I 
cent  I 
ofout- 
stand- 


4,474 
6,687 


3.25 
5.61 


8, 627^ 

1,805 

2,870 

5,730 
11.  586 


1,487 
3,641 


73, 333 
77,014 


Per- 
cent 
ofout- 


2.65 
5.00 


.90 
2.16 


30.81 


iSource:  See  note  144  in  text. 


To  a  substantial  extent  Atlas  Corporation  possessed  the  ability  to 
realize  thje  actual  asset  value  of  the  investment  company  portfolio 
securities  of  these  companies.  As  has  already  been  indicated  in  sched- 
ule form,  Atlas  Corporation  held  directly  or  indirectly,  both  in  1933 
and  in  1935,  in  excess  of  two-thirds  of  the  voting  stocks  of  Federated 
Capital  Corporation  (in  which  both  classes  of  stock  had  voting 
power),  National  Securities  Investment  Company,  American  Inves- 
tors, Inc.,  and  Blue  Ridge  Corporation — a  voting  strength  sufficient 
to  give  Atlas  Corporation  alone  the  absolute  power  to  effect  their 
dissolution.    Atlas  Corporation  held  also  blocks  of  the  securities  of 


increased  slightly  in  most  cases,  so  that  the  actual  liquidating  dividends  paid  in  cash  to 
the  minority  stockholders  of  the  listed  companies  were  as  follows :  Allied  Atlas  Corpora- 
tion, $15.58  a  share;  General .  Empire  Corporation,  $21.15  a  share;  Aviation  Securities 
Corporation,  $15.31  a  share ;  The  Financial  Corporation,  $30.76  a  share ;  Chain  Store 
Stocks,  Inc.,  $11.32  a  share;  Securities  Allied  Corporation,  $15.31  a  share;  All  America 
General  Corporation,  $13.17  a  share ;  Atlantic  Securities  Corporation,  $58.75  a  share  of 
preferred  stock  and  $3  a  share  of  common  stock  (see  supra,  p.  1258)  ;  National  Securities 
Investment  Company,  $96.25  a  shares  of  preferred  stock  ;  and  Federated  Capital  Corporation. 
$25.25  a  share  of  preferred  stock  (op.  cit.  supra,  note  72,  Commission's  Exhibit  No.  2033). 
It  will  be  recalled  that  Atlas  Corporation  voluntarily  paid  $1.50  to  the  minority  holders 
of  the  common  stock  of  National  Securities  Investment  Company  and  $1.25  to  the  minority 
holders  of  the  common  stock  of  Federated  Capital  Corporation,  although  at  the  date  of 
distribution  these  companies'  common  stocks  had  no  asset  value.     CSee  suora.  np.  1438-42.) 
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Pacific  Eastern  Corporation,  Sterling  Securities  Corporation  (in 
which  all  shares  had  voting  power  and  in  which  Atlas  Corporation 
held  43%  of  all  shares  outstanding),  Shenandoah  Corporation,  and 
American,  British  &  Continental  Corporation,  sufficient  in  size  to 
give  Atlas  Corporation  for  practical  purposes,  the  power  to  dissolve, 
consolidate,  or  merge  these  companies  with  itself.  The  securities  of 
these  companies  not  dissolved  in  1933  were  included  in  the  port- 
folios of  the  investment  companies  which  Atlas  Corporation  dissolved 
in  1933  and  1935. 

In  the  interest  of  the  minority  stockholders  of  the  companies  which 
were  dissolved  in  1933  and  1935,  Atlas  Corporation,  as  the  dominant 
stockholder,  might  have  made  some  attempt  to  dissolve  its  controlled 
investment  companies  which  survived  the  year  1933,  and  whose  se- 
curities were  in  the  portfolios  of  the  dissolved  companies.  If  disso- 
lution of  such  companies  was  impractical  because  of  the  illiquidity 
of  the  assets  of  such  companies  as  Pacific  Eastern  Corporation,  or 
inequitable  because  of  the  effect  of  a  dissolution  on  minority  common 
stockholders  of  these  investment  company  subsidiaries  whose  common 
stocks  had  no  asset  value,  then  some  effort  might  have  been  made  by 
Atlas  Corporation  to  consolidate  or  merge  all  of  its  controlled  in- 
vestment companies  on  a  basis  which  would  give  effect  to  the  inherent 
asset  values  of  the  various  companies'  securities.  Such  a  procedure 
would  have  insured  to  minority  holders  of  the  securities  of  all  its 
subsidiary  companies,  as  well  as  to  Atlas  Corporation,  the  actual 
asset  value  of  their  respective  interests.  On  the  other  hand,  however, 
Atlas  Corporation,  by  keeping  alive  its  other  controlled  investment 
companies  whose  securities  were  in  the  portfolios  of  the  subsidiaries 
which  it  dissolved  in  1933  and  1935,  could  derive  for  itself  additional 
profits  by  the  continued  purchase  in  the  open  market  of  the  securities 
of  such  companies  at  prices  representing  discounts  from  their  asset 
values.  And  the  fact  is  that  Atlas  Corporation,  between  1933  and 
1935,  substantially  increased  its  holdings  of  such  companies'  securi- 
ties.^*' 

Atlas  Corporation  resolved  this  conflict  between  the  interests  of 
minority  stockholders  of  its  subsidiaries  and  its  own  pecuniary  in- 
terests by  dissolving  the  subsidiaries  which  have  been  listed  above,  in 
1933  and  in  1935.  However,  on  dissolution,  all  stockholders  in  the 
dissolved  companies  were  given  the  opportunity  (which  usually  was 
required  to  be  exercised  within  a  period  of  approximately  two 
weeks  )"^  to  obtain  their  distributive  share  of  the  corporate  assets 
either  in  cash  or  in  a  pro  rata  distribution  of  the  company's  port- 
folio in  kind.  Atlas  Corporation  invariably  elected  to  receive  its 
distributive  share  of  the  corporate  assets  in  portfolio  securities  in 
kind."^  It  was  thus  enabled  to  acquire  portfolio  securities  whose 
asset  values  exceeded  their  market  value.^^'^  Theoretically,  minority 
stockholders  occupied  the  same  position.  They  could  also  elect  to 
obtain  their  pro  rata  portion  of  the  portfolio.    However,  the  circular 

"'  Op.  cit.  supra,  note  72,  Commission's  Exhibit  No.  2001. 

i«  See,  e.  g.,  the  letter  addressed  to  the  minority  stoelvholders  of  General  Empire  Cor- 
poration (id.,  Commission's  Exhibit  No.  2037,  Item  34-A).  The  letter  was  dated  June 
12,  1933,  and  stockholders  were  required  to  elect  on  or  before  June  29,  1933,  whether  or 
not  they  desired  their  distributive  share  of  the  assets  of  General  Empire  Corporation  in 
cash  or  in  portfolio  securities. 

^«  Id.,  Commission's  Exhibit  No.  2001. 

160  Ibid. 
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letters  ^^^  containing  the  option  given  to  minority  stockholders  to 
obtain  their  distributive  share  of  the  dissolved  corporation's  port- 
folio revealed  neither  the  difference  between  the  market  and  asset 
value  of  the  securities  of  other  Atlas  Corporation  controlled  com- 
panies held  by  their  company,  nor  the  fact  that  Atlas  Corporation 
was  or  would  be  shortly  capable  of  realizing  the  asset  value  of  the 
portfolio  securities  by  dissolving  or  consolidating  with  itself  the  in- 
vestment companies  Mdiose  securities  were  in  the  portfolio  of  the 
dissolving  companies.  On  the  happening  of  either  of  these  events, 
minority  stockholders  who  received  in  kind  the  securities  of  these 
later  dissolved  or  consolidated  companies  would,  of  course,  achieve 
the  same  gain  that  accrued  to  Atlas  Corporation.  But,  even  if  mi- 
nority stockholders  were  aware  of  these  facts,  the  time  of  dissolution 
or  consolidation  of  the  Atlas  Corporation  affiliates  whose  securities 
w^ere  in  the  portfolios  of  their  dissolving  companies,  rested  solely 
in  the  hands  of  Atlas  Corporation.  When  Atlas  Corporation  would 
dissolve  or  consolidate  these  companies  was  uncertain.  Even  in- 
formed minority  stockholders  who  were  in  need  of  cash  might,  there- 
fore, waive  their  option  to  receive  the  securities  in  the  portfolios  of 
their  companies  in  kind.  The  fact  is  that  the  great  majority  of  the 
minority  stockholders  of  the  companies  dissolved  by  Atlas  Corpora- 
tion elected  to  receive  their  distributive  portion  of  the  assets  of  their 
company  in  cash.^^^ 

In  determining  the  cash  value  of  the  distributive  shares  of  minority 
stockholders  of  the  investment  companies  dissolved  by  Atlas  Cor- 
poration in  1933  and  1935,  with  few  exceptions,  the  market  values  of 
the  securities  of  surviving  Atlas  Corporation  controlled  companies  in 
their  portfolios  were  used.  To  obtain  the  cash  required  for  liqui- 
dating dividends,  portfolio  securities,  including  those  of  Atlas  Cor- 
poration controlled  companies,  were  sold  to  Atlas  Corporation  and 
its  surviving  affiliates  at  their  market  value. "^  With  respect  to  the 
use  of  market  values  for  this  purpose,  first,  the  character  of  the  mar- 
ket for  investment  company  securities  in  1933  militated  against  the 
use  of  market  values  as  a  sole  criterion  of  actual  value ;  ^'''*  second,  the 
paucity  of  the  floating  supply  of  the  securities  of  Atlas  Corporation's 

^'^  See,  e.  g.,  the  letter  addressed  to  minority  stockholders  of  General  Empire  Corpora- 
tion (id.,  Commission's  Exhibit  No.  2037.  Item  34-A). 

^52  See,  e.  g.,  the  case  of  Securities  Allied  Corporation,   discussed  infra,   pp.   1453-7. 

15'  Op.  cit.  supra,  note  72,  Commission's  Exhibit  No.  2001. 

1^  From  1930  to  1937,  the  market  price  index  for  Investment  company  securities  re- 
mained below  that  of  the  general  market.  See  Part  Two  (House  Doc.  No.  70,  76th 
Cong.),  Ch.  IV,  pp.  315-17,  of  this  report.  After  1929  the  securities  of  investment  com- 
panies consistently  sold  in  the  market  at  prices  substantially  less  than  their  asset  values. 
As  the  Delaware  Chancery  Court  has  recently  said  in  disapproving  the  use  of  the  market 
value  of  an  investment  company  security  as  the  only  index  for  determining  the  appraisal 
value  of  a  dissenting  stockholder's  share  in  a  consolidating  investment  company : 

When  it  is  said  that  the  appraisal  which  the  market  puts  upon  the  value  of  the 
stock  of  an  active  corporation  as  evidenced  by  its  daily  quotations  is  an  accurate 
fair  reflection  of  its  intrinsic  value,  no  more  than  a  moment's  reflection  is  needed  to 
refute  it.  There  are  too  many  accidental  circumstances  entering  into  the  making  of 
market  prices  to  admit  them  as  sure  and  exclusive  reflectors  of  fair  value.  The 
experience  of  recent  years  is  enough  to  convince  the  most  casual  observer  that  the 
market  in  its  appraisal  of  values  must  have  been  woefully  wrong  in  its  estimates  at 
experience  of  recent  years  is  enough  to  convince  the  most  casual  observer  that  the 
market  in  its  appraisal  of  values  must  have  been  woefully  wrong  in  its  estimates  at 
one  time  or  another  within  the  interval  of  a  space  of  time  so  brief  that  fundamental 
conditions  could  not  possibly  have  become  so  altered  as  to  affect  true  worth.  Markets 
are  known  to  gyrate  in  a  single  day.  The  numerous  causes  that  contribute  to  their 
nervous  leaps  from  dejected  melancholy  to  exhilarated  enthusiasm  and  then  back 
again  from  joy  to  grief,  need  not  be  reviewed.  It  would  be  most  unfortunate  indeed 
either  for  the  consoUdntcd  corporation  or  for  the  objecting  stockholder,  if  on  the 
particular  date  named  by  the  statute  for  the  evaluation  of  the  dissenter's  stock,  viz. 
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investment  company  subsidiaries  available  for  market  trading,  from 
1933  to  1935,  would  detract  from  the  reliability  of  the  market  quota- 
tions of  such  securities  as  an  accurate  reflection  of  their  real  worth. 
The  floating  supply  of  these  subsidiaries'  securities  available  for 
market  trading  progressively  declined  as  Atlas  Corporation  continued 
to  make  purchases  of  such  securities.  Finally,  the  market  prices  of 
its  investment  company  subsidiaries  whose  securities  were  included  in 
the  portfolios  of  investment  companies  which  were  dissolved  by  Atlas 
Corporation  in  1933  and  1935,  represented,  to  a  substantial  extent, 
the  prices  that  Atlas  Corporation  was  willing  to  pay  for  them. 

The  senior  securities,  that  is,  the  securities  having  asset  values,  of 
Federated  Capital  Corporation,  National  Securities  Investment  Com- 
pany, American,  British  &  Continental  Corporation,  and  American 
Investors,  Inc.,  shares  of  which  were  included  in  the  portfolios  of  the 
investment  companies  dissolved  by  Atlas  Corporation,  were  traded  in 
only  over  the  counter.  The  markets  in  Federated  Capital  Corpora- 
tion and  National  Securities  Investment  Company  stock  were  quoted 
by  P.  H.  Whiting  &  Co.,  Inc.,  and  A.  G.  Becker  &  Co.,  respectively, 
who  were  the  original  distributors  of  the  shares,  and  both  of  whom 
were  assisting  Atlas  Corporation  to  acquire  the  shares.^^^  Their 
market  quotations  were  substantially  the  prices  quoted  by  Atlas  Cor- 
poration.^^*^  Similarly,  Blyth  &  Company  and  J.  Henry  Schroder 
Banking  Corporation,  the  former  sponsors  of  American,  British  & 
Continental  Corporation,  who  presumably  would  be  the  source  of  any 
market  quotations  for  their  company's  securities,  were  acting  as 
brokers  for  Atlas  Corporation.^^'  It  may  be  inferred,  therefore,  that 
Atlas  Corporation's  purchases  were  a  determining  factor  in  fixing 
the  market  prices  of  the  securities  of  its  investment  company  sub- 
sidiaries which  were  sold  only  over  the  counter. 

With  the  exception  of  the  securities  of  Blue  Ridge  Corporation, 
comparatively  few  of  which  were  acquired  by  Atlas  Corporation  in 
the  open  market,^^^  the  purchases  by  Atlas  Corporation  of  the  securi- 
ties of  its  affiliates  which  were  listed  on  securities  exchanges  were  also 
a  substantial  factor  influencing  the  market  prices  of  these  securities. 
A  comparison  of  the  recorded  volume  of  trading  in  the  securities  of 
its  investment  company  affiliates  whose  stocks  were  held  by  the  com- 
panies dissolved  by  Atlas  Corporation  in  1933  and  1935,  indicates 
that  Atlas  Corporation's  purchases  were  substantially  responsible  for 
the  total  volume  of  trading  in  those  securities,  and  were  a  substantial 
factor  in  the  determination  of  the  market  prices  of  such  shares.^^'' 
However,  it  is  not  to  be  inferred  that  Atlas  Corporation  was  engaged 
in  manipulative  activities. 


the  date  of  tbe  consolidation,  the  market  should  he  in  one  of  its  extreme  moods  and 
the  stock  had  to  he  paid  for  at  the  price  fixed  by  the  quotations  of  that  day.  Even 
when  conditions  are  normal  and  no  economic  forces  are  at  work  unduly  to  exalt  or  de- 
press the  financial  hopes  of  man,  market  quotations  are  not  safe  to  accept  as  unerring 
expressions  of  value.  The  relation  of  supply  to  demand  on  a  given  day  as  truly 
affects  the  market  value  of  a  sftck  as  it  does  of  a  commodity  ;  and  temporary  supply 
and  demand  are  in  turn  affected  by  numerous  circumstances  which  are  wholly  dis- 
connected from  considerations  having  to  do  with  the  stock's  inherent  worth.  (Chicago 
Corporation  v.  Munds,  20  Del.  Ch.  142,  172  Atl.  452  (1934).) 

155  See  supra,  pp.  1289  and  1111-14. 

i=«  Ibid. 

15^  Op.  cit.  supra,  note  72,  Commission's  Exhibit  No.  2001. 

158  Ibid. 

159  The  following  tab'e  indicates  the  recorded  vohime  of  trading  on  securities  exchanges 
during  1933  and  1934  in  the  shares  of  Atlas  Corporation's  subsidiaries  in  existence  in 
1934  which  possessed  asset  values,  and  also  indicates  the  total  purchases  of  such  securi- 
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Nevertheless,  in  most  cases  these  market  prices  were  the  basis  for 
the  determination  of  the  distributive  shares  of  the  dissolved  corpora- 
tions received  in  cash  by  their  minority  stockholders.  It  is  not  to  be 
inferred  that  Atlas  Corporation  was  required  to  use  the  asset  values 
of  its  controlled  investment  companies'  securities  in  the  portfolios  of 
the  dissolved  companies  in  determining  the  cash  liquidating  dividends 
to  be  paid  to  minority  stockholders.  However,  the  basis  for  evalua- 
tion of  the  dissolved  corporations'  assets  was  fixed  solely  by  Atlas 
Corporation,  and  no  independent  appraisal  of  the  value  of  the  assets 
for  cash  distributive  purposes  was  made.  In  the  exercise  of  its  abso- 
lute discretion,  Atlas  Corporation  could  evaluate  on  a  market,  asset, 
or  any  other  basis.^^^  However,  regardless  of  the  basis  of  evaluation 
of  his  cash  distributive  share,  a  minority  stockholder  could  and  in 
some  instances  did  obtain  his  distributive  share  of  the  portfolio  se- 
curities and  other  assets  of  his  company  in  kind.     In  such  instances, 


ties  both  on  the  exchanges  and  over  the  counter  by  Atlas  Corporation  and  its  controlled 
investment  companies : 


Name  of  company 

Exchange  on 
which  listed 

Recorded 

volume, 

1933 

Purchases 
by  Atlas 
Corpora- 
tion 

Recorded 

volume, 

1934 

Purchases 
by  Atlas 
Corpora- 
tion 
group, 
1934 

New  York  Curb„ 
ChicagoStock__. 

New  York  Stock, 

do 

do 

New  York  Curb, 
-—do 

231, 402 
4S0 

24, 807 

71, 600 

124, 600 
29, 871 
77,904 

380, 854 
1,741 

20,  704 

20, 705 

22,996 
15, 392 
40,708 

79,000 
600 

11,800 

33, 600 

47, 500 
13, 600 
8,750 

150, 831 

National  Securities  Investment  Co., 

ptd. 
Sterling  Securities  Corporation,   1st 

pfd. 
Sterling  Securities  Corporation,  $1.20 

pfce. 

Sterling  Securities  Corporation 

Shenandoah  Corporation,  pfd 

American   Investors,   Inc.,    class   B 

common. 

8,096 

10,  196 

20,  550 

36, 325 
14, 317 

11,  605 

The  figures  used  are  derived  from  op.  cit.  supra,  note  72,  Commission's  Exhibit  No.  2001,  and  Bank 
and  Quotation  Record. 

i«o  In  the  case  of  Atlantic  Securities  Corporation,  the  distributive  share  of  minority  stock- 
holders was  based  on  an  evaluation  of  the  corporate  assets  other  than  by  market  values. 
On  a  market  valuation  of  the  assets  of  the  corporation,  preferred  stockholders  would  have 
received  $45.57  a  share  of  their  stock,  although  pursuant  to  the  corporation's  charter  they  were 
entitled  to  a  priority  in  assets  to  the  extent  of  $52,50  a  share  plus  accrued  unpaid  dividends 
which  then  totaled  $6.25  a  share.  The  common  stock  of  the  corporation,  if  its  assets  were 
evaluated  at  market,  would  have  been  entitled  to  none  of  the  assets.  However,  the  corporate 
assets,  on  the  basis  of  the  actual  asset  value  of  the  securities  of  Atlas  Corporation's  vindis- 
solved  subsidiaries  held  by  Atlantic  Securities  Corporation,  were  sufficient  to  entitle  each  pre- 
ferred stockholder  to  the  full  claim  of  his  shares  ;  that  is,  to  $58.75  a  share,  and  each  common 
stockholder  to  $7.08  a  share.  Atlas  Corporation  actually  paid  to  each  minority  preferred 
stockholder  $58.75  on  each  share  of  his  stock  as  a  liquidating  dividend,  and  paid  to  each  minor- 
ity common  stockholder  the  sum  of  $3  a  share  in  cash  as  a  liquidating  dividend  (op.  cit.  supra, 
note  72,  Commisson's  Exhibit  No.  2001).  In  other  words,  minority  preferred  stockholders 
received  a  liquidating  dividend  based  on  an  evaluation  of  the  corporate  assets  on  the  basis  of 
the  asset  values  of  its  portfolio  of  other  affiliated  investment  company  securities ;  minority 
common  stockholders  received  less  than  half  of  the  sufii  to  which  they  would  have  been  en- 
titled on  the  same  basis.  The  record  does  not  indicate  why  Atlas  Corporation  employed  a  non- 
market-value  basis  of  evaluation  in  the  case  of  Atlantic  Securities  Corporation  and  not  in 
other  cases.  Atlantic  Securities  Corporation,  however,  illustrjites  the  extent  to  which  the 
sense  of  fairness  of  the  management  of  a  parent  investment  company,  coupled  with  a  privilege 
of  the  minority  stockholder  of  the  subsidiary  company  to  receive  his  distributive  share 
of  the  portfolio  securities  in  kind,  was  substantially  the  only  protection  to  minority  stock- 
holders against  the  completely  unsupervised  power  of  a  parent  investment  company  to 
determine  the  value  of  a  subsidiary  company's  assets  on  its  dissolution,  and,  as  a  corol- 
lary, the  value  of  the  minority  stockholder's  pro  rata  cash  share  in  such  assets. 
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minority  stockholders  received  precisely  the  same  treatment,  pro  rata, 
as  Atlas  Corporation. 

(1)  DISSOLUTION   OF   CHATHAM   PHENIX  ALLIED   CORPORATION 
(SECURITIES  ALLIED  CORPORATION) 

As  has  already  been  described  elsewhere  in  this  chapter,^^^  Cha- 
tham Phenix  Allied  Corporation  (or  Securities  Allied  Corporation,  as 
the  company  was  renamed  after  its  control  passed  to  Atlas  Corpora- 
tion in  August  1931,"-)  on  the  very  day  that  its  control  was  acquired 
by  Atlas  Corporation,  purchased  from  Atlas  Corporation  and  its 
affiliates  substantial  blocks  of  the  securities  of  other  Atlas  Corpora- 
tion controlled  investment  companies.  Thereafter,  as  Mr.  Odium 
testified,  "Securities  Allied  *  *  *  was  the  main  stem  through 
which  the  other  companies  were  held."  "^  On  December  8,  1933,  the 
date  of  the  dissolution  of  Chatham  Phenix  Allied  Corporation,  ap- 
proximately 76%  of  its  portfolio  of  securities  consisted  of  substan- 
tial stock  interests  in  other  Atlas  Corporation  controlled  companies 
which  had  either  already  been  dissolved  or  had  survived  the  dissolu- 
tion of  Securities  Allied  Corporation. 

The  activities  of  Securities  Allied  Corporation  were  changed  from 
investment  in  diversified  securities  to  the  status  of  an  intermediate 
holding  company  for  the  securities  of  Atlas  Corporation's  controlled 
investment  companies.  By  June  1933,  Securities  Allied  Corpora- 
tion had  acquired  substantial  majority  interests  in  several  of  Atlas 
Corporation's  affiliates.  It  held  93%  of  the  stock  of  Allied  Atlas 
Corporation,  80%  of  the  Stock  of  All  America  General  Corporation, 
77%  of  the  stock  of  Aviation  Securities  Corporation,  69%  of  the 
stock  of  Chain  Stores  Stocks,  Inc.,  11%  of  the  stock  of  General  Em- 
pire Corporation,  and  55%  of  the  stock  of  Ungerleider  Financial 
Corporation,  all  of  which  were  nonleverage  companies.^^*  All  of 
these  companies  were  liquidated  from  June  to  December  8,  1933, 
the  date  of  the  dissolution  of  Securities  Allied  Corporation."^  As 
a  result  of  these  liquidations,  Securities  Allied  Corporation  acquired 
as  liquidating  dividends  in  kind,  on  its  holdings  of  the  shares  of 
these  companies,  many  diversified  securities  and  substantial  blocks 
of  the  securities  of  American  Investors,  Inc.,  Pacific  Eastern  Cor- 
poration, Shenandoah  Corporation,  Sterling^  Securities  Corporation, 
Blue  Kidge  Corporation,  and  American,  British  &  Continental  Cor- 
poration,"*' all  of  which,  with  the  exception  of  Pacific  Eastern  Cor- 
poration, were  leverage  investment  companies. 

These  investment  companies  controlled  by  Atlas  Corporation  were 
not  dissolved  or  consolidated  with  Atlas  Corporation  until  1935 
and  1936.     And  these  securities,  at  the  date  of  the  dissolution  of 


^81  See  supra,  p.   1149. 

iw  Ibid. 

^^  Op.  cit.  supra,  note  72,  at  18234. 

i«Id.,   Commission's  Exhibits  Nos.  2038,   2040. 

^'^Id.,   Commission's   Exhibit   No.   2001. 

^w  Securities  Allied  Corporation  acquired  in  this  manner  34,803  shares  of  the  Class  B 
common  stock  of  American  Investors,  Inc.  :  376,971  shares  of  the  capital  stock  of  Pacific 
Eastern  Corporation  (formerly  known  as  The  Goldman  Sachs  Trading  Corporation)  ; 
27.594  shares  of  the  preferred  stock  of  Shenandoah  Corporation  •  21,828  shares  of  the 
preferred  stock  of  Blue  Ridge  Corporation  ;  33,814  shares  of  the  preferred  stock  of  Sterling 
Securities  Corporation,  and  9,418  shares  of  the  preferred  stock  of  American,  British  & 
Continental  Corporation    fid.,   Commission's   Exhibit   No.   2040). 
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Securities  Allied  Corporation,  had  asset  values  greatly  in  excess 
of  their  market  values.  The  disparity  between  the  market  value  and 
asset  value  of  the  holdings  of  Securities  Allied  Corporation  (part  of 
which  were  purchased  and  part  of  which  were  received  as  liquidating 
dividends  from  previously  dissolved  subsidiaries)  in  the  surviving 
investment  companies  controlled  by  Atlas  Corporation,  is  indicated 
in  Table  21 :  ^^ 


Table  21. — Valuation  of  securities  of  investment  companies  in  the  portfolio  of 
Securities  Allied  Corporation,  on  the  hasis  of  market  and  asset  values,  end 
of  1933 


Name  of  portfolio 
company 

Number 
of  shares 

Valuation  used  for 
distributive  pur- 
poses " 

Valuation  at  under- 
lying asset  values, 
Dec.  31, 1933 

Difference  represent- 
ing excess  of  under- 
lying asset  -  value 
basis  over   values 
used  for  distribu- 
tive purposes  <> 

Per 
share 

Total 

Per 
share 

Total 

Per 
share 

Total 

Preferred  stocks 

American,  British  &  Con- 
tinental Corp.  $6cum___ 
Blue   Ridge   Corp.   cum. 

34,  018 
30,  755 
74, 074 
82, 672 
27,  594 
84, 471 
38, 985 

273,  603 
60,592.4725 

691, 219.  5 

493, 077 

23, 496 

40, 403 

$15.  00 
32.00 
11.00 
58.63 
17.25 
29.25 
3.50 

2.50 
1.00 

$510,  270. 00 
984, 160. 00 
814, 814. 00 

4, 847, 059.  36 
475, 996.  50 

2,  470,  776.  75 
136,  447.  50 

684,007.50 
50, 592. 47 

$32.  43 
55.25 
22.78 
78.30 
27.11 
57.00 

3.53 

$1, 103, 203.  74 
1, 699,  213.  75 
1, 687, 405.  72 
6, 473, 217. 60 
748, 073. 34 
4,814,847.00 
33,  527. 10 

965, 818.  59 

$17.  43 
23.25 
11.78 
19.67 
9.86 
27.75 
(2.64) 

1.03 
(1. 00) 

$592,933.74 
715, 053.  75 

Federated  Capital  Corp. 
6%  cum             

872, 591.  72 

National  Securities  Invest- 
ment Go.  6%  cum 

Shenandoah  Corp.  op.  $3 

1,  626, 158.  24 
272, 076. 84 

Sterling  Securities  Corp. 

conv.  1st  $3  cum 

Sterling  Securities  Corp. 

conv.  $1.20  cum 

Common  stocks 

American  Investors  Inc., 
"B"                    

2, 344, 070. 25 
(102.920.40) 

281,811.09 

Federated  Capital  Corp... 
National  Securities  Invest- 

(50,  592. 47) 

Paciflc  Eastern  Corpora- 

1.625 
1.625 
-.125 

801,  250. 13 
38, 181. 00 
5, 050.  38 

4.07 

2, 006, 823.  39 

2.  445 
(1. 625) 
(-.125) 

1,  205,  573.  26 

Sterling  Securities  Corp. 

(38,181.00) 

Sterling  Securities  Corp. 
"B" 

(5, 050. 38) 

11,818,605.59 

19,  532, 130.  23 

7,  713,  524.  64 

<•  Market  valuations  used  except  in  the  case  of  National  Securities  Investment  Co.  6%  cumulative  preferred 
stock,  the  market  value  of  which  was  $40  a  share. 

b  Figures  in  parentheses  represent  excess  of  valuation  for  distributive  purposes  (market  valuatiorO  over 
underlying  asset  values. 

Source:  See  note  167  in  text. 


107  The  figures  cited  in  this  table  are  derived  from  Pt.  Ill  of  the  reply  to  the  Commis- 
sion's questionnaire  for  Securities  Allied  Corporation,  and  Pts.  I  and  II  of  the  replies  to 
the  Commission's  questionnaire  for  the  companies  listed  in  the  table,  as  well  as  from 
^pplementary  information  supplied  the  Commission  for  Securities  Allied  Corporation. 
See  also  op.  cit.  supra,  note  72,   Commission's  Exhibit  No.   2001    (p.   122). 
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As  has  already  been  indicated,  the  market  values  of  substantially 
all  of  these  securities  were  predominantly  a  reflection  only  of  the 
price  that  Atlas  Corporation,  as  virtually  the  only  market  bidder  for 
such  securities,  was  willing  to  pay  for  them.  However,  Mr.  Odium 
testified  that  the  prices  paid  by  Atlas  Corporation  for  these  securities 
were  higher  than  the  prices  at  which  comparable  investment  trust 
issues  were  then  selling  in  the  market. 

The  difference  of  $7,713,524.64  between  the  asset  and  market  value 
of  these  securities  contained  in  the  portfolio  of  Securities  Allied 
Corporation  was  approximately  $5  a  share  on  all  outstanding  shares 
of  the  stock  of  Securities  Allied  Corporation.  To  Atlas  Corporation 
the  asset  values  of  these  securities  were  meaningful  values,  since,  as 
has  already  been  pointed  out,  it  held  directly  or  indirectly  a  sufficient 
amount  of  the  voting  securities  of  these  companies  to  possess  either 
the  absolute  or  the  practical  power  to  dissolve  these  companies  or  to 
consolidate  them  with  itself.  Minority  stockholders  of  Securities 
Allied  Corporation  who  had  refused  to  sell  their  shares  to,  or  to  ex- 
change their  shares  for  Atlas  Corporation  securities,  may  have  been 
content  to  accept  the  Atlas  Corporation  policy  of  investment  of  the 
funds  of  their  corporation  in  purchases  at  a  discount  from  asset 
values  of  the  securities  of  other  investment  companies.  The  consoli- 
dation of  the  investment  companies  whose  securities  were  in  the  port- 
folio of  Securities  Allied  Corporation  with  Atlas  Corporation  and 
Securities  Allied  Corporation,  on  a  basis  recognizing  asset  values,  or 
the  prior  dissolution  of  those  investment  companies  whose  securities 
were  held  by  Securities  Allied  Corporation,  might  have  assured  the 
minority  stockholders  of  Securities  Allied  Corporation  of  participa- 
tion in  the  profits  involved  in  the  investment  policy  adopted  by  Se- 
curities Allied  Corporation  under  the  management  of  Atlas  Corpora- 
tion. On  the  other  hand,  however,  the  dissolution,  consolidation,  or 
merger  with  Atlas  Corporation  of  the  investment  companies  whose 
securities  were  held  by  Securities  Allied  Corporation  on  the  date  of 
its  dissolution,  would  have  destroyed  any  further  profits  to  be  de- 
rived by  Atlas  Corporation  by  the  continued  purchase  of  their  stock 
at  discounts  from  their  assets  values. 

This  conflict  between  the  pecuniary  advantages  to  Atlas  Corpora- 
tion in  keeping  alive  the  investment  companies  whose  securities  were 
held  in  the  portfolio  of  Securities  Allied  Corporation,  and  the  inter- 
ests of  the  latter's  minority  stockholders,  is  illustrated  in  the  failure 
of  Atlas  Corporation  to  dissolve  National  Securities  Investment  Com- 
pany, the  majority  of  whose  outstanding  securities  were  in  the  port- 
folio of  Securities  Allied  Corporation  on  the  date  of  its  dissolution. 
Securities  Allied  Corporation's  holdings  of  691,219%  shares  of  the 
common  stock  of  National  Securities  Investment  Company  consti- 
tuted 74%  of  that  company's  outstanding  common  shares,  and  its 
holdings  of  82,672  shares  of  National  Securities  Investment  Com- 
pany's preferred  stock  represented  60%  of  such  stock  then  outstand- 

In  other  words,  Securities  Allied  Corporation  itself  had  the  abso- 
lute power  to  dissolve  National  Securities  Investment  Company.    The 


168  Op.  cit.  supra,  note  72,  Commission's  Exhibit  No.  2040. 
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common  stock  of  National  Securities  Investment  Company  liad  no 
asset  value,  but  the  company's  preferred  stock  had  an  asset  value  as 
at  December  31,  1933,  of  $78.30  a  share  as  compared  with  a  market 
price  of  $40  a  share,^*'^  The  problem  is  presented  whether  Atlas  Cor- 
poration in  the  interests  of  minority  stockholders  of  Securities  Allied 
Corporation  should  have  attempted  to  realize  as  fully  as  possible  the 
inherent  value  of  the  portfolio  securities  held  by  Securities  Allied 
Corporation.  The  interests  of  the  minority  stockholders  of  Securities 
Allied  Corporation  would  require  the  dissolution  of  National  Se- 
curities Investment  Company,  which,  however,  would  end  the  possi- 
bility of  profits  to  Atlas  Corporation  in  the  further  purchase  of 
National  Securities  Investment  Company's  preferred  stock  at  a  dis- 
count from  its  asset  value. 

Atlas  Corporation  resolved  this  conflict  between  its  own  interests 
and  the  interests  of  the  minority  stockholders  of  Securities  Allied 
Corporation  in  favor  of  the  continuance  of  the  corporate  existence  of 
National  Securities  Investment  Company.  In  1934,  Atlas  Corpora- 
tion purchased  9,346  shares  of  National  Securities  Investment  Com- 
pany preferred  stock  at  a  total  cost  of  $588,918.58.  These  shares  had 
an  aggregate  asset  value  of  $716,762.24,  so  that  Atlas  Corporation 
on  the  purchase  of  these  shares  derived  a  profit  in  terms  of  asset 
values  of  $127,843.66."° 

However,  Atlas  Corporation,  although  it  did  not  dissolve  National 
Securities  Investment  Company,  made  concessions  to  the  minority 
stockholders  of  Securities  Allied  Corporation.  For  distribution  pur- 
poses it  valued  the  holdings  of  National  Securities  Investment  Com- 
pany preferred  stock  in  the  portfolio  of  Securities  Allied  Corpora- 
tion at  $58.63  a  share,  a  figure  approximately  midway  between  its 
market  value  of  $40  a  share  and  its  asset  value  of  $78.30  a  share. 

As  in  the  cases  of  most  of  the  other  investment  companies  acquired 
and  dissolved  by  Atlas  Corporation,  stockholders  of  Securities  Allied 
Corporation  were  privileged  to  elect  to  receive  their  distributive 
share  of  the  corporation's  assets  in  kind  in  securities  contained  in  the 
company's  portfolio.  And  as  in  all  other  cases.  Atlas  Corporation 
elected  to  receive  its  liquidating  dividends  in  portfolio  securities.^^^ 

Atlas  Corporation  was,  as  has  been  indicated,  in  a  position  to 
realize  the  asset  values  of  the  investment  company  securities  which 


"'This  asset  value  is  based  on  a  consolidation  of  the  assets  of  National  Securities  In- 
vestment Company  with  the  assets  of  Federated  Capital  Corporation,  the  securities  of 
which  were  not  owned  by  National  Securities  Investment  Company  on  December  8,  1933, 
when  Securities  Allied  Corporation  was  dissolved,  but  were  conveyed  to  National  Securities 
Investment  Company  on  December  29,  1933  (id.,  Commission's  Exhibit  No.  2001,  pp.  235-6). 
Although  the  asset  value  of  National  Securities  Investment  Company's  preferred  stock  as 
at  December  8,  1933,  was  not  disclosed  by  the  record,  such  asset  value  on  June  80,  1933, 
was  $79.69,  based  on  the  market  value  of  its  portfolio,  and  $81.21,  taking  the  company's 
holdings  of  American,  British  &  Continental  Corporation's  securities  at  their  asset  values 
(Reply  to  the  Commission's  questionnaire  for  National  Securities  Investment  Company, 
Pt.   I,  Exhibit  8). 

""Op.  cit.  supra,  note  72,  at  18027. 

^"  Id.,  Commission's  Exhibit  No.  2001,  p.  122.  Atlas  Corporation  and  its  controlled 
companies  received  as  an  initial  liquidating  dividend  from  Securities  Allied  Corporation, 
cash  in  the  sum  of  $5,687,332.96  and  securities  (the  bulk  of  which  were  the  securities 
of  controlled  investment  companies)  having  a  market  value  of  $14,309,194.69.  However, 
the  asset  value  of  the  securities  of  its  controlled  investment  companies  which  Atlas  Cor- 
poration received  was  $6,777,617.99  in  excess  of  their  market  value.  Atlas  Corporation 
and  its  subsidiaries  also  retained  an  equity  of  $471,952.21  in  the  remaining  undistributed 
assets   of  Securities   Allied   Corporation    (ibid.). 
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it  received  in  kind.  However,  to  the  minority  stockholders,  the  port- 
folio securities  receivable  as  liquidating  dividends  in  kind  were  im- 
mediately worth  only  their  market  values.  Minority  stockholders 
who  were  aware  of  the  higher  asset  value  of  these  securities  and  who 
were  willing  to  retain  them  until  Atlas  Corporation  determined  to 
dissolve  or  consolidate  the  companies  whose  securities  were  held  by 
Securities  Allied  Corporation,  would  eventually  realize  the  same 
profit  which  would  accrue  to  Atlas  Corporation  as  the  result  of  the 
investment  policy  it  had  pursued  with  the  funds  of  Securities  Allied 
Corporation.  Atlas  Corporation  alone,  however,  was  in  sole  control 
of  the  time  of  dissolution  or  consolidation,  if  ever,  of  these  companies. 
However,  the  fact  is  that  the  great  number  of  minority  stockholders 
of  Securities  Allied  Corporation  elected  to  receive  their  dividends  in 
cash  only.  Of  the  43,972  shares  of  the  corporation  held  by  minority 
stockholders,  holders  of  41,194  shares  elected  to  receive  their  divi- 
dends in  cash.^'^ 

The  cash  liquidating  dividend  to  be  paid  to  minority  stockholders 
was  based  on  the  market  values  of  the  portfolio  securities  held  by 
Securities  Allied  Corporation,  with  the  exception  of  the  preferred 
stock  of  National  Securities  Investment  Company  which  was,  as  has 
already  been  pointed  out,  evaluated  on  another  basis.  The  cash 
necessary  for  the  distribution  made  to  minority  stockholders  was 
obtained  by  the  sale  at  market  prices  of  a  sufficient  amount  of  Securi- 
ties Allied  Corporation's  portfolio  securities  through  brokers  to  Atlas 
Corporation  and  its  subsidiaries.^^^  Actually,  therefore,  the  great 
number  of  the  minority  stockholders  of  Securities  Allied  Corpora- 
tion did  not  participate  in  the  profits  inherent  in  the  program  of  in- 
vestment in  investment  companies  entered  into  by  Securities  Allied 
Corporation  under  the  management  of  Atlas  Corporation,  although 
they  were  given  the  option  to  participate  in  such  profit  by  accepting 
a  distribution  in  kind  instead  of  a  distribution  in  cash. 

C.  Mergers,  Consolidations,  and  Sales  of  Corporate  Assets 

As  has  been  prevously  pointed  out,  the  merger  or  consolidation  of 
investment  companies  or  the  transfer  of  all,  or  substantially  all,  of 
the  assets  of  one  such  company  to  another  company  in  exchange  for 
the  latter 's  securities,  effectuates,  in  essence,  a  readjustment  of  the 
participations  of  the  stockholders  of  the  various  companies  in  the 
earnings  and  assets  of  their  former  companies.  And  the  assent  of  a 
prescribed  percentage  of  stockholders  to  such  plans  in  many  states 
binds  dissenting  stockholders  to  such  plans  as  a  matter  of  law.  In 
other  words,  such  plans  represent  in  essence  "a  forcible  exchange  of 
participations  in  one  concern  for  participations  in  a  larger  con- 
cern." 1^* 

Despite  the  possible  drastic  effect  of  plans  for  mergers,  consolida- 
tions, or  sales  of  the  assets  of  investment  companies  upon  the  rights 
and  participations  of  shareholders,  the  preparation  and  promulgation 


172  Derived  from  supplementary  information  supplied  the  Commission  for  Securities  Allied 
Corporation. 

i'3  Ibid. 

!■*  Berle.  A.  A.,  and  Means,  G.  C,  The  Modem  Corporation  and  Private  Property  (1934), 
p.  172. 
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of  such  plans  is  normally  controlled  by  the  managements  of  the  corpo- 
rations involved.  No  independent,  unbiased  agency  passes  upon  the 
terms  of  management-prepared  plans.  Nor  are  the  solicitation 
methods  adopted  to  secure  the  consent  of  stockholders  to  such  plans 
ordinarily  subject  to  any  administrative  check.  As  has  already  been 
indicated,  the  literature  prepared  by  the  management  for  use  in 
soliciting  acceptances  by  stockholders  of  plans  for  the  merger,  con- 
solidation, or  sale  of  their  corporation's  assets,  at  present,  is  not 
required  to  be  registered  under  the  Securities  Act  of  1933.  The 
Securities  Exchange  Act  of  1934  empowers  the  Commission  to  make 
rules  and  regulations  with  respect  to  the  solicitation,  by  the  mails  or 
by  any  means  or  instrumentality  of  interstate  commerce,  of  proxies, 
consents,  or  authorizations  with  respect  to  these  plans  only  where 
the  securities  are  listed  on  national  securities  exchanges.  However, 
as  has  been  pointed  out,^^^  the  securities  of  most  existing  investment 
companies  are  not  listed  on  exchanges.  In  reality,  therefore,  the  bulk 
of  investment  companies  are  free  from  any  administrative  supervision 
of  their  mergers,  consolidations,  or  of  sales  of  their  assets. 

The  interests  of  the  management  of  a  corporation  in  a  merger, 
consolidation,  or  sale  of  all  of  the  corporate  assets  may  conflict  sharply 
with  those  of  the  stockholders.  Moreover,  the  ability  of  the  manage- 
ment to  select  and  control  these  procedures  for  the  amalgamation  of 
corporations  may  enable  it  in  many  cases  to  circumvent  statutory 
safeguards  for  the  protection  of  stockholders.  This  power,  coupled 
with  the  management's  control  of  the  proxy  machinery,  will  often 
enable  it  to  perpetrate  plans  of  merger  or  consolidation  which  may 
be  in  many  aspects  detrimental  to  the  interest  of  the  public  holders 
of  the  securities  of  the  various  corporations  involved. 

1.  MANAGEMENT  SELECTION  AND  CONTKOL  OF 
AMALGAMATION  PROCEDURES 

The  remedies  available  to  stockholders  dissenting  from  a  merger  or 
other  plan  which  may  adversely  affect  their  interests  are  normally 
limited  to  a  privilege  to  obtain  in  cash  an  appraised  value  of  their 
securities  or  to  an  attempt  to  prevent  the  consummation  of  the  plan  by 
litigation.  The  defects  in  these  remedies  have  already  been  indi- 
cated.^^^  In  several  states,  as  has  been  pointed  out,  no  pri^dlege  to  re- 
ceive an  appraised  value  of  his  securities  is  available  to  a  dissenting 
stockholder.  In  others,  appraisal  rights  may  be  granted  in  the  case  of 
a  merger  or  consolidation,  but  not  in  the  case  of  a  sale  of  the  corpo- 
rate assets.  For  example,  in  Delaware,  the  state  of  incorporation  of 
most  investment  companies,  a  dissenting  stockholder  may  obtain  an 
appraised  value  of  his  stock  in  cash  where  a  merger  or  consolidation 
of  his  company  with  others  is  contemplated  but  not  where  the  sale 
of  the  corporation's  assets  to  another  corporation  for  the  latter's  se- 
curities is  projected."^  Moreover,  in  Delaware  the  consent  of  the 
holders  of  two-thirds  of  the  outstanding  shares  of  all  classes  of  se- 
curities of  merging  or  consolidating  corporations  must  be  obtained, 
although  for  other  purposes  some  of  the  corporate  securities,  such  as 


i'5  See  this  section,  supra,  p.  1411. 

"« Ibid. 

"''See  Del.  Rev.  Code  (1935),  c.  65,  §§  59,  61,  65. 
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preferred  stocks,  may  have  no  voting  riglits.^^^  On  the  other  hand, 
a  sale  'of  all  the  corporate  assets  of  a  Delaware  corporation  requires 
only  the  consent  of  the  holders  of  a  majority  of  the  shares  having 
voting  power.^^^  As  a  consequence,  holders  of  non-voting  securities, 
such  as  preferred  stocks,  may  have  no  voice  in  the  disposition  of  their 
corporate  assets.  For  example,  the  Delaware  corporation  law  permits 
the  majority  holders  of  the  common  stock,  which  may  have  no  asset 
value,  to  dispose  of  the  corporate  assets  to  another  corporation  on 
terms  which  may  be  advantageous  to  common  stockholders  but  dis- 
advantageous to  preferred  stockholders.  The  latter  stockholders  may 
be  powerless  to  prevent  such  disposition  and  have  no  recourse  to  the 
remedy  of  apraisal. 

The  sale  of  assets  method  of  amalgamating  investment  companies  is 
of  additional  advantage  to  those  in  control  of  such  companies  in  that 
stockholders  of  the  purchasing  corporation  as  well  as  those  of  the 
selling  corporation  have  no  appraisal  rights.  Nor  do  the  stockholders 
of  the  purchasing  corporation  have  any  voice  in  the  determination  to 
purchase  the  assets  of  another  entity.  The  directors  alone  have  the 
power,  without  consultation  with  the  stockholders,  to  acquire  all  of 
the  assets  of  another  investment  company.  Such  a  purchase  may 
present  many  problems  with  respect  to  the  stockholders  of  the  pur- 
chasing corporation.  For  example,  as  has  already  been  related  in 
detail  elsewhere  in  this  chapter ,^^°  in  May  1931,  General  Empire  Cor- 
poration acquired,  in  exchange  for  its  securities,  all  of  the  assets  of 
Power  and  Light  Securities  Trust,  a  Massachusetts  trust  engaged  in 
the  business  of  investing  in  the  securities  of  public  utility  corpora- 
tions. At  this  time.  Power  and  Light  Securities  Trust  was  95% 
owned  by  Atlas  Corporation,  which,  as  a  consequence,  acquired  the 
bulk  of  the  stock  of  General  Empire  Corporation  issued  in  exchange 
for  the  assets  of  Power  and  Light  Securities  Trust.  The  General 
Empire  Corporation  stock  received  by  Atlas  Corporation  as  the  result 
of  the  transaction  constituted  the  controlling  block  of  General  Em- 
pire Corporation's  stock. 

General  Empire  Corporation  had  been  incorporated  in  Delaware  in 
1929  to  invest  in  the  securities  of  commercial  banks  and  had  con- 
formed its  investments  to  this  announced  policy.  As  a  consequence 
of  the  purchase  of  the  assets  of  Power  and  Light  Securities  Trust, 
stockholders  of  General  Empire  Corporation  became  shareholders  in 
a  company  which,  in  addition  to  its  holdings  of  bank  stocks,  now  held 
a  substantial  portfolio  of  securities  of  public  utility  companies. 
Moreover,  their  corporation  was  controlled  by  Atlas  Corporation 
whose  purpose  was  to  change  the  investment  policy  of  General  Em- 
pire Corporation  to  that  of  purchasing  other  investment  company 
securities.^*^ 

Notwithstanding  this  substantial  alteration  in  the  character  of 
their  corporation's  investments,  stockholders  of  General  Empire 
Corporation  did  not  have  under  the  law  of  Delaware  the  privilege  to 


^■^8  Id.,  §  59.  The  vote  of  the  holders  of  each  merging  or  consolidating  corporation's 
shares,  representing  two-thirds  of  the  total  number  of  shares  of  its  capital  stock,  is 
required  for  approval  of  the  merger  or  consolidation    (ibid.). 

"»Id.,    §   65. 

ISO  See  supra,  pp.  1258-70. 

^siQp.  cit.  supra,  note  72,  at  1793.3. 
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demand  an  appraised  value  in  cash  for  their  stock  in  the  corpora- 
tion. T  T  •    1 

Similarly,  minority  certificate  holders  m  Power  and  Light  becuri- 
ties  Trust  became  stockholders  in  a  corporation  owning  a  substan- 
tial block  of  bank  stocks  at  a  time  when  banks  were  in  a  precarious 
financial  condition.^^^  Following  the  sale  of  its  assets,  Power  and 
Light  Securities  Trust  was  dissolved.  Minority  certificate  holders 
had  no  right  to  receive  in  cash  an  appraised  value  of  their  certifi- 
cates in  lieu  of  either  their  pro  rata  share  in  kind  of  the  securities 
of  General  Empire  Corporation  received  in  payment  for  the  trust's 
assets,  or  of  the  market  value  of  such  pro  rata  share.  As  has  been 
stated,  no  statutory  privilege  to  receive  an  appraisal  value  of  their 
shares  is  accorded  to  the  certificate  holders  of  a  business  trust  on  the 
sale  of  its  assets  to  another  entity.  Nor  did  the  trust  indenture  ^^^ 
creating  Power  and  Light  Securities  Trust  grant  such  a  privilege. 

In  Delaware  and  in  states  having  similar  statutory  provisions  the 
sale  of  assets  method  of  amalgamation  of  investment  companies  is 
most  likely  to  be  selected  by  a  corporate  management  actuated  by 
self-interest.  In  other  states,  such  as  Maryland  (another  popular 
state  for  the  incorporation  of  investment  companies),  where  the 
assent  of  holders  of  two-thirds  of  the  voting  securities  (or  if  there 
are  classes  of  voting  securities,  two-thirds  of  each  class)  is  required 
for  the  consummation  of  a  merger,  consolidation,  or  sale  of  the  cor- 
porate assets  and  where  the  right  of  appraisal  exists  irrespective  of 
the  procedure  adopted,  statutory  safeguards  erected  in  the  interests 
of  stockholders  may  be  circumvented  by  ingenious  managements. 
For  example,  the  necessity  for  the  consent  of  the  holders  of  two- 
thirds  of  the  voting  shares  to  a  merger  or  consolidation  or  a  sale 
of  assets  may  be  avoided  in  Maryland  by  a  charter  provision  ^®* 
either  at  the  time  of  incorporation  or  later  by  amendment,  author- 
izing the  consunmiation  of  any  of  these  transactions  with  the  con- 
sent of  only  a  majority  of  the  voting  shares  irrespective  of  class. 

In  sum,  corporate  managements  not  only  have  the  sole  power  to 
prepare  plans  for  the  absorption  of  the  corporate  assets  by  another 
corporation,  but  also  to  select  the  procedure  for  such  absorption  most 
calculated  to  insure  the  success  of  the  plan  in  the  face  of  possible 
stockholder  opposition.  Managements  actuated  by  self-interest  may 
use  such  power  in  a  manner  which  may  be  detrimental  to  the  inter- 
ests of  many  of  the  shareholders. 

a.  Consolidation  of  National  Investors  Corporation  and  Affiliated 
Corporations 

The  amalgamation,  in  1937,  of  the  assets  of  National  Investors 
Corporation  and  its  affiliated  corporations.  Second  National  Investors 
Corporation,  Third  National  Investors  Corporation,  and  Fourth  Na- 
tional Investors  Corporation,  to  form  a  new  open-end  company 
retaining  the  name  of  National  Investors  Corporation,  involved  a 
substantial  dilution  in  the  asset  value  of  the  securities  held  by  stock- 
holders of  the  affiliated  companies  in  order  to  create  asset  values  for 


182  Id.,  at  17933-4. 

183  Id.,   Commission's  Exhibit   No.    1971. 

18^  Md.  Code,  Ann.    (Flack  Supp.  1935),  Art.  23,   §  23. 
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the  equity  securities  and  warrants  of  the  original  parent  company, 
National  Investors  Corporation.  The  plan  was  proposed  and  carried 
through  by  the  interlocking  board  of  directors  of  all  of  the  com- 
panies, notwithstanding  the  fact  that  a  similar  plan  proposed  in  1934 
had  been  defeated  as  a  result  of  the  organized  opposition  of  the 
stockholders  of  the  affiliated  companies.  The  sale  of  assets  technique 
was  apparently  adopted  by  the  management  to  deny  any  appraisal 
rights  to  dissenting  stockholders  of  the  affiliated  companies,  all  of 
which  were  Delaware  corporations. 

National  Investors  Corporation  was  incorporated  in  New  York  on 
June  16,  1927,  under  the  sponsorship  of  Fred  Y.  Presley  and  Guard- 
ian Detroit  Company,  the  then  security  affiliate  of  the  Guardian 
Detroit  Bank,  for  the  purpose  of  managing  and  investing  its  capital 
in  the  securities  of  affiliated  investment  companies  to  be  subsequently 
formed.  The  capitalization  of  National  Investors  Corporation  con- 
sisted of  40,000  shares  of  preferred  stock  entitled  on  liquidation  of 
the  company  to  a  preference  in  assets  of  $100  a  share,  40,000  shares  of 
common  stock  and  160,000  option  warrants.  Guardian  Detroit  Com- 
pany, as  partial  compensation  for  its  distribution  of  the  company's 
securities,  received  100,000  of  the  warrants  of  which  it  retained  50,000 
and  distributed  the  remaining  50,000  among  Mr.  Presley,  other  banks 
assisting  in  the  distribution  of  National  Investors  Corporation's  se- 
curities, and  individuals  who  became  members  of  the  board  of  direc- 
tors of  National  Investors  Corporation.  The  preferred  and  common 
stock  and  60,000  warrants  were  privately  sold  in  units  of  one  share  of 
preferred,  one  share  of  common  and  one  and  one-half  warrants,  pri- 
marily to  banks  located  throughout  the  United  States,  particularly 
banks  which  would  cooperate  in  the  distribution  to  their  depositors 
of  the  shares  of  the  affiliated  companies  of  National  Investors  Corpo- 
ration which  were  to  be  formed.  As  Mr.  Presley  testified,  banks 
were  an  "important  factor  as  stockholders"  of  National  Investors 
Corporation.^^^  Through  the  sale  of  its  securities  and  the  exercise 
of  warrants.  National  Investors  Corporation  raised  approximately 
$5,000,000,  all  of  which  was,  as  will  be  described  hereafter,  invested 
in  the  securities  of  its  affiliated  corporations.^^"  As  the  result  of 
stock  and  warrant  split-ups  and  the  exchange  of  preferred  for  com- 
mon stocks.  National  Investors  Corporation  ultimately  had  outstand- 
ing 14,858  shares  of  preferred  stock,  792,519  shares  of  common  stock, 
and  option  warrants  to  purchase  381,336  shares  of  its  common  stock 
at  $2,331/2  a  share  until  July  1,  1935,  and  thereafter  at  $0,331/3  a  share 
more  per  annum  until  July  1,  1938,  when  the  warrants  expired,^^'' 

On  November  9,  1928,  the  first  of  the  affiliated  investment  corpora- 
tions. Second  National  Investors  Corporation,  was  incorporated, 
again  under  the  sponsorship  of  Guardian  Detroit  Company  and  Mr. 
Presley.  This  corporation  was  not  organized  under  the  laws  of  New 
York,  the  place  of  incorporation  of  National  Investors  Cor]3oration, 
but  in  Delaware,  whose  corporation  laws,  Mr.  Presley  testified,  were 
more  "flexible"  both  from  the  viewpoint  of  the  management  and  of 
the  stockholders.  Mr.  Presley  explained  that  incorporation  of  Na- 
tional Investors   Corporation   under  the  more   "conservative"   laws 
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of  New  York  was  made  necessary  by  the  fact  that  a  Delaware  cor- 
poration would  not  be  "readily  acceptable"  to  the  banks  to  whom  a 
substantial  amount  of  the  securities  of  National  Investors  Corpora- 
tion was  distributed.^^^ 

The  capitalization  of  Second  National  Investors  Corporation  con- 
sisted of  100,000  shares  of  preferred  stock  entitled  on  liquidation  to 
a  preference  in  assets  to  the  extent  of  $100  a  share  and  accrued 
unpaid  dividends,  300,000  shares  of  common  stock,  and  option  war- 
rants to  purchase  200,000  shares  of  common  stock  on  or  before 
December  31,  1943,  at  a  price  of  $25  a  share.  National  Investors 
Corporation  purchased  100,000  shares  of  Second_  National  Investors 
Corporation's  common  stock  and  all  of  its  option  warrants  for  a 
cash  consideration  of  $1,000,000.  The  remaining  100,000  shares  of 
the  company's  preferred  stock  and  200,000  shares  of  its  common  stock 
were  sold  to  the  public  by  an  underwriting  group  headed  by  Guard- 
ian Detroit  Company  and  Shawmut  Corporation  of  Boston,  the 
security  ajfiliate  of  The  National  Shawmut  Bank  of  Boston,  for 
proceeds  of  $10,000,000  of  which  Second  National  Investors  Corpora- 
tion received  $9,600,000,  the  remainder  being  retained  as  selling  com- 
mission by  the  underwriters.^^^ 

On  February  21,  1929,  Guardian  Detroit  Company  and  Mr.  Presley 
caused  Third  National  Investors  Corporation  to  be  incorporated  in 
Delaware.  The  capitalization  of  this  company  consisted  of  200,000 
shares  of  common  capital  stock  and  option  warrants  to  purchase 
130,000  shares  of  the  company's  stock  at  a  price  of  $60  a  share  until 
March  1,  1934,  and  thereafter  at  $2  a  share  more  per  annum  until 
March  1,  1939.  National  Investors  Corporation  invested  $1,000,000 
in  the  purchase  of  20,000  shares  of  the  common  stock  and  all  of  the 
option  warrants  of  Third  National  Investors  Corporation.  Of  the 
warrants  so  acquired.  National  Investors  Corporation  retained  102,000 
and  distributed  the  remainder  to  the  members  of  the  selling  group 
which  publicly  sold  180,000  shares  of  Third  National  Investors  Cor- 
poration's stock  for  proceeds  to  the  corporation  of  $8,400,000. ^^'^ 

Fourth  National  Investors  Corporation,  the  last  of  the  affiliates 
of  National  Investors  Corporation,  was  organized  in  Delaware  on 
August  13,  1929,  again  under  the  auspices  of  Guardian  Detroit  Com- 
pany and  Mr.  Presley.  The  capitalization  of  this  company  consisted 
of  500,000  shares  of  common  capital  stock  and  option  warrants  to 
purchase  1,000,000  shares  of  the  corporation's  stock  at  $60  a  share 
on  or  before  October  2,  1939.  All  of  the  company's  stock  and  war- 
rants to  purchase  250,000  shares  of  its  stock  were  sold  to  the  public 
in  units  of  one  share  of  stock  and  a  nondetachable  warrant  to  pur- 
chase one-half  share  of  the  company's  stock.  From  the  public  sale 
of  these  securities  the  corporation  realized  $24,000,000.^"^  National 
Investors  Corporation  purchased  for  $3,000,000  from  Fourth  National 
Investors  Corporation  option  warrants  to  purchase  750,000  shares  of 
the  corporation's  stock.^"^  At  the  conclusion  of  the  financing  of  all 
the  National  Investors  Corporations,  approximately  $50,000,000  had 
been  contributed  to  them  by  the  investing  public.     Control  of  the 


's'Id.,  at  4274-5. 

"aid.,  at  4275,  4277,  4279. 

iMId.,  at  4295,  4301-2. 

">Id.,  at  4310. 

i^s  Id.,  at  4317. 
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system,  however,  was  vested  in  the  common  stockholders  of  National 
Investors  Corporation,  which  had  invested  its  entire  capital  funds  in 
its  affiliated  companies  as  follows: 


Nmnber 
of  shares 

Percent 
of  total 

Nimiber 

of 
warrants 

Percent 
of  total 

Cost 

Second  National  Investors  Corporation  (common)  — 

Third  National  Investors  Corporation  (common) 

Fourth  National  Investors  Corporation 

100,000 
20,000 

3m 

10 

200, 000 
102,000 
750, 000 

100 
77 
75 

$1,000,000 
1,000,000 
3, 000, 000 

5, 000, 000 

Of  the  warrants  of  Fourth  National  Investors  Corporation,  65,000 
were  immediately  sold  by  National  Investors  Corporation  at  $12.50 
a  warrant,  thus  reducing  its  holdings  to  685,000  warrants  at  a  net 
cost  of  $2,187,500.1^3 

In  addition  to  its  security  interests  in  its  affiliates.  National  In- 
vestors Corporation  also  acted  as  their  manager.  On  their  forma- 
tion, the  affiliated  companies  entered  into  a  contract  with  National 
Investors  Corporation  by  which  the  latter  was  to  manage  their  assets 
for  an  annual  fee  of  %  of  1%  of  the  assets  of  each  of  the  affiliates. 
These  contracts  expired  on  December  31,  1934,  but  were  renewed 
in  1935,  and  expired  at  the  date  of  the  consolidation  of  the  four 
companies  in  1937.  National  Investors  Corporation  delegated  the 
management  functions  to  Fred  Y.  Presley,  its  president,  who  was 
paid  an  annual  fixed  salary  plus  an  additional  annual  fee  equivalent 
to  i4oo  of  1%  of  the  assets  of  the  affiliated  corporations.  Mr.  Presley's 
compensation  from  1930  to  1934,  when  the  first  plan  of  reorganization 
of  the  four  companies  was  promulgated,  averaged  in  excess  of  $30,000 
per  annum.i^* 

Following  the  crash  in  the  market  values  of  securities  in  1929,  the 
assets  of  the  National  Investors  system  of  investment  companies 
shrank  sharply  in  value.  By  September  1934  the  assets  of  the  group 
of  companies  totaled  approximately  $25,000,000,  as  compared  with 
the  original  total  capitalization  of  the  group  of  approximately  $50,- 
000,000.  The  stocks  of  the  various  companies  themselves  were  selling 
in  the  market  at  prices  substantially  below  their  asset  values,  with 
the  exception  of  the  negative  asset  value  common  stocks  of  National 
Investors  Corporation  and  Second  National  Investors  Corporation, 
both  of  which  were  leverage  companies.^^^ 

Tlie  low  prices  at  which  the  negative  asset  value  common  shares  of 
National  Investors  Corporation  were  selling  in  the  open  market, 
coupled  with  the  substantial  discounts  from  asset  value  at  which 
the  securities  of  the  affiliated  companies  were  selling  in  the  open  mar- 
ket, invited  attempts  by  individuals  and  other  investment  companies 
to  acquire  control  of  the  system  of  companies  in  order  to  profit  by 
exchanges  of  their  securities  for  the  securities  of  the  system  or  by 
the  use  of  the  assets  of  the  group  of  companies  to  further  their  own 
purposes.     And,  as  Mr.  Presley  testified,  the  pyramided  character 


M^id.,  at  4321. 

iwid.,  at  4284,  4291,   4500. 

"^  Id.,   Commission's   Exhibit   No.   441. 
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of  the  National  Investors  Corporation  group  of  companies  facilitated 
the  acquisition  of  control,  since  a  comparatively  small  investment 
in  the  common  shares  of  National  Investors  Corporation  would  carry 
with  it  control  of  the  assets  of  the  entire  system.  A  possibility  of  a 
shift  in  control  of  the  group  of  companies  was  intensified  in  March 
1933  by  the  insolvency  of  the  Guardian  Detroit  grouj)  of  banks  and 
their  security  affiliate,  Guardian  Detroit  Company,  which  owned  out- 
right or  held  as  collateral  for  loans  approximately  150,000  shares  of 
the  common  stock  of  National  Investors  Corporation.  The  receivers 
of  the  Guardian  Detroit  banking  system  were  seeking  to  liquidate 
this  block  of  the  common  stock  of  National  Investors  Corporation 
which  constituted  approximately  20%  of  the  outstanding  shares  of 
such  stock.  Mr.  Presley  attempted  unsuccessfully  to  secure  "friendly" 
purchasers  for  these  holdings.^^^ 

Prior  to  the  collapse  of  the  Guardian  Detroit  banking  system,  Mr. 
Presley  had  been  approached  by  various  individuals  who  were  de- 
sirous of  acquiring  control  of  the  National  Investors  Corporation 
group  of  companies.  For  example,  Mr.  Presley  was  approached  in 
1932  by  Wallace  Groves,  who  sought  Mr.  Presley's  assistance  in  the 
I^urchase  of  a  controlling  block  of  the  common  stock  of  National 
Investors  Corporation.  In  Mr.  Presley's  opinion  Mr.  Groves  felt 
that  he  would  have  little  chance  of  succeeding  without  Mr.  Presley's 
aid.  In  fact,  Mr.  Groves  promised  to  "take  care"  of  Mr.  Presley  by 
awarding  him  a  stock  interest  in  the  National  Investors  Corporation 
companies  and  by  continuing  him  as  manager  and  president  of  the 
National  Investors  Corporation  companies  if  Mr.  Groves  succeeded 
in  acquiring  control  of  them,  Mr.  Presley,  however,  refused  to  aid 
Mr.  Groves  in  his  efforts.^^^ 

As  has  been  already  related  in  detail  elsewhere  in  this  chapter, ^^^ 
Atlas  Corporation  also  made  an  unsuccessful  attempt  to  acquire  con- 
trol of  the  National  Investors  Corporation  group  of  companies.  By 
June  1933  Atlas  Corporation  had  acquired  in  the  open  market  ap- 
proximately 160,000  shares  of  the  common  stock  of  National  In- 
vestors Corporation  and  substantial  blocks  of  the  securities  of  its 
affiliated  corporations.  As  the  result  of  Mr.  Presley's  refusal  to  assist 
Atlas  Corporation  in  its  contemplated  exchange  offers  of  its  shares 
for  the  shares  of  the  National  Investors  Corporation  companies, 
Atlas  Corporation  agreed  to  sell  to  the  affiliated  companies  its  hold- 
ings of  their  shares  at  prices  above  their  market  values  but  less  than 
their  asset  values.  With  the  consent  of  the  stockholders  of  the  affil- 
iated companies  this  sale  was  effected.  Atlas  Corporation,  however, 
retained  its  holdings  of  160,000  shares  of  the  common  stock  of  Na- 
tional Investors  Corporation,  which  Atlas  Corporation  informed  Mr. 
Presley  it  hoped,  but  did  not  promise,  to  dispose  of  through  market 
channels.  Notwithstanding  the  fact  that  Mr.  Presley  had  informed 
Atlas  Corporation  that  he  would  regard  the  sale  of  its  National  In- 
vestors Corporation  common  stock  in  one  block  as  an  "unfriendly 
act,"  Atlas  Corporation  early  in  1936  sold  all  of  its  holdings  of  Na- 
tional Investors  Corporation  common  stock  to  The  Adams  Express 
Company.^''^ 


^="Icl.,  at  4513-4,  4525-6,  4531,  4541. 

"'Id.,  at  4516. 

^"'866  Sec.  Ill,  B,  supra. 

"9  Op.  cit.  supra,  note  185,  at  4540,  4542 
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Obviously,  the  concentration  of  large  blocks  of  the  common  stock 
of  National  Investors  Corporation  in  Atlas  Corporation  and  in  the 
Guardian  Detroit  group  of  banks  and  affiliates,  both  of  which  were 
attempting  to  dispose  of  their  holdings,  constituted  a  serious  threat 
to  the  continuance  of  the  management  of  the  National  Investors 
Corporation  group  of  companies  by  Mr.  Presley.  As  Mr.  Presley 
testified,  the  acquisition  of  these  two  blocks  of  stock,  which  consti- 
tuted 40%  of  the  outstanding  common  shares  of  National  Investors 
Corporation,  would  insure  practical  control  of  the  National  Investors 
Corporation  group  of  companies  to  the  purchaser  of  these  shares. 
Mr.  Presley  himself,  by  the  end  of  1933,  did  not  own  any  of  the 
securities  of  the  National  Investors  Corporation  group  of  com- 
panies.^°° 

Meanwhile,  as  early  as  1930,  plans  to  consolidate  the  National  In- 
vestors Corporation  group  of  companies  into  a  single  company  had 
been  considered  by  the  common  board  of  directors  of  the  four  com- 
panies. Because  of  the  difficulty  in  determining,  in  terms  of  the 
proposed  consolidated  company's  shares  and  assets,  the  treatment  to 
be  accorded  to  the  holders  of  the  10  different  securities  outstanding 
of  the  four  companies,  no  acceptable  plan  had  been  devised  by  the 
management.  By  1934,  however,  pressure  was  being  exerted  by  an 
organized  group  of  stockholders  in  the  affiliated  companies  upon  the 
management  to  prepare  a  plan  to  reorganize  the  four  companies  into 
a  single  open-end  investment  company  with  one  class  of  shares  re- 
deemable by  the  company  at  the  holder's  option  at  their  asset  value, 
or,  in  the  alternative,  to  transform  each  of  the  affiliated  companies 
into  an  open-end  company.  The  desirability  of  an  open-end  com- 
pany from  the  viewpoint  of  this  organized  group  of  stockholders  was 
that  it  would  eliminate  the  discount  from  asset  values  at  which  the 
share  of  the  affiliated  companies  were  then  selling  in  the  market  and 
would  provide  a  permanent  market  for  their  securities  at  a  price 
equivalent  to  their  asset  value.  As  a  result  of  the  pressure  of  this 
group  of  stockholders,  the  interlocking  board  of  directors  of  the  four 
companies  appointed  a  committee  consisting  of  three  of  their  number, 
Mr.  Presley,  George  Murnane  of  Lee,  Higginson  &  Company,  and 
Charles  H.  Diefendorf,  a  vice  president  of  The  Marine  Trust  Com- 
pany of  Buffalo,  to  prepare  a  plan  of  reorganization  of  the  four 
companies  for  submission  to  the  entire  board  of  directors.^°^ 

As  members  of  the  boards  of  directors  of  each  of  the  four  National 
Investors  Corporation  companies,  this  committee  was  placed  in  the 
anomalous  position  of  attempting  simultaneously  to  serve  four  mas- 
ters, each  of  whose  interests  were  in  conflict.  As  fiduciaries  of  the 
stockholders  of  all  of  the  companies,  the  committee  members  were 
duty  bound  to  obtain  the  best  possible  advantage  in  the  reorganiza- 
tion of  the  companies  for  the  share  and  warrant  holders  of  each  of 
the  companies.  However,  the  interests  of  the  various  share  and  war- 
rant holders  were  in  sharp  conflict.  The  claims  of  the  preferred 
stocks  of  National  Investors  Corporation  and  of  Second  National 

^wid.,   at  4547. 

="  Id.,  at  4439,  4450,  et  seq.  In  1934  the  common  board  of  directors  of  the  four  com- 
panies was  composed  of  H.  E.  Bodman,  a  Detroit  attorney.  P.  C.  Cabot,  a  director  of 
The  National  Shawmut  Bank  of  Boston,  C.  H.  Diefendorf  and  George  F.  Rand,  both 
officers  of  The  Marine  Trust  Company,  W.  S.  McLucas,  president  of  the  National  Bank  of 
Detroit,  George  Murname,  Alger  Shelden,  and  Fred  Y.  Presley.  (Moody's  Manual  of  Invest- 
ments, Banks,  etc.,  1935,  p.  1087,  et  seq.) 
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Investors  Corporation  would  obviously  be  antagonistic  to  the  claims 
of  the  holders  of  the  common  stock  and  warrants  of  such  companies, 
securities  which  in  1934  were  without  asset  value.  Similarly,  the 
holders  of  the  securities  of  National  Investors  Corporation,  which 
held  substantially  all  of  the  warrants  of  Second,  Third,  and  Fourth 
National  Investors  Corporation,  would  have  interests  sharply  op- 
posed to  those  of  the  stockholders  of  the  latter  companies. 

To  reconcile  the  conflicting  interests  of  the  share  and  warrant 
holders  of  each  of  these  companies  would  be  a  difficult  task  under 
any  circumstances.  Clearly,  the  various  security  holders  were  en- 
titled to  an  unbiased,  independent  representation  of  their  interests. 
But  the  record  reveals  that,  although  the  members  of  the  manage- 
ment committee  may  have  acted  in  good  faith  in  the  preparation  of 
the  plan  proposed  to  the  stockholders  in  1934,  they  may  not  have 
been  entirely  free  from  bias  in  favor  of  the  securities  of  National 
Investors  Corporation.  As  Mr,  Presley  testified,  Mr.  Murnane  held 
"a  few  hundred"  of  the  warrants  of  National  Investors  Corporation, 
and  Mr,  Diefendorf's  bank.  The  Marine  Trust  Company,  had  a  "sub- 
stantial investment  in  the  warrants  of  the  same  company."  "°~  And, 
although  Mr.  Presley  owned  none  of  the  securities  of  any  of  the 
National  Investors  Corporation  companies,  the  consolidation  of  the 
companies  into  a  single  open-end  company  with  one  class  of  securi- 
ties redeemable  by  the  new  company  at  asset  value,  would  remove  the 
threat  to  his  continued  management  of  the  National  Investors  Cor- 
poration system  represented  by  the  blocks  of  the  common  stock  of 
National  Investors  Corporation  held  by  Atlas  Corporation  and  the 
Guardian  Detroit  companies,  both  of  which,  as  has  been  stated,  were 
for  sale.    As  Mr.  Presley  testified :  ^"^ 

A.  It  [the  block  held  by  Atlas  Corporation  and  subsequently  by  The  Adams 
Express  Company]  isn't  control,  but  has  certainly  got  veto  power  on  anything, 
and  would  lead  to  control  with  the  acquisition  of  the  block  of  stock  in  the 
hands  of  the  liquidating  corporation  [liquidating  the  assets  of  the  Guardian 
Detroit  system  of  banks  and  their  affiliates]  in  Detroit. 

Q.  That  is  to  say,  if  they  joined  hands  with  that  block  of  stock  in  the 
liquidating  corporation,  it  would  be  the  largest  single  holding  of  stock  in 
National  Investors  Corporation. 

A.  It  would  be  close  to  40  percent  and  control. 

Q.  So  that  it  represents  a  serious  threat  to  present  control,  does  it  not? 

A.  Yes  and  no. 

Q.  It  could  be  used  for  that  purpose. 

A.  Yes  and  no.  It  is  a  serious  threat  to  control  of  the  management  company 
[National  Investors  Corporation]  and  to  some  extent  a  threat  to  the  control  of 
Second,  by  virtue  of  National's  holdings  of  100,000  shares  of  common  in  Second 
and  to  a  lesser  extent  in  Third  and  Fourth. 

Q.  Now,  of  course,  that  control  angle  represented  by  that  stock  would  be 
eliminated  in  the  event  that  you  succeeded  in  consolidating  these  four  com- 
panies and  open-ending  them. 

A.  That  Is  correct. 

Mr.  Presley  thus  may  have  had  some  personal  interest  in  effecting 
a  consolidation  of  the  National  Investors  Corporation  grou]3  of  com- 
panies.   Obviously,  however,  a  consolidation  plan  unfavorable  to  the 

20=  Op.  cit.  supra,  note  185,  at  4486.  4492. 
''o'Id.,  at  4546-7. 
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large  common  stockholders  of  National  Investors  Corporation  would 
be  impossible  of  consummation.  Further,  the  influence  of  the  banks 
in  various  parts  of  the  country  who  were  the  holders  of  a  substantial 
amount  of  the  common  stock  and  warrants  of  National  Investors 
Corporation  would  be  brought  to  bear  against  any  plan  unfavorable 
to  the  securities  of  National  Investors  Corporation.-""* 

Nor  were  several  of  the  directors,  other  than  the  committee  mem- 
bers, entirely  free  from  any  personal  interest  in  the  allocation  of 
values  under  a  plan  of  consolidation.  Of  the  six  directors  other 
than  the  members  of  the  committee,  three  had  at  least  some  interest 
in  the  securities  of  National  Investors  Corporation.  The  record  indi- 
cates that  Paul  C.  Cabot,  one  of  the  directors,  held,  in  1934,  approxi- 
mately 1,500  of  the  warrants  of  National  Investors  Corporation. 
Shawmut  Association,  the  security  affiliate  of  The  National  Shawmut 
Bank,  of  which  Mr.  Cabot  was  a  director,  had  also  been  the  recipient 
of  14,000  warrants  of  National  Investors  Corporation  on  the  forma- 
tion of  the  latter  company.^"^  Whether  or  not  Shawmut  Association 
owned  these  warrants  in  1934  is  not  disclosed  by  the  record.  George 
F.  Kand,  another  of  the  directors,  was  president  of  The  Marine  Trust 
Company  of  Buffalo  which,  it  will  be  recalled,  had  a  substantial 
investment  in  the  warrants  of  National  Investors  Corporation,  and 
Robert  C.  Lord,  another  of  the  directors,  had  been  the  president  of 
Guardian  Detroit  Bank  until  its  insolvency  in  1933.  As  has  been 
stated.  Guardian  Detroit  Bank  and  its  affiliate.  Guardian  Detroit 
Company,  in  1934,  owned  outright  or  held  as  collateral  for  loans 
approximately  150,000  shares  of  the  common  stock  of  National 
Investors  Corporation.^"*^ 

The  financial  problem  which  confronted  the  management  com- 
mittee was  a  complex  one.  The  following  figures  indicate  the  asset 
value  and  market  value  of  the  outstanding  securities  of  the  four 
companies  as  at  September  30,  1934,  the  date  upon  which  the  values 
allocated  by  the  plan  prepared  and  promulgated  on  December  20. 
1934,  were  based :  ^^^ 


Name  of  company 

Number  of 

outstanding 

shares  and 

warrants 

Asset  value 
per  share 
or  warrant 

Market 
value  per 
share  or 
warrant 

National  Investors  Corporation: 
Preferred  stock 

14, 858 
792,  519 
381, 336 

82, 617 
300, 000 
200, 000 

167,  226 
130,  000 

500,  000 
750,  000 

$87.08 

$42  00 

Common  stock 

1  125 

Warrants 

625 

Second  National  Investors  Corporation: 

63.61 

35.25 

1.875 

Third  National  Investors  Corporation: 
Common  stock 

24.30 

16.75 

Warrants 

Fourth  National  Investors  Corporation: 

Stock  (including  one-half  warrant  per  share  originally  attached 

29.31 

20.25 

2MId.,  at  4254,   4267. 

^<^m..   at   4342. 

-^°  See  supra,  p.  1464. 

20^  Op.  cit.  supra,  note  185.  Commission's  Exhibit  No.  441. 
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As  these  figures  indicate,  the  common  stocks  of  both  National  In- 
vestors Corporation  and  Second  National  Investors  Corporation  were 
without  asset  value.  Their  position,  as  Mr.  Presley  testified,  was 
wholly  one  of  "future  prospects."  ^"^  And  the  outstanding  warrants 
of  all  of  the  companies  were  also  of  little  immediate  value.  Their 
exercise  prices  were  substantially  above  the  asset  and  market  values 
of  the  securities  which  could  be  obtained  upon  their  exercise.-^"  All 
of  the  warrants  of  Second  National  Investors  Corporation,  101,200 
of  the  warrants  of  Third  National  Investors  Corporation,  and  685,000 
of  the  warrants  of  Fourth  National  Investors  Corporation  were 
owned  by  National  Investors  Corporation  in  September  1934.  These 
warrants  had  either  no  market  value  or  a  "pretty  fictitious  one." 
And,  as  Mr.  Presley  testified,  any  attempt  to  place  a  cash  value  upon 
any  of  the  warrants  of  any  of  the  companies  would  be  "speculative" 
and  arbitrary .^^° 

A  plan  calculated  to  preserve  existing  asset  values  clearly  would 
require  the  exchange  of  existing  warrants  for  warrants  of  the  new 
company.  And  the  warrants  of  the  new  company  acquired  by 
National  Investors  Corporation  in  exchange  for  its  holdings  of  the 
warrants  of  its  affiliated  companies  could  be  distributed  among  its 
stockholders  as  part  of  such  a  plan.  This  type  of  plan  would  avoid 
the  necessity  for  any  appraisal  of  the  cash  value  of  the  warrants  of 
the  existing  companies.  And,  in  fact,  the  warrants  issued  by  the  four 
companies  conferred  no  rights  upon  their  holders,  on  the  merger, 
consolidation,  or  sale  of  the  assets  of  any  of  the  issuing  companies, 
other  than  a  right  to  receive  warrants  of  the  new  company.  Each 
of  the  warrants  of  the  four  companies  contained  the  following 
provision : 

If  on  or  before  [the  expiration  date  of  the  warrant]  the  coriM) ration  shall  be 
combined  or  consolidated  with  or  merged  into  another  corporation,  or  shall 
transfer  to  any  other  corporation  all  or  substantially  all  of  its  property  and 
securities,  this  warrant  shall  be  deemed  to  extend  to  the  property  or  securities 
issuable,  payable,  or  distributable  in  respect  of  the  stock  in  respect  of  which 
this  warrant  is  exercisable.  The  price  at  which  this  warrant  is  then  exercisable 
for  such  property  or  securities  shall  be  the  price  which  would  have  been  paid 
hereunder  immediately  prior  to  such  combination,  consolidation,  or  merger,  or 
transfer  in  respect  of  the  stock  for  which  such  property  or  securities  shall  have 
been  issued,  paid,  or  distributed."" 


=»«Id.,  at  4461. 

20!)  The  exercise  price  and  date  of  expiration   of  the   various 
(id..  Commission's  Exhibit  No.  441)  : 


warrants   were   as   follows 


Exercise 
price, 
1934 


Asset  value, 

Sept.  30, 

1934,  of 

shares 

called  for 

by  warrants 


Date  of  expiration  and 
last  exercise  price 


National  Investors  Corporation 

Second  National  Investors  Corporation. 
Third  National  Investors  Corporation.. 
Fourth  National  Investors  Corporation. 


$2.  33H 
$25 
$62 
$60 


0 
0 

24.30 
29.31 


June  30, 1938— $3.33. 
Jan.  1, 1944— $25. 
Feb.  28,  1939— $70. 
Oct.  1, 


210  Id.,  at  4462,  4490,  and  Commission's  Exhibits  Nos.  441,  444. 

2"  See  facsimile  copies  of  the  warrants  of  each  of  the  National  Investors  corporations, 
contained  in  Pt.  I  of  the  replies  to  the  Commission's  questionnaire  for  these  companies. 
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Similarly,  a  plan  intended  to  preserve  existing  asset  values  of  the 
securities  of  the  four  companies  would  require  the  exchange  of  the 
negative  asset  value  common  stocks  of  National  and  Second  National 
Investors  corporations  for  warrants  of  the  new  company. 

In  derogation  of  a  plan  of  this  type  is  the  fact  that  it  would  brmg 
to  the  new  company  a  capital  structure  including  a  large  number  of 
warrants.  Mr.  Presley  testified  that  his  experience  had  mdicated 
that  option  warrants  were  undesirable,  for  various  reasons,  in  the 
capital  structure  of  an  investment  company.-^-  Although  Mr.  Pres- 
ley's objections  to  the  existence  of  option  warrants  in  the  capital 
structure  of  investment  companies  may  have  been  meritorious,-^^ 
nevertheless,  the  plan  of  consolidation  of  these  companies  actually 
consunmiated  in  1937  included  a  provision  permitting  option  warrant 
holders  of  the  old  companies  to  exchange  them  for  warrants  of  the 
consolidated  company, 

A  greater  detraction,  however,  to  the  proposal  of  a  plan  preserving 
asset  values  would  be  the  impossibility  of  its  acceptance  by  the  com- 
mon stock  and  warrant  holders  of  National  Investors  Corporation, 
who  would  be  unlikely  to  approve  a  plan  which  did  not  give  a  cash 
asset  value,  in  terms  of  the  new  company's  shares,  to  their  own  hold- 
ings. Furthermore,  the  transmutation  of  the  common  stock  of  Na- 
tional Investors  Corporation  into  warrants  in  a  new  company  would 
destroy  the  control  value  of  the  large  blocks  of  such  stock  held  by 
Atlas  Corporation  and  the  Guardian  Detroit  system  of  companies. 

For  whatever  the  reason  may  have  been  the  "plan  of  reorganiza- 
tion" proposed  by  the  management  committee  was  based,  as  Mr. 
Presley  testified,  upon  a  "compromise,  not  on  any  equity  [asset] 
values."  The  "compromise"  consisted  essentially  of  a  dilution  of 
existing  asset  values  to  create  a  cash  asset  value,  in  terms  of  the  new 
company's  shares,  for  the  common  stock  and  option  warrants  of 
National  Investors  Corporation.  A  plan  proposed  by  the  committee 
to  create  an  asset  value  in  the  new  company  for  the  common  stock 
and  warrants  of  National  Investors  Corporation  by  diluting,  in 
part,  the  existing  asset  value  of  that  company's  preferred  stock,  was 
vigorously  opposed  by  Alger  Shelden,  one  of  the  directors  of  the 
four  companies  and  a  substantial  holder  of  the  preferred  stock  of 
National  Investors  Corporation.  As  a  result,  this  plan  was  aban- 
doned, and  the  committee's  "compromise  plan"  was  adopted.  The 
plan  proposed  by  the  management  committee  of  the  four  companies 
on  December  20,  1934,  provided  for  the  transfer  of  all  of  the  assets 
of  the  four  companies  to  a  new  open-end  company  on  a  basis  which 
would  give  the  new  company's  stock  an  initial  asset  value  of  $10  a 
share.  In  its  allocation  of  the  shares  of  the  new  company  among 
the  existing  four  companies,  however,  the  plan  was  liighly  favorable 
to  the  security  holders  of  National  Investors  Corporation.  That 
company's  preferred  stockholders  were  to  receive  shares  in  the  new 
open-end  company  having  a  greater  asset  value  than  their  existing 
holdings.  The  holders  of  negative  asset  value  common  stock  were 
to  receive  shares  in  the  new  company  having  an  asset  value  of  $1.90 
per  share  of  existing  common  stock;  the  holders  of  warrants  of 
National  Investors  Corporation  which,  of  course,  had  no  asset  value 


212  Op.  cit.  supra,  note  185,  at  4552-3. 
=13  See  Ch.  V  of  this  part  of  the  report. 
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were  to  receive  shares  of  the  new  company's  stock  having  an  asset 
value  of  90  cents  per  existing  warrant,  a  sum  which  exceeded  the 
then  quoted  market  price  of  62  cents  for  such  warrants.  To  create 
these  values  for  the  securities  of  National  Investors  Corporation, 
the  existing  asset  values  of  the  affiliated  companies'  shares,  in  terms 
of  the  asset  value  of  the  shares  of  the  new  company  which  they  were 
to  receive,  were  diluted  by  approximately  $1,800,000.21*  _  Table  22 
indicates  the  treatment  accorded  by  the  plan  to  the  securities  of  each 
of  the  existing  companies. 

Table  22. — Plan   for  reorganization  of  National  Investors   Corporation  group, 
proposed  Dec.  30,  1931f 


Number 
of  shares 
or  war- 
rants 
out- 
standing 
(exclud- 
ing treas- 
ury) 

Asset 

value 

per 

share  or 

warrant 

Asset 
value  per 

class  of 
stock  or 
warrant 

Market 

value 

per 

share  or 

warrant 

Number 
of  new 
company 
shares 
(per  pres- 
ent share 
or  war- 
rant) 

Asset 
value  in 
terms  of 

new 
company 

shares 
(per  pres- 
ent share 
or  war- 
rant) 

Asset 
value  in 
terms  of 

new 
company 

shares 

of  stock 
01  war- 
rant) 

National  Investors  Corporation: 

14, 858 
792, 519 
381,  336 

$87. 08 

$1,293,882 

$42.00 
1.125 
.625 

8.  800+ 
.19 
.07 

$88.00+ 
1.90 
.70 

$1, 307, 587 

Common  stock                    -    . 

1, 505,  786 

Warrants 

266, 935 

1, 293, 882 

3,080  308 

Second   National   Investors   Cor- 
poration: 
Preferred  stock                      -  . 

82,617 
300, 000 
200, 000 

63.61 

6,255,174 

35.25 

1.875 

5. 392+ 
.25 
.025 

53.  92+ 
2.50 
.25 

4, 455, 174 

Common  stock 

750, 000 

Warrants 

50, 000 

5, 255, 174 

5  255, 174 

Third    National    Investors    Cor- 
poration: 
Stocks                          

167,276 
130, 000 

24.30 

4,064,522 

16.75 

2. 313+ 
.15 

23. 13+ 
1.50 

3, 869,  522 

Warrants                             

195, 000 

4.064,522 

4, 064,  522 

Fourth    National   Investors    Cor- 
poration: 
Stock    (including    i^   warrant 
per  share  originally  attached 

to  stock  certificates) 

Warrants  (excluding  warrants 
originally  attached  to  stock 
certificates) 

500, 000 
750, 000 

29.31 

14, 655, 981 

20.25 

2.  631+ 
•2 

26.  31+ 
2.00 

13, 155. 981 
1, 500, 000 



14, 655, 981 

14, 655, 981 

25,  269,  559 
504, 961 

27, 055, 985 

Deduction  at  market  values  for 
stocks  and  warrants  held  by  Na- 
tional Investors  Corporation  in 

2, 291,  387 

24,  764,  598 

24, 764, 598 

Source:  See  note  214  in  text. 


■Op.  cit.  supra,  note  185,  at  4460,  4492,  and  Commission's  Exhibits  Nos.  440,  441. 
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As  the  table  indicates,  the  plan  required  the  preferred  stockholders 
of  Second  National  Investors  Corporation  to  cede  approximately  $10 
a  share  in  asset  value  in  order  to  create  an  asset  value  in  the  new 
company  of  $2.50  a  share  of  Second  National  Investors  Corporation's 
negative  asset  value  common  stock  and  25  cents  for  its  warrants.  As 
National  Investors  Corporation  owned  100,000  shares  of  the  common 
stock  and  all  of  the  warrants  of  Second  National  Investors  Corpora- 
tion, the  security  holders  of  National  Investors  Corporation  would 
gain  in  asset  value  a  total  of  $300,000  at  the  expense  of  the  preferred 
stock  of  Second  National  Investors  Corporation,  none  of  which  was 
owned  by  National  Investors  Corporation.  Similarly,  the  holders 
of  the  stock  of  Third  National  Investors  Corporation  were  to  be  re- 
quired to  sacrifice  $1.17  in  asset  value  to  create  an  asset  value  of  $1.50 
for  each  of  the  company's  warrants,  101,200  of  which  were  owned  by 
National  Investors  Corporation.  Since  National  Investors  Corpora- 
tion also  owned  20,243  shares  of  Third  National  Investors  Corpora- 
tion's stock,  it  suffered  a  loss  in  asset  value  on  these  shares  of  $23,684 
but  gained  in  asset  values  to  the  extent  of  $151,800  on  its  holdings 
of  the  warrants  of  Third  National  Investors  Corporation.  The  net 
gain  in  asset  value  to  National  Investors  Corporation  at  the  expense 
of  Third  National  Investors  Corporation's  stockholders  was,  there- 
fore, $128,116.  The  largest  aggregate  loss,  however,  was  suffered  by 
the  shareholders  of  Fourth  National  Investors  Corporation,  who  were 
required  to  give  up  $1,500,000  in  asset  values  to  provide  an  asset 
value  in  terms  of  the  new  company's  shares  of  $2  for  each  outstanding 
warrant  of  Fourth  National  Investors  Corporation.  Since  National 
Investors  Corporation  held  685,000  of  the  warrants  of  Fourth  Na- 
tional Investors  Corporation,  it  derived  a  gain  in  assets  at  the  expense 
of  the  Fourth  National  Investors  Corporation's  stockholders  of 
$1,370,000.  National  Investors  Corporation  held  only  50  shares  of 
the  stock  of  Fourth  National  Investors  Corporation.^!^ 

It  is  true  that  the  plan  would  accomplish  the  desirable  result  of 
eliminating  warrants  from  the  capital  structure  of  the  proposed  new 
company  but  only  the  shareholders  of  the  affiliated  companies  were 
required  to  make  the  payments  necessary  for  the  elimination  of  the 
warrants,  not  only  of  their  own  companies,  but  of  those  of  National 
Investors  Corporation  as  well.  Any  evaluation  of  the  warrants 
would,  as  Mr.  Presley  testified,  be  arbitrary.^i^  And,  although  the 
management  committee's  evaluation  of  the  warrants  in  the  circum- 
stances may  have  been  a  fair  one,  conceivably  a  substantial  number 
of  the  shareholders  of  the  affiliated  companies  might  have  disagreed 
with  it.  Nevertheless,  the  procedure  selected  by_  the  management  for 
the  effectuation  of  the  plan  was  designed  to  avoid  any  possible  neces- 
sity of  paying  to  shareholders  of  the  affiliated  companies  who  might 
dissent  from  the  plan  an  appraised  cash  value  of  their  shares. 

As  has  been  stated,  although  National  Investors  Corporation  had 
been  incorporated  in  New  York,  the  affiliated  companies  had  been 
incorporated  in  Delaware.  Under  the  laws  of  both  New  York  and 
Delaware,  a  statutory  merger  or  consolidation  of  the  four  companies 
would  entitle  dissenting  stockholders  of  any  of  the  companies  to  the 


215  Id.,  Commission's  Exhibit  No.  441. 
2"  Id.,  at  4498. 
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payment  by  the  new  companj  of  an  appraised  value  of  their  shares. 
In  view  of  the  sharp  losses  m  asset  values  which  would  be  suffered 
under  the  plan  by  the  shareholders  of  the  affiliated  companies,  it 
could  be  anticipated  that  a  large  number  of  dissenting  stockholders 
would  demand  an  appraisal  of  their  shares.  On  the  other  hand,  as 
has  been  pointed  out,  under  the  law  of  Delaware,  a  sale  of  all  of  the 
assets  of  the  affiliated  companies  to  a  new  company  could  be  accom- 
plished without  the  necessity  for  affording  stockholders  opposing  the 
sale  any  privilege  of  receiving  in  cash  an  appraised  value  of  their 
shares.  Although  the  law  of  New  York,  under  which  National  In- 
vestors Corporation  had  been  created,  granted  to  stockholders  op- 
posing the  sale  of  all  of  the  assets  of  their  corporation  a  right  to  an 
appraisal,  it  would  be  unlikely  that  stockholders  of  National  Invest- 
ors Corporation  would  oppose  a  plan  which  accorded  to  them  favor- 
able treatment.^" 

Accordingly,  the  plan  provided  for  the  sale  of  all  of  the  assets  of 
the  four  companies  to  a  new  company  known  as  National  Investors 
Corporation,  in  consideration  of  the  issuance  of  the  securities  of  the 
new  company.  The  plan  stipulated  that  the  assent  of  the  holders  of 
two-thirds  of  the  outstanding  securities  of  each  of  the  companies  was 
required  to  sanction  the  sale  of  the  assets  of  the  companies.  That 
the  procedure  was  consciously  formulated  to  eliminate  any  right  of 
dissenting  stockholders  in  the  affiliated  companies  to  demand  an 
appraisal  value  in  cash  of  their  securities,  was  conceded  by  Mr. 
Presley :  ^^^ 

Q.  What  were  the  mechanics  of  the  plan?  You  had  National,  a  New  York 
Corporation,  and  you  had  Second,  Third,  and  Fourth,  Delaware  Corporations, 
and  just  how  would  the  mechanics  be  worked  out,  so  as  to  form  the  new  com- 
pany with  all  participations  of  all  stockholders  thrown  into  the  new  company? 

A.  It  was  based  on  a  theory  of  the  sale  of  assets. 

Q.  Rather  than  a  merger? 

A.  Yes,  and  primarily  I  think  because  on  a  sale  of  assets  a  two-thirds  vote 
would  bind  the  minority. 

Q.  You  mean  to  bind  them  to  the  point  where  they  couldn't  have  an  appraisal  ? 

A.  That  was  our  understanding  under  the  laws  of  Delaware,  whereas  in 
National  regardless  of  the  vote  of  approval,  there  was  a  right  of  appraisal  under 
the  laws  of  the  State  of  New  York. 

Q.  Did  you  feel  that  the  minority  stockholders  should  have  the  right  of 
appraisal,  or  what  was  your  feeling  on  that? 

A.  I  personally  didn't  feel  that  way. 

Q.  Why? 

A.  In  the  first  place,  we  decided  that  we  would  not  make  a  deal  with  anyone 
after  that  plan  went  out,  and  we  would  let  it  be  defeated  first,  and  we  weren't 
going  to  ask  the  majority  to  approve  a  plan  and  to  ante  up  for  minority 
Interests,  and  there  are  so  many  seeking  an  unfair  price  in  relation  to  the 
majority  stockholders 

Q.  That  is  a  matter  to  be  determined  in  the  appraisal  by  judicial  proceedings, 
isn't  it?  That  is  what  the  Delaware  law  contemplated,  and  also  the  New  York 
law? 

A.  Yes ;  that  is  right. 


2"  Consolidated  Laws  of  N.  Y.,  Ch.  59,  §§  20,  21. 
"8  Op.  cit.  supra,  note  185,  at  4462-3. 
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Q.  Did  you  have  a  feeling  that  those  proceedings  frequently  worked  unfairly 
to  the  majorities? 

A.  I  really  don't  know,  I  had  thought  perhaps  that  the  right  of  appraisal 
might  give  minorities  in  Second,  Third,  and  Fourth  *  *  *  their  full  asset 
value  at  the  expense  of  the  majorities  who  approved  the  plan. 

Q.  You  feel  then  that  that  [the  right  to  an  appraisal]  is  an  unwise  statutory 
provision  in  the  way  of  actually  working  out? 

A.  That  there  should  not  be  a  right  of  appraisal?     Is  that  the  question? 

Q.  That  there  should  be. 

A.  I  think  that  where  two-thirds  of  the  stockholders  vote  for  a  plan  that  was 
submitted  in  good  faith  by  the  directors,  that  the  minority  interests  should  not 
have  any  advantage  over  that  majority. 

Q.  You  made  a  conscious  attempt  to  avoid  those  rights  of  appraisal? 

A.  Certainly. 

Although  the  management  committee's  plan  of  reorganization  of 
the  four  companies  was  approved  by  the  group  of  stockholders  in 
the  affiliated  companies  which  had  originally  pressed  the  manage- 
ment to  prepare  the  plan  of  reorganization,  other  groups  of  stock- 
holders, particularly  those  of  Fourth  National  Investors  Corpora- 
tion, organized  protective  committees  to  oppose  the  plan.  The  United 
Business  Service  of  Boston,  an  independent  securities  advisory 
agency,  also  opposed  the  plan.  As  the  result,  primarily,  of  the  ac- 
tivities of  a  protective  committee  for  the  stockholders  of  Fourth  Na- 
tional Investors  Corporation,  headed  by  Thomas  E.  Brittingham, 
the  plan  failed  of  consummation  because  of  the  failure  of  the  man- 
agement to  procure  the  assent  of  two-thirds  of  the  holders  of  the 
stock  of  Fourth  National  Investors  Corporation  to  the  sale  of  its 
assets  to  the  new  company.^^^ 

Despite  its  defeat,  the  management  did  not  cease  its  effort  to  con- 
solidate the  four  companies.  By  the  close  of  1936,  new  pressures 
were  driving  the  management  to  effect  a  consolidation  of  the  com- 
panies. 

First,  the  passage  of  the  Revenue  Act  of  1936,  which  contained  pro- 
visions imposing  a  tax  upon  undistributed  corporate  profits,^^*'  im- 
paired the  future  value  of  the  warrants  of  the  affiliated  companies 
held  by  National  Investors  Corporation.  The  management's  clut}^  to 
the  stockholders  of  the  affiliated  companies  would  clearly  be  to  dis- 
tribute realized  profits  in  order  to  avoid  the  incidence  of  the  tax.  On 
the  other  hand,  the  distribution  of  these  profits  of  the  affiliated  com- 
panies, instead  of  accumulating  them  to  enhance  the  asset  value  of 
their  shares,  would  tend  to  destroy  the  possibility  of  the  warrants 
acquiring  a  value  in  the  future.  And  since  the  warrants  of  the  affili- 
ated companies  constituted  a  substantial  portion  of  the  assets  of  Na- 
tional Investors  Corporation,  any  impairment  of  their  value  would 
seriously  affect  the  value  of  the  common  stock  and  warrants  of  Na- 
tional Investors  Corporation.  This  conflict  in  interest  thus  generated 
between  National  Investors  Corporation  and  its  affiliated  companies 
was  summarized  by  Mr.  Presley  as  follows :  ^^^ 

It  can  also  be  argued  that  with  this  undistributed  profit  still  in  existence, 
that   the   warrants     *     *     *     jj^ay   j^p   worth    absolutely   nothing,    because    the 


2"  Id.,  at  4464  and  4479. 

220  Revenue  Act  of  1936,  §§  13,  14. 

221  Op.  cit.  supra,  note  185,  at  4549-50. 
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payment  of  capital  profits  realized  to  the  stockholder  would  *  *  *  impair 
the  warrants.  They  would  be  destroyed,  and  there  would  be  no  chance  of  any 
enhancement  in  the  value  of  the  common  stock.  That  puts  the  directors  of 
Fourth  National  in  an  extremely  serious  position.  If  they  pay  out  their  undis- 
tributed profits,  thus  avoiding  a  tax  of  at  least  27  percent  maximum  to  the 
stockholders  and  National  Investors  Corporation  takes  the  position  that  that 
would  destroy  the  warrants  there  is  apt  to  be  an  action  brought  by  the  stock- 
holders and  directors  of  National  against  the  directors  of  Fourth  National  and 
on  the  other  hand  if  the  directors  do  not  pass  on  these  realized  profits  to  the 
stockholders  thus  circumventing  the  tax,  they  are  in  serious  trouble  with 
their  own  common  stockholders. 

The  consolidation  of  the  four  companies  into  a  single  open-end 
company  under  a  plan  which  would  eliminate  the  warrants  would, 
of  course,  terminate  this  conflict  of  interests.  And  the  qualifica- 
tion of  the  new  company  as  a  "mutual  investment  company,"  as  de- 
fined in  Section  48  (e)  of  the  Revenue  Act  of  1936,^22  would  exempt 
it  from  the  incidence  of  the  undistributed  corporate  profits  tax.^^s 
Obviously  the  possible  adverse  effect  of  the  new  undistributed  profits 
tax  upon  the  future  value  of  the  warrants  would  furnish  some  in- 
centive to  the  stockholders  of  National  Investors  Corporation  to  agree 
to  a  plan  of  consolidation,  particularly  in  view  of  the  fact  that  war- 
rant holders  would  apparently  have  no  legal  right  to  restrain  a 
valid  declaration  of  dividends  upon  the  issuing  corporation's  shares.224 
On  the  other  hand,  a  consolidation  which  did  not  provide  for  favor- 
able treatment  of  the  warrants  in  the  affiliated  companies  held  by 
National  Investors  Corporation  would  be  resisted  by  the  stockholders 
of  National  Investors  Corporation. 

Second,  the  threat  of  a  shift  in  control  of  National  Investors  Cor- 
poration which  might  terminate  Mr.  Presley's  continued  management 
of  the  group  of  companies  became  accentuated  early  in  1936  by  the 
purchase  by  Hayden,  Stone  &  Co.  for  the  account  of  The  Adams 
Express  Company  (an  investment  company  in  the  management  of 
which  Hayden,  Stone  &  Co.  exerts  a  substantial  influence)  ^-^  of  the 
large  block  of  the  common  stock  of  National  Investors  Corporation 
held  by  Atlas  Corporation.  An  attempt  earlier  in  the  same  year  by 
Mr.  Presley  to  acquire  the  block  of  National  Investors  Corporation 
common  stock  held  by  Atlas  Corporation  had  been  unsuccessful.^-*' 
Following  the  purchase  by  The  Adams  Express  Company  of  Atlas 
Corporation's  holdings  of  National  Investors  Corporation's  common 
stock,  it  was  Mr.  Presley's  understanding  that  Hayden,  Stone  &  Co. 
had  also  negotiated  for  the  purchase  of  the  block  of  the  same  stock 
held  by  the  liquidators  of  the  Guardian  Detroit  system  of  banks  and 
security  affiliates,  and  for  a  small  block  of  National  Investors  Cor- 
poration common  stock  held  by  Shawmut  Association  of  Boston, 
one  of  the  original  distributors  of  the  securities  of  National  Investors 
Corporation.  As  Mr.  Presley  testified,  if  The  Adams  Express  Com- 
pany succeeded  in  purchasing  the  block  of  National  Investors  Cor- 
poration stock  held  by  the  liquidators  of  Guardian  Detroit  Company, 

222  See  Part  Two  (House  Doc.  No.  70,  76th  Cong.),  Ch.  II,  note  74,  p.  84,  for  the  definition 
of  a  "mutual  investment  company"  under  Section  48  (e)  of  the  Revenue  Act  of  19.36. 

223  Revenue  Act  of  1936,  §§  13  (a)   (3)  ;  27. 

224  Garner  &  Forsythe,  "Stock  Purchase  Warrants  &  Rights"  (1931),  4  So.  Cal.  Law 
Rev.  375,  386;  cf.  Gay  v.  Burgess  Mills,  30  R.  I.  231,  74  Atl.  714   (1909). 

225  See  Part  Two  (House  Doc.  No.  70,  76th  Cong.),  Ch.  V,  p.  425. 
22«  Op.  cit.  supra,  note  185,  at  4542-3. 
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The  Adams  Express  Company  would  have  practical  control  of  Na- 
tional Investors  Corporation  and  its  affiliated  companies.  And  al- 
though Steele  Mitchell,  a  director  of  The  Adams  Express  Company 
and  a  member  of  the  firm  of  Hayden,  Stone  &  Co.,  denied  that  The 
Adams  Express  Company  had  attempted  to  acquire  the  block  of  stock 
held  by  the  liquidators  of  the  Guardian  Detroit  companies  in  an 
effort  to  acquire  control  of  the  National  Investors  Corporation  group, 
The  Adams  Express  Company,  nevertheless,  demanded  and  received 
representation  on  the  directorate  of  National  Investors  Corporation. 
Jesse  Van  Alstyne,  a  director  of  Otis  Elevator  Company,  was  elected 
to  National  Investors  Corporation's  board  of  directors  as  the  repre- 
sentative of  The  Adams  Express  Company.^-^ 

An  immediate  consolidation  of  the  companies,  in  addition  to  its 
taxation  advantages,  would  remove  the  threat  to  Mr.  Presley's  con- 
trol represented  by  the  appearance  of  The  Adams  Express  Company 
as  a  large  stockholder  in  National  Investors  Corporation.  But  as 
Mr,  Mitchell  testified,  it  was  doubtful  that  The  Adams  Express 
Company  would  assent  to  any  plan  unless  it  received  "a  pretty  fair 
compensation  to  relinquish  the  speculative  values"  in  its  common 
stock  holdings  of  National  Investors  Corporation.-^  And,  as  has 
been  stated,  the  value  of  the  common  stock  of  National  Investors 
Corporation  depended  to  a  substantial  extent  upon  the  values  to  be 
allocated,  in  the  plan  of  consolidation,  to  its  holdings  of  the  war- 
rants of  the  affiliated  companies.  The  liquidators  of  the  Guardian 
Detroit  companies,  which  held  a  large  block  of  National  Investors 
Corporation  common  stock,  had  indicated  that  they  would  refuse 
to  approve  any  plan  which  did  not  allocate,  in  terms  of  a  new  com- 
pany's shares,  the  sum  of  $4  for  each  existing  warrant  of  Fourth 
National  Investors  Corporation,  substantially  all  of  which  were 
owned  by  National  Investors  Corporation.  It  will  be  remembered 
that  the  defeated  plan  of  1934  had  ]Dlaced  a  value  of  only  $2  on  each 
Fourth  National  Investors  Corporation  warrant.  Mr.  Presley,  in  his 
tentative  calculation  made  in  October  1936  with  reference  to  a  new 
plan,  had  allocated  only  $1.75  per  Fourth  National  Investors  Cor- 
poration warrant,  a  figure  which  had  the  approval  of  James  E. 
Brittingham,  the  head  of  the  protective  committee  for  Fourth  Na- 
tional Investors  Corporation  stockholders  whose  efforts  had  defeated 
the  1934  plan.229 

However,  the  plan  of  reorganization,  as  finally  promulgated  in 
December  1936  and  approved  by  the  requisite  vote  of  the  share- 
holders of  the  various  companies  in  March  1937,  allocated  a  value 
of  $3  to  the  warrants  of  Fourth  National  Investors  Corporation.  Like 
its  1934  predecessor,  the  new  plan  provided  for  the  sale  of  all  of  the 
assets  of  each  of  the  National  Investors  corporations  to  a  new  open- 
end  company  known  as  National  Investors  Corporation  whose  stock 
was  to  have  an  initial  asset  value  of  $10  a  share  and  which  was  to 
qualify  as  a  mutual  investment  company  under  the  Eevenue  Act  of 
1936.-^°  Mr.  Presley  was  to  become  president  of  the  new  company 
at  an  estimated  remuneration  for  the  year  1937  of  $32,400.^31 

227  Id.,  at  4543^,  4547,  4587-8. 

228  Id.,  at  4591. 

229  Id.,  at  4482,  4498. 

230  Securities  Registration  Statement,  National  Investors  Corporation,  Form  A-1,  File 
No.  2-3505-1-1,  Exhibit  H. 

=31  Id.,  p.  49. 
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In  its  allocation  of  asset  values  in  terms  of  the  new  company's 
shares  distributable  to  the  various  security  holders  of  the  existing 
companies,  the  plan,  like  its  1934  prototype,  was  favorable  to  the 
common  stock  and  warrant  holders  of  National  Investors  Corpora- 
tion. 

The  common  stock  of  National  Investors  Corporation  which  had 
an  asset  value  on  November  30,  1936,  of  93  cents  a  share,  received, 
under  the  plan,  securities  of  the  new  company  having  an  asset  value 
of  $4  per  share  exchanged,  an  increase  in  assets  of  over  $3  a  share. 
It  will  be  recalled  that  under  the  1934  plan  the  common  stock  of 
National  Investors  Corporation  had  been  allocated  an  increase  in 
asset  value  of  only  $1.90.  Further,  the  $4  allocated  under  the  1937 
plan  to  the  common  stock  of  National  Investors  Corporation  exceeded 
its  then  market  value  by  75  cents.  The  value  allocated  to  the  com- 
mon stock  of  National  Investors  Corporation  under  the  plan  would 
obviously  satisfy  the  liquidators  of  the  Guardian  Detroit  system  of 
companies  since  it  would  enable  them  to  dispose  of  their  holding 
of  National  Investors  Corporation  common  stock  at  a  price  in  excess 
of  its  market  and  asset  value.  Presumably,  the  plan  was  also  accept- 
able to  The  Adams  Express  Company  which  had  acquired  most  of 
its  holdings  of  National  Investors  Corporation  common  stock  from 
Atlas  Corporation  at  a  price  of  $2  a  share.  As  a  result  of  the  plan, 
The  Adams  Express  Company  derived  a  100%  profit  on  its  invest- 
ment.^^^ 

Similarly,  the  warrants  of  National  Investors  Corporation  were 
exchanged  for  shares  in  the  new  company  having  an  asset  value  of  one 
dollar.  To  create  these  asset  values  for  the  common  stock  and  war- 
rants of  National  Investors  Corporation,  a  dilution  of  the  asset  value 
of  the  preferred  stocks  of  National  and  Second  National  Investors 
Corporation  and  of  the  capital  stocks  of  Third  and  Fourth  National 
Investors  Corporations  in  the  aggregate  amount  of  approximately 
$2,880,000,  was  effected  by  the  plan.^^s    Table  23  ^s*  indicates  the  exist- 

232  Op.  cit.  supra,  note  185,  at  4542. 

233  This  figure  is  computed  as  follows  : 

Asset  gain  at  expense  of  National  Investors  Corporation  preferred  stock- 
holders      $245,  751 

Asset  gain  at  expense  of  Second  National   Investors   Corporation  pre- 
ferred stockholders  : 

On  National  Investors  Corporation's  holdings  of  100,000  Second  Na- 
tional Investors  Corporation  common 550,  000 

On    National    Investors   Corporation's    holdings    of  200,000   Second 

National  Investors  Corporation  warrants 1,  000 

Asset  gain  at  expense  of  Third  National  Investors  Corpora- 
tion   stockholders    on    National    Investors    Corporation's 

holdings   of  101,200  warrants $151,  800 

Less  National  Investors  Corporation's  loss  in  assets  on 
its  holdings  of  21,300  shares  of  Third  National  In- 
vestors   Corporation    stock ^ 24,  921 

— 126, 879 

Asset    gain    at   expense   of   Fourth   National    Investors    Cor- 
poration  stockholders   on   National  Investors   Corporation 

holdings  of  685,000  warrants 2,055,000 

Less  asset  loss  on  National  Investors  Corporation  hold- 
ings  of  21,700   shares   of  Fourth   National   Investors 

Corporation    stock 97,  150 

^ —  1,  957,  850 

2,  881,  480 
2^  The  figures  contained  in  this  table  were  derived  from  the  proxy  solicitation  literature 
prepared  and  circulated  by  the  management  and  filed  with  the  Commission  pursuant  to 
Sec.  14  of  the  Securities  Exchange  Act  of  1934  (File  Nos.  11-265-1  [National  Investora 
Corporation]  ;  11-266-1  [Second  National  Investors  Corporation]  ;  11-267-1  [Third  Na- 
tional Investors  Corporation]  ;  and  11-230-1   [Fourth  National  Investors  Corporation]). 
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ing  asset  and  market  values  of  the  various  securities  involved  in  the 
plan  and  the  treatment  accorded  to  such  securities  by  the  plan.  In 
addition  to  the  securities  in  the  new  company,  the  preferred  stock  of 
National  Investors  Corporation  and  Second  National  Investors  Cor- 
poration received  a  cash  payment  of  arrearages  in  dividends.  The 
value  of  these  dividends  is  added  to  the  asset  value  of  the  new  com- 
pany's shares  allocated  to  these  preferred  stocks  to  determine  the 
total  asset  values  allotted  to  them. 


Table  23. 


-Plan  of  reorganisation  of  National  Investors  Corporation  group  as  at 
Nov.  30,  1936 


Number  of 
shares  out- 
stapding  Nov. 
30, 1936  (ex- 
cluding stock 
and  warrants 
held  in 
treasury) 

Net  worth 
Nov.  30, 1936, 
used  as  basis 
for  aUocating 
stock  of  new 
company 

Liquidat- 
ing value 
per  share 
on  this 
basis 

Individual 
market 

values  as  at 

Nov.  30, 

1936 

Total 
market 
value 

National  Investors  Corporation: 
Preferred  stock 

14,858 
792,  519 
381, 336 

$1, 954, 421. 32 
741, 487.  55 

$131.  54 
.936 

$101 

$1, 500,  658. 00 

Common  stock 

2  575  686  75 

429, 003. 00 

-  2, 695,  908.  87 

Second  National  Investors  Cor- 
poration: 

82, 617 
300, 000 
200,000 

9,  845, 406. 01 

119. 17 

S5H 

7, 084, 407. 75 

1,  350, 000. 00 

'■9,845,406.01 

8  434,407.75 

Third  National  Investors  Cor- 
poration: 
Common  stock 

167,  276 
130, 000 

7,  707,  378. 65 

46. 076 

38^ 

1       Bid— 1 

(12/8/36) 

6, 440, 126. 00 

130, 000. 00 

7,  707,  378.  65 

6,  570, 126. 00 

Fourth  National  Investors  Cor- 
poration: 

Common  stock 

500,000 
1,000,000 

27, 893, 484.  29 

55.  787 

1             w/w 
1              i5% 
1     Bid-IM 
1     (10/16/36) 

I22, 687,  500. 00 

1   1,250,000.00 
}      (A)   (C) 

27, 893, 484.  29 

23,  937,  500. 00 

48, 142, 177. 82 

43, 447, 381.  50 

o  Before  deduction  of  market  value  of  stocks  and  warrants  held  by  National  Investors  Corporation  in 
other  three  companies  of  $2,254,688.50,  and  dividends  on  preferred  stocks  accrued  to  Jan.  13, 1937,  for  National 
Investors  Corporation  and  to  Dec.  31, 1936,  for  Second  National  Investors  Corporation  of  $1,574,935.73: 


Net  worth 
Nov.  30, 1936, 
used  as  basis 
for  allocating 
stock  of  new 
company 

Total 
market 
value 

Total  num- 
ber of  new 
company 
shares  is- 
suable 

Asset  value 

in  terms  of 
new  company 

shares  (per 

present  class 

of  stock  or 

warrants) 

$3,829,624.23 

$2,458,182.03 

482,  731 

$4, 827, 136. 41 

44, 312, 553.  59 

40,898,199.47 

4,  431, 238 

44,  312,  553.  59 

Source:  See  note  234  in  text. 
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Table  23. — Plan  of  reorganization  of  National  Investors  Corporation  group  as  at 
Nov.  30,  i956— Continued 


Number  of  new 

company  shares 

issuable  for 

each  present 

share  or 

warrant 


National  Investors  Corporation: 

Preferred  stock 

Common  stock 

Warrants 


Second  National  Investors  Corporation: 

Preferred  stock 

Common  stock... 

Warrants 

Third  National  Investors  Corporation: 

Common  stock 

Warrants 

Fourth  National  Investors  Corporation: 
Common  stock. 

Warrants 


■  $13. 69 
10.13 
.4007 
.1007 


■$16.60 
8.  258,  547 
.65 
.0005 


4.49 
.15 


4.97(B) 
J(A)     .15(5.12) 
1(C)     .30 


Combined  asset 
value  of  new 

company  shares 

and  approximate 
cash  dividend 

for  each  present 
share  of  pre- 
ferred stock 


$13,691 

101.31) 

4.007 

1.007 


5.50 
.005 


$44. 91 
1.50 


$49. 78| 
1.50J 
3.00 


Total  num- 
ber of  new 
company 
shares  is- 
suable 


150, 526 
317, 562 
38,400 


165, 000 
100 


751, 237 
19,500 


2, 489, 348 
(A)  75, 000 
(C)     225, 000 


4, 913, ! 


Asset  value 
in  terms  of 

new  company 
shares  (per 

present  class 
of  stock  or 
warrants) 


$1, 505, 260. 00 

3,175,620.00 

384,000.00 


,822,960.00 


1, 650, 000. 00 
1,000.00 


8, 473, 960. 00 


7,  512, 370. 00 
195, 000. 00 


24,893,480.00 

750,000.00 

2, 250, 000. 00 


49, 139,  690. 00 


*  Approximate  cash  dividend  on  preferred  stock. 

(A)  Assenting  attached  warrant  for  one-half  share. 

(B)  Stock  per  share  with  warrant  for  one-half  share  attached  being  unit  in  which  stock  of  this  corporation 
is  traded  on  the  New  York  Stock  Exchange. 

(C)  Assenting  warrant  for  one  share  (detached  warrants). 

As  the  table  indicates,  the  plan  required  preferred  stockholders  of 
National  Investors  Corporation  to  sacrifice  approximately  $16  a  share 
in  asset  values,  preferred  stockholders  of  Second  National  Investors 
Corporation  to  relinquish  $20  in  asset  values,  stockholders  of  Third 
National  Investors  Corporation  to  relinquish  approximately  $1  in 
asset  value,  and  stockholders  of  Fourth  National  Investors  Corpora- 
tion to  cede  $4.50  in  asset  values.  These  losses  were  allocated  to  the 
negative  asset  value  common  stock  of  Second  National  Investors  Cor- 
poration, 100,000  shares  of  which  were  owned  by  National  Investors 
Corporation,  and  to  the  warrants  of  Second,  Third,  and  Fourth 
National  Investors  Corporations,  substantially  all  of  which  were 
owned  by  National  Investors  Corporation.  Although  the  asset  value 
of  the  stocks  of  the  affiliated  companies  had  increased,  between  1934 
and  1936,  to  a  point  nearer  the  exercise  price  of  the  warrants  of  the 
affiliated  companies  held  by  National  Investors  Corporation,  con- 
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comitantly  the  period  in  which  the  warrants  could  be  exercised  had 
become  shorter.  And,  as  has  been  stated,  the  existence  of  the  federal 
undistributed  profits  tax  tended  to  impair  the  future  value  of  these 
warrants  by  inhibiting  any  accumulation  of  profits  to  enhance  the 
asset  value  of  the  stock  of  the  affiliated  companies  and  thus  of  their 
warrants. 

It  is  unnecessary  to  determine  whether  or  not  this  plan  was  fair 
or  unfair  in  view  of  all  of  the  circumstances.  It  must  be  pointed 
out,  however,  that  the  plan  was  prepared  solely  by  the  managements 
of  the  four  companies.  And  although  these  managements  presum- 
ably acted  in  good  faith  in  the  preparation  of  the  plan,  several  of  the 
members  of  the  directorates  of  the  four  companies  were  conceivably 
not  without  some  bias  in  favor  of  some  or  all  of  the  various  classes 
of  the  securities  of  National  Investors  Corporation.  In  1936,  at  least 
six  directors  of  National  Investors  Corporation  and  its  affiliated 
companies  either  held^^'  or  represented  substantial  blocks  of  the 
securities  of  National  Investors  Corporation  or  otherwise  may  have 
been  biased  in  favor  of  its  security  holders.  George  F.  Rand  and 
Charles  H.  Diefendorf,  two  of  these  directors,  were  also  officers  of 
The  Marine  Trust  Company  of  Buffalo,  which,  as  has  been  stated,  was  a 
substantial  holder  of  the  warrants  of  National  Investors  Corpora- 
tion. Alger  Shelden,  another  director,  was  a  substantial  holder  of 
the  preferred  stock  of  National  Investors  Corporation.-^*'  Jesse  H. 
Van  Alstyne,  another  director  of  National  Investors  Corporation,  had 
been  elected  to  his  position  as  the  representative  of  The  Adams  Ex- 
press Company,  which  held  a  substantial  block  of  the  common  stock  of 
National  Investors  Corporation.  Robert  O.  Lord,  still  another  di- 
rector of  National  Investors  Corporation,  had  been  president  of  the 
insolvent  Guardian  Detroit  Bank  of  Detroit  which,  together  with 
its  security  affiliate,  Guardian  Detroit  Company  (which  in  1936  was  in 
the' process  of  liquidation) ,  held  substantial  blocks  of  the  common  stock 
of  National  Investors  Corporation.  Finally,  the  conceivable  bias 
of  Mr.  Presley  in  favor  of  the  securities  of  "National  Investors  Cor- 
poration has  already  been  pointed  out. 

Despite  the  fact  that  the  dilution  in  the  asset  values  of  the  shares 
of  the  affiliated  companies  under  the  1937  plan  exceeded  that  under 
the  defeated  1934  plan,  the  record  does  not  indicate  that  any  organized 
stockholder  opposition  to  the  1937  plan  developed.  Mr.  Britting- 
ham,  wliose  protective  conrmittee  had  been  in  a  large  measure  re- 
sponsible for  the  defeat  of  the  1934  plan,  had  sold  at  a  profit  all  of 
his  family's  holdings  of  the  stock  of  Fourth  National  Investors  Cor- 


2»  The  solicitation  literature  used  in  connection  with  the  successful  1937  plan  of  con- 
solidation revealed  that  the  directors  of  the  four  companies  and  partnerships  in  which 
they  were  partners  and  corporations  of  which  they  were  directors  and  oflScers,  held  the 
following  securities  of  the  National  Investors  Corporation  group  of  companies : 


Preferred 
stock 

Common 
stock 

Warrants 

National  Investors  Corporation 

1,100 
2,321 

5,650 

1,500 

3,903 

»13,  285 

21, 078 

Third  National  Investors  Corporation 

2  415 

•Each  share  has  a  warrant  attached  for  one-half  share. 
'  Op.  cit.  supra,  note  185,  at  4460. 
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poration  in  1936  to  Hayden,  Stone  &  Co.^^'  It  may  be  inferred  that 
the  cessation  of  Mr.  Brittingham's  pecuniary  interest  in  the  National 
Investors  Corporation  companies  also  terminated  his  activities  in 
behalf  of  the  shareholders  of  such  companies,  particularly  in  view 
of  the  fact  that  his  successful  opposition  to  the  1934  plan  had  been 
j3.nanced  largely  at  his,  own  expense.^^^ 

b.  Sale  of  Assets  of  Granger  Trading  Corporation  to  Yosemite 
Holding  Corporation 

Elsewhere  in  this  chapter  ^39  there  has  been  described  the  means  by 
which  Yosemite  Holding  Corporation,  then  dominated  by  Wallace 
Groves,  had,  in  April  1932,  acquired  control  of  Granger  Trading 
Corporation.  Briefly  Yosemite  Holding  Corporation  had  purchased 
from  Sulzbacher,  Granger  &  Company  and  members  of  the  Granger 
family  and  from  Granger  Trading  Corporation  itself  almost  a  ma- 
jority of  the  stock  of  Granger  Trading  Corporation.  Yosemite  Hold- 
ing Corporation  had  obtained  the  cooperation  of  Sulzbacher,  Granger 
&  Company  in  acquiring  control  of  Granger  Trading  Corporation 
by  purchasing  that  sponsoring  firm's  unprofitable  management  con- 
tract with  Granger  Trading  Corporation. 

The  objective  of  Mr.  Groves  and  of  Yosemite  Holding  Corporation 
was  to  acquire  the  assets  of  Granger  Trading  Corporation  at  a  total 
price  less  than  the  actual  worth  of  the  assets.  But  Yosemite  Holding 
Corporation  had  acquired  control  of  Granger  Trading  Corporation 
by  paying  asset  value  for  its  holdings.  In  fact,  to  the  extent  of  the 
payment  made  by  Yosemite  Holding  Corporation  for  the  management 
contract  held  by  Sulzbacher,  Granger  &  Company,  it  had  suffered  an 
actual  loss  in  acquiring  control  of  Grang-er  Trading  Corporation. 
Of  necessity,  therefore,  any  profit  to  be  realized  by  Yosemite  Holding 
Corporation  on  its  venture  was  to  be  realized  at  the  expense  of  the 
minority  stockholders  of  Granger  Trading  Corporation. 

On  May  2,  1932,  a  "plan  and  agreement  of  reorganization"  ^''°  was 
entered  into  between  Granger  Trading  Corporation  and  Yosemite 
Holding  Corporation,  both  of  which  were  controlled  by  Mr.  Groves. 
By  the  terms  of  this  "plan"  Granger  Trading  Corporation  agreed 
to  convey  all  of  its  assets  to  Yosemite  Holding  Corporation  in  return 
for  the  issuance  of  2,Y01%  shares  of  the  preferred  and  10,807  shares 
of  the  common  stock  of  Yosemite  Holding  Corporation.  The  reor- 
ganization plan  contemplated  the  subsequent  dissolution  and  liquida- 
tion of  Granger  Trading  Corporation  and  provided  that  the  Yosemite 
Holding  Corporation  stock  transferred  to  Granger  Trading  Corpora- 
tion be  distributed  among  the  latter 's  stockholders,  with  the  exception 
of  Yosemite  Holding  Corporation  to  the  extent  of  its  then  holdings 
of  Granger  Trading  Corporation  stock.  However,  Yosemite  Holding 
Corporation  would  share  in  the  distribution  of  Granger  Trading 
Corporation's  assets  as  to  any  shares  of  Granger  Trading  Corporation 
which  Yosemite  Holding  Corporation  acquired  after  the  date  of  the 
plan  of  reorganization. 


^is'ld.,  at  4487. 

288  Id.,  at  4469. 

23"  See  supra,  pp.  1302-3,  and  Ch.  II  of  this  part  of  the  report,  pp.   181-226. 

=«>  Public  Examination.  The  Equity  Corporation,  Commission's  Exhibit  No.  107. 


INVESTMENT    TRUSTS    AND   INVESTMENT    COMPANIES        1481 

The  true  nature  of  this  transaction  is  illustrated  by  the  considera- 
tion paid  by  Yosemite  Holding  Corporation  to  the  minority  stock- 
holders of  Granger  Trading  Corporation  for  virtually  all  of  the 
assets  of  Granger  Trading  Corporation  belonging  to  these  minority 
interests.  On  the  date  of  the  promulgation  of  the  plan,  the  assets 
of  Granger  Trading  Corporation  consisted  almost  entirely  of  cash, 
and  the  asset  value  per  share  of  the  corporation's  stock  was  $12.22.^*^ 
On  the  ultimate  dissolution  of  Granger  Trading  Corporation,  its 
minority  stockholders  received  as  their  pro  rata  share  of  its  assets, 
approximately  $2,100  in  cash,  2,412  shares  of  Yosemite  Holding 
Corporation  preferred  stock,  and  9,649  shares  of  Yosemite  Holding 
Corporation  common  stock.  The  two  blocks  of  Yosemite  Holding 
Corporation  stock  possessed  an  aggregate  asset  value  of  $5,547.60.2^ 
The  minority  stockholders  of  Granger  Trading  Corporation  thus 
received  assets  worth  approximately  $7,Y00,  or  about  69  cents  a  share 
of  their  11,155  shares  of  Granger  Trading  Corporation  stock.  As  a 
result  of  the  plan,  the  minority  stockholders  of  Granger  Trading 
Corporation  suffered  a  loss  of  virtually  the  entire  asset  value  of  their 
stock. 

On  May  3,  1932,  the  day  after  the  date  of  the  reorganization  agree- 
ment, the  plan  was  proposed  to  the  board  of  directors  of  Granger 
Trading  Corporation.^*^  Qn  the  same  day  the  board  of  directors  of 
Granger  Trading  Corporation,  dominated  by  Mr.  Groves'  nominees, 
approved  the  offer  and  recommended  that  it  be  accepted  by  the  stock- 
holders.^**  When  this  action  was  taken  by  the  two  corporations, 
Messrs.  Groves,  Brophy,  and  Warriner,  three  of  the  seven  directors 
of  Granger  Trading  Corporation,  were  at  the  same  time  directors  of 
Yosemite  Holding  Corporation.^*^ 

After  the  board  of  directors  of  Granger  Trading  Corporation  ap- 
proved the  plan,  the  consent  of  the  stockholders  to  the  sale  of  assets 
had  to  be  obtained.  Under  the  Delaware  law  applicable  to  the  situa- 
tion, a  sale  of  assets  could  be  consummated  on  the  vote  of  a  majority 
of  the  outstanding  voting  stock.  Inasmuch  as  Yosemite  Holding 
Corporation  already  held  a  majority  of  the  outstanding  stock  of 
Granger  Trading  Corporation,  there  could  be  no  doubt  as  to  the  out- 
come of  the  vote. 

On  May  25,  1932,  less  than  a  month  after  the  plan  was  first  pro- 
posed, the  stockholders  of  Granger  Trading  Corporation  voted  in 
favor  of  the  transaction  at  a  meeting  called  for  that  purpose.-*^ 
Except  for  the  possibility  of  resort  to  legal  proceedings,  minority 
holders  could  do  nothing  in  opposition.  In  fact,  they  did  not  even 
have  a  right  to  claim  payment  of  the  appraised  value  for  the  Delaware 

2"  See  supra,  pp.  1302-3. 

="  Yosemite  Holding  Corporation  common  stock  had  no  asset  value.-  The  asset  value  of 
Yosemite  Holding  Corporation's  preferred  stock  was  $2.30  a  share  based  on  the  underlying 
asset  value  of  its  holdings  of  a  majority  of  the  negative  asset  value  common  stock  of 
Chain  &  General  Equities,  Inc.  (op.  cit.  supra,  note  240,  Commission's  Exhibit  No.  843). 
Further,  the  Yosemite  Holding  Corporation's  preference  stock  had  no  quoted  market  value. 
The  market  price  of  Yosemite  Holding  Corporation's  common  stock  in  August  and  Sep- 
tember 1932  ranged  between   %  and  1%. 

=^3  Id.,   at  2272. 

="^Id.,  at  2275. 

245  Derived  from  supplementary  information  supplied  the  Commission  for  The  Eouitv 
Corporation. 

^  Ibid. 
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statute  does  not  provide  a  right  of  appraisal  in  the  case  of  a  sale  of 
assets.^*'' 

Two  months  later,  on  July  25,  1932,  a  special  meeting  of  the  board 
of  directors  was  called  to  consider  dissolution  of  Granger  Trading 
Corporation.  The  directors  determined  upon  dissolution  and  called 
a  stockholders'  meeting  to  approve  the  decision.  The  reason  stated 
for  dissolution  was  that  Granger  Trading  Corporation's  assets  con- 
sisted solely  of  the  Yosemite  Holding  Corporation's  preferred  and 
common  stock  received  at  the  time  of  the  sale  of  its  assets,  and  about 
$2,300  in  cash,  representing  a  dividend  on  the  Yosemite  Holding 
Corporation  preferred  stock.^*®  The  Delaware  law  required  a  vote 
of  two-thirds  of  the  stockholders  having  voting  power  to  effect  a 
dissolution. 

The  meeting  was  held  on  August  29,  1932,  and  the  stockholders, 
with  Yosemite  Holding  Corporation  voting  53%  of  the  outstanding 
stock,  gave  their  consent.  Distribution  of  Granger  Trading  Cor- 
poration's assets  was  then  made  in  accordance  with  the  plan  of  reor- 
ganization under  which  Granger  Trading  Corporation  sold  its  assets 
to  Yosemite  Holding  Corporation.  Stockholders  of  Granger  Trad- 
ing Corporation,  other  than  Yosemite  Holding  Corporation,  were  to 
receive  their  pro  rata  shares  of  the  Yosemite  Holding  Corporation 
preferred  and  common  stock  that  comprised  the  assets  of  Granger 
Trading  Corporation. 

Yet,  it  was  but  seven  months  later,  at  the  end  of  March  1933,  that 
these  former  stockholders  of  Granger  Trading  Corporation,  now 
holders  of  Yosemite  Holding  Corporation  stock  by  virtue  of  the 
dissolution  of  Granger  Trading  Corporation,  received  the  first  offer 
of  The  Equity  Corporation  to  accept  The  Equity  Corporation's  securi- 
ties in  exchange  for  their  Yosemite  Holding  Corporation  shares. 
Indeed,  many  of  them  had  not  yet  turned  in  their  Granger  Trading 
Corporation  stock,  and  circulars  were  sent  them  as  stockholders  of 
Granger  Trading  Corporation.-"*^  And,  at  the  beginning  of  the  fol- 
lowing year,  those  who  had  not  accepted  the  exchange  offers  were 
eliminated  by  the  subsequent  dissolution  of  Yosemite  Holding  Corpo- 
ration. 

Unquestionably,  the  plan  of  reorganization  previously  described 
was  drafted  by  the  dominant  group.  It  was  signed  for  Yosemite 
Holding  Corporation  by  C.  B.  Ewart,  the  president  of  the  company 
and  a  nominee  of  Mr.  Groves,  and  for  Granger  Trading  Corporation 
by  Mr.  Groves,  the  moving  spirit  in  the  entire  transaction.2^°  This 
instrument  fixed  the  participation  which  minority  stockholders  would 
eventually  receive  in  Yosemite  Holding  Corporation. 

The  conflicting  interests  and  obligations  of  the  dominant  group  are 
apparent.  As  representatives  of  Yosemite  Holding  Corporation, 
there  would  be  an  obligation  to  obtain  the  most  favorable  bargain 
to  Yosemite  Holding  Corporation  stockholders.  At  the  same  time, 
there  would  be  a  duty  as  representatives  of  Granger  Trading  Corpo- 
ration to  achieve  the  most  favorable  bargain  for  Granger  Trading 


^"  See  this  section,  supra,  pp.  1421-2. 

248  Derived   from   supplementary  information    supplied   the   Commission  for  The   Equity 
Corporation. 

<^»0p.  eit.  supra,  note  240,  Commission's  Exhibit  No.  839. 
^'^Id.,  at  808  and  Commission's  Exhibit  No.  107. 
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Corporation  stockholders.  Nevertheless,  the  same  interests  repre- 
sented both  sides  of  the  bargain.  A  majority  of  the  board  of  directors 
of  Granger  Trading  Corporation  voting  for  the  sale  of  assets  in 
accordance  with  the  terms  of  the  agreement,  were  elected  after 
Yosemite  Holding  Corporation  had  acquired  almost  a  majority  of 
Granger  Trading  Corporation  stock  and  was,  in  fact,  dominating 
the  management.  Yosemite  Holding  Corporation,  controlled  by 
AVallace  Groves,  voted  a  majority  of  the  Granger  Trading  Corpo- 
ration stock,  all  that  was  necessary,  in  favor  of  the  sale  of  assets. 
The  terms  of  the  reorganization  were  fixed  and  accepted  by  designees 
of  Wallace  Groves.  The  interests  of  the  minority  stockholders  of 
Granger  Trading  Corporation  were  left  at  the  disposal  of  the 
dominant  interest. 

Substantially  the  same  board  of  directors  voted  for  the  subsequent 
dissolution;  and,  with  the  aid  of  the  majority  of  the  common  stock 
then  held  by  Yosemite  Holding  Corporation,  the  necessary  two-thirds 
were  voted  for  the  dissolution.  With  dissolution  accomplished,  the 
course  of  action  planned  by  the  dominant  group  was  completed.  The 
assets  of  Granger  Trading  Corporation  were  in  Yosemite  Holding 
Corporation.  Granger  Trading  Corporation  stockholders  became 
Yosemite  Holding  Corporation  stockholders. 

When  Yosemite  Holding  Corporation's  oifer  to  purchase  the  assets 
of  Granger  Trading  Corporation  came  before  the  board  of  directors 
of  Granger  Trading  Corporation  for  discussion,  Jeffrey  Granger, 
former  president  of  the  company,  who  remained  a  director,  did  not 
approve  the  proposition.    He  testified :  ^^^ 

A.  I  was  present  at  a  meeting  where  that  proposition  was  discussed. 

Q.  What  did  you  say  when  that  proposition  was  put  up? 

A.  I  said  that  I  thought  that  it  was  a  proposition  that  should  be  very 
seriously  considered  by  the  board  of  directors. 

Q.  Serious  in  what  respect? 

A.  Serious  as  a  step.  Well,  any  sale  of  any  assets  of  a  corporation  to  another 
one  is  always  a  serious  step. 

******* 

Q.  Didn't  you  have  any  difficulty  with  that  offer? 

A.  I  had  a  great  deal  of  difficulty  with  it. 

Q.  Did  you  ever  approve  it? 

A.  I  never  approved  it. 

The  amount  of  protection  that  individual  directors  of  a  corpora- 
tion are  likely  to  afford  minority  holders  when  outside  interests  have 
acquired  control  is  indicated  by  subsequent  events.  Mr.  Granger 
testified  further  r^^^ 

Q.  Did  you  think  that  because  you  didn't  agree  with  it  you  didn't  approve  it? 

A.  I  didn't  think  that  it  was  something  that  I  could  resolve  myself.  I  felt 
that  that  was  something  for  the  controlling  interests  to  determine.  They  were 
then  responsible  for  the  conduct  of  the  corporation,  and  I  felt  that  they  were 
the  ones  really  to  pass  upon  the  advisability  of  any  such  offer,  but  I  did  point 
out  in  the  meeting  that  before  this  thing  should  be  consummated,  the  directors 
should  give  it  the  closest  attention  and  to  determine  whether  or  not  it  was 
for  the  best  interests  of  the  stockholders. 


■=i  Id.,   at  2272^. 
'==  Id.,  at  2274-5. 
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Now,  I  was  one  out  of  six  directors,  and  I  presume  that  the  Board  of  Direc- 
tors did  give  it  that  thought  and  attention,  and  that  they  finally  came  to  the 
conclusion  that  that  was  for  the  best  interests  of  the  stockholders. 

******* 

Q.  Now,  you  knew  that  any  speech  that  you  were  making  at  that  meeting 
was  being  made  to  nominees  of  Mr.  Groves  *  *  *  and  those  were  his 
people  that  he  picked,  isn't  that  so? 

A.  I  knew  that  he  picked  that  Board  of  Directors,  but  I  didn't  know  that 
they  would  not  exercise  their  best  judgment  in  regard  to  what  was  best  for 
the  stockholders. 

That  the  old  management,  perhaps  in  return  for  the  price  paid  for 
their  stock  and  other  interests  in  Granger  Trading  Corporation,^^^ 
lent  the  Groves'  interests  their  passive  assistance  in  the  effectuation  of 
the  reorganization  plan,  may  be  inferred  from  the  record.  Although 
Mr.  Granger  "never  approved"  the  sale  of  assets,  he  did  not  vote 
against  acceptance  of  it.  In  fact,  he  testified  that  he  was  not  present 
at  the  meeting  of  the  board  of  directors  when  formal  action  was 
taken  upon  the  offer.^^*  Thereafter,  proxies  were  solicited  for  ap- 
proval of  the  sale  of  assets  by  stockholders.^®^  It  seems  that  although 
Yosemite  Holding  Corporation  had  sufficient  stock  to  approve  the 
sale,  it  desired  nevertheless  to  obtain  as  much  independent  approval 
as  possible.  The  purpose  may  have  been  to  minimize  any  chance 
of  legal  action  by  minority  holders  to  enjoin  or  set  aside  the  sale.  In 
any  event,  one  of  the  named  proxies  was  Jeffrey  Granger,  despite 
the  fact  that  he  had  not  approved  the  plan.  Mr.  Granger  testified 
that  his  name  was  used  without  his  authority :  ^^^ 

Q  *  *  *  Were  you  designated  one  of  the  proxies  in  the  proxy  that  was 
sent  out? 

A.  My  name  was  on  the  proxy,  but  it  was  not  done  with  my  authorization. 

Q.  Did  you  object  to  it? 

A.  I  certainly  did.  That  was  sent  out  without  my  consent  and  I  certainly 
did  object  to  it. 

And  Mr.  Granger  testified  that  he  realized  that  the  appearance  of 
his  name  on  the  proxy  might  cause  stockholders  of  Granger  Trading 
Corporation  to  believe  he  approved  the  plan.  But  he  took  no  steps 
to  remove  this  impression.  Mr.  Granger's  testimony  on  this  phase 
is  as  follows :  ^^^ 

Q.  On  that  score,  did  you  write  to  the  stockholders  and  say,  "My  name  ap- 
pears on  this  proxy,  but  it  is  not  only  without  my  consent,  but  against  my 
wishes."     Did  you,  Mr.  Granger? 

A.  I  considered  that,  but  I  didn't  think  it  was  advisable. 

******* 

Because  there  were  three  or  four  other  people  there  and,  as  a  matter  of  fact, 
I  didn't  exercise  any  of  those  proxies.  I  didn't  go  to  the  meeting  and  I  didn't 
exercise  any  of  them. 

Q.  Isn't  it  a  fact  that  a  stockholder  executing  that  proxy,  seeing  your  name 
there,  would  have  the  right  to  assume  that  you  approved  this  transaction  and 


2=8  See  supra,  pp.  1.302-3. 

="0p.  cit.   supra,   note  240,   at  2272-4. 

^■>  Id.,  at  2284,  2290. 

2="  Id.,  at   2290. 

''"Id.,  at    2290-1. 
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the  sale  of  all  the  assets  of  the  trust  in  exchange  for  Yosemite  Holding  Com- 
pany stock  and  the  truth  is  that  you  did  not  want  your  name  there? 
A.  That  is  true. 

Mr.  Granger  explained  that  he  made  no  attempt  to  communicate 
with  stockholders  because  he  did  not  possess  a  stockholders'  list :  ^^^ 

Q.  You  can  visualize,  can  you  not,  that  stockholders  who  had  purchased  that 
stock  originally,  in  reliance  upon  the  fact  that  Sulzbacher,  Granger  &  Company 
were  going  to  manage  that  trust  and  seeing  your  name  in  the  proxy,  would 
have  the  right  to  assume  you  approved  it ;  isn't  that  so? 

A.  That  is  true,  but  there  was  a  physical  reason.  I  did  not  have  control  of 
the  books  and  I  did  not  have  a  list  of  the  stockholders,  and  it  was  impossible 
for  me  to  send  out  anything  to  them. 

Q.  You  knew  they  were  clients  of  yours? 

A.  I  knew,  maybe,  some  of  them.  Anybody  that  asked  me  about  it,  I  told 
them  I  neither  approved  nor  disapproved  of  it.     I  gave  them  the  facts. 

But  no  explanation  was  advanced  by  Mr.  Granger  as  to  why  he,  as 
a  director,  did  not  have  access  to  the  books  of  the  corporation.  More- 
over, he  testified  that  Granger  Trading  Corporation  was  organized  at 
the  request  of  customers  of  Sulzbacher,  Granger  &  Company  and  that 
virtually  all  of  its  stockholders  were  personal  clients.  It  would  seem 
that  many  stockholders  could  have  been  reached  without  a  stock- 
holders' list. 

c.  Consolidation  of  United  Founders  Corporation  and  Subsidiaries  to 
Form  American  General  Corporation 

A  frequent  statutory  safeguard  erected  by  the  states  against  pos- 
sible inequities  to  stockholders  as  the  result  of  a  merger  or  consolida- 
tion is  a  requirement  for  a  vote  of  approval  by  each  and  every  class 
of  stockholders  who  may  be  affected  by  a  plan  of  merger  or  consoli- 
dation irrespective  of  whether  or  not  any  of  the  various  classes  of 
securities  normally  have  voting  rights.  However,  even  the  elimina- 
tion of  this  safeguard  may  be  accomplished  by  an  ingenious  manage- 
ment. The  consolidation  into  American  General  Corporation  of 
United  Founders  Corporation  and  its  subsidiaries  in  November  1935 
is  illustrative  of  the  inadequacy  of  these  statutory  provisions  as 
against  a  management  determined  to  bend  to  its  own  purposes  legal 
and  corporate  devices  which  will  substantially  enable  it  to  vitiate 
such  provisions. 

As  has  been  recounted  earlier  in  this  chapter,^^^  The  Equity  Cor- 
poration in  1933  acquired  control  of  all  of  the  Class  A  stock  of 
United  Founders  Corporation,  an  investment  company  which  con- 
trolled 78%  of  the  voting  securities  of  American  Founders  Corpora- 
tion, which  in  turn  controlled  American  and  Continental  Corpora- 
tion, American  &  General  Securities  Corporation,  International 
Securities  Corporation  of  America,  Second  International  Securities 
Corporation,  and  United  States  &  British  International  Co.,  Ltd. 
The  control  of  all  of  these  companies  by  American  Founders  Cor- 
poration was  largely  predicated  upon  its  ownership  of  their  common 
stocks.     Substantial   blocks   of  the  preferred   stocks   of   American 


2MId.,   at  2291-2. 
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Founders  Corporation's  leverage  investment  company  subsidiaries 
were  outstanding  in  the  hands  of  the  public.^^*^ 

It  will  be  recalled  that  the  capitalization  of  United  Founders  Cor- 
poration consisted  of  9,000,000  shares  of  common  stock  and  1,000,000 
shares  of  Class  A  stock.  Although  the  Class  A  stock  had  only  a 
nominal  asset  value  in  1933  and  thereafter,^^^  it  was  at  all  times 
entitled  to  one-half  as  many  votes  for  all  corporate  purposes  as  was 
possessed  by  the  common  stock  which  was  entitled  to  one  vote  a 
share.  In  other  words,  the  Class  A  shares  were  entitled  to  4,500,000 
votes  for  any  corporate  purpose,  a  voting  power  equivalent  to  one- 
third  of  the  total  voting  power  of  all  of  the  company's  outstanding 
securities.^^2  Originally  this  Class  A  stock  had  been  issued  to  Louis 
H.  Seagrave,  Christopher  F.  Coombs,  and  Frank  B.  Erwin,  the 
sponsors  of  the  United  Founders  Corporation  group  of  companies.^*^^ 
It  was  from  these  individuals  that  The  Equity  Corporation  acquired 
the  Class  A  stock  of  United  Founders  Corporation  by  the  payment  of 
$994,279.73  and  260,150  shares  of  the  common  stock  of  The  Equity 
Corporation,  a  total  consideration  vastly  in  excess  of  the  asset  and 
market  value  of  the  Class  A  stock.^®* 

The  right  to  vote  the  Class  A  stock,  however,  placed  The  Equity 
Corporation  in  effective  control  of  United  Founders  Corporation  and 
its  subsidiaries.  It  enabled  The  Equity  Corporation  to  place  its 
nominees  on  the  directorate  of  United  Founders  Corporation.^*'^ 

Finally,  the  purchase  of  the  Class  A  stock,  by  eliminating  the  pos- 
sible opposition  of  the  former  management  of  the  United  Founders 
Corporation  system  of  companies,  placed  The  Equity  Corporation  in 
a  strategic  position  to  effectuate  exchange  offers  of  its  shares  for  the 
shares  of  United  Founders  Corporation  and  its  subsidiary  com- 
panies and  the  ultimate  consolidation  of  such  companies. 

Between  1933  and  September  1935,  The  Equity  Corporation,  as  the 
result  of  all  of  its  exchange  offers  and  purchases,  acquired  1,213,881 
shares  of  the  common  stock  of  United  Founders  Corporation,  15,386 
shares  of  the  7%  preferred  stock,  and  39,381  shares  of  the  6%  pre- 
ferred stock  of  American  Founders  Corporation,  and  23,081  shares 
of  the  common  stock  of  American  and  Continental  Corporation.-'^*' 
As  will  be  seen,  prior  to  the  consolidation  of  the  Unfted  Founders 
Corporation  group  of  companies  in  November  1935,  these  securities 
and  all  of  the  Class  A  stock  of  United  Founders  Corporation  were 
turned  over  to  United  Founders  Corporation  in  exchange  for  6,000,- 
000  shares  of  the  1  after 's  common  stock.  The  reasons  for  this 
transaction  will  be  discussed  later. 


^s"  Op.  cit.  supra,  note  240,  Commission's  Exhibit  No.  843. 

201  rpjjg  Class  A  stoclf  was  entitled  on  liquidation  of  tlie  corporation  to  only  1/297  of 
the  net  corporate  assets.  In  1983,  the  Class  A  stock's  asset  value  was  approximately 
$48,000.  The  asset  value  of  the  common  stock  was  approximately  $14,000,000  (id.,  Com- 
mission's Exhibit  No.  797). 

202  Id.,  at  8546  and  Commission's  Exhibit  No.  745   (pp.  7-8). 
=»3  Id.,  at  8546  and  Commission's  Exhibits  Nos.  751,  752. 

"'^  See  supra,  pp.  1138-42,  and  the  Commission's  Report  on  the  Study  and  Investigation 
of  the  Work,  Activities,  Personnel,  and  Functions  of  Protective  and  Reorganization  Com- 
mittees (1938),  Pt.  VII,  p.  219. 

215  Op.  cit.  supra,  note  240,  Commission's  Exhibit  No.  822. 

288  Id.,  Commission's  Exhibits  Nos.  128,  784,  829,  839,  840,  843,  844,  1183 ;  see  the 
Commission's  Report  on  the  Study  and  Investigation  of  the  Work,  Activities,  Personnel, 
and  Functions  of  Protective  and  Reorganization  Committees  (1938),  Pt.  VII,  p.  293. 
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From  the  inception  of  its  interest  in  United  Founders  Corporation, 
the  ultimate  purpose  of  The  Equity  Corporation  had  been  to  merge 
or  consolidate  the  companies  comprising  the  United  Founders  Cor- 
poration group.  By  September  1935  a  concrete  plan  of  consolida- 
tion had  apparently  been  formulated  by  The  Equity  Corporation. 
This  plan  in  essence  provided  for  the  organization  of  a  new  corpo- 
ration known  as  American  General  Corporation  which  was  to  have 
a  capital  structure  consisting  of  preferred  and  common  stocks  and 
which  was  to  acquire  the  assets  of  the  United  Founders  Corporation 
system  of  companies  and  also  those  of  Keliance  Management  Corpo- 
ration, a  corporation  not  a  member  of  the  United  Founders  Corpo- 
ration group  but  then  controlled  by  The  Equity  Corporation,  in  con- 
sideration of  the  issuance  of  the  new  company's  shares  to  the  stock- 
holders of  the  absorbed  companies.  This  plan  was  adopted  rather 
than  a  plan  to  absorb  all  the  companies  directly  into  The  Equity 
Corporation  because,  as  Mr.  Milton  testified,  the  management  of  The 
Equity  Corporation  did  not  desire  to  complicate  its  capital  structure 
by  the  introduction  therein  of  a  bond  issue  of  a  type  then  in  the 
capital  structure  of  Keliance  Management  Corporation.^^^  However, 
the  plan  adopted  also  had  the  advantage  of  avoiding  a  dilution  in  the 
control  of  The  Equity  Corporation  held  by  its  largest  stockholders, 
David  Milton  and  Ellery  Huntington.  In  September  1935  these 
individuals  held  approximately  20%  of  the  voting  securities  of  The 
Equity  Corporation,  a  block  of  shares  sufficient  to  insure  effective 
control  of  the  corporation.^^^  If  the  United  Founders  Corporation 
group  of  investment  companies  were  consolidated  with  The  Equity 
Corporation  directly  in  consideration  of  the  issuance  of  the  latter 
corporation's  securities  '^^^  to  the  minority  stockholders  of  the  ab- 
sorbed companies  (who  in  most  cases  owned  a  majority  of  the  senior 
securities  of  the  various  United  Founders  Corporation  companies), 
a  substantial  decrease  in  the  percentage  of  the  voting  securities  of  The 
Equity  Corporation  held  by  Mr.  Milton  and  Mr.  Huntington  would 
have  occurred. 

The  plan  of  consolidation  of  the  United  Founders  Corporation 
group  of  companies  (and  of  Reliance  Management  Corporation),  as 
ultimately  proposed  and  consummated,  involved  a  drastic  readjust- 
ment of  the  contractual  rights  of  the  preferred  stockholders  of  the 
subsidiaries  of  United  Founders  Corporation.  In  some  cases  the 
dividend  and  liquidating  preferences  of  such  stocks  were  greatly 
decreased.^'**    In  addition  accrued  unpaid  dividends,  totaling  in  the 

2»^  Op.  cit.  supra,  note  240,  at  8517. 

268  See  Pt.  Two  (House  Doc.  No.  70.  76th  Cong.),  Ch.  V,  p.  431. 

2«3  Both  the  pi-eferred  and  common  stocks  of  The  Equity  Corporation  were  entitled  to  one 
vote  a  share.     See  supra,  p.  1040. 

2T0For  example,  the  holders  of  the  6%  and  7%  preferred  stock  of  American  Founders 
Corporation  which  had  a  dividend  priority  of  $3  and  $3.50  a  share  per  annum,  respec- 
tively, were  awarded  a  preferred  stock  of  American  General  Corporation  having  an  annual 
dividend  priority  of  $2.40  a  share.  The  preferred  stock  of  International  Securities  Cor- 
poration of  America,  Second  International  Securities  Corporation,  and  United  States  & 
British  International  Co.,  Ltd.,  received  similar  treatment.  The  preferred  stock  of  Inter- 
national Securities  Corporation  of  America  which  was  entitled  on  liquidation  of  the 
company  to  a  prior  claim  against  the  corporate  assets  to  the  extent  of  $100  a  share, 
received  preferred  stock  of  American  General  Corporation  entitled  to  a  preference  of  only 
$60  a  share.  (See  the  Commission's  Report  on  the  Study  and  Investigation  of  the  Work, 
Activities,  Personnel,  and  Functions  of  Protective  and  Reorganization  Committees  (1938), 
Pt.  VII,  p.  325.) 
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aggregate  $3,900,000  in  November  1935,  upon  the  preferred  stock  of 
the  subsidiaries  of  United  Founders  Corporation  were  eliminated 
by  the  plans.^^^  Preferred  stockholders  under  the  plan  were,  more- 
over, to  suffer  an  aggregate  loss  of  asset  values  of  approximately 
$200,000.2^2  jn  other  aspects  the  plan  resulted  in  substantial  changes 
in  the  rights  of  the  stockholders  of  the  United  Founders  Corporation 
companies.  For  example,  the  charter  of  International  Securities  Cor- 
poration of  America  provided  that  the  corporation  would  make  no 
loans  which  were  not  secured  by  collateral  having  a  value  at  least 
equivalent  to  125%  of  the  amount  loaned.^^^  The  board  of  directors 
of  American  General  Corporation,  however,  was  authorized  to  lend 
funds  without  security."* 

Whether  these  sacrifices  upon  the  part  of  the  preferred  stockholders 
of  the  United  Founders  Corporation  companies  provided  for  by  the 
plan  were  offset  by  the  advantages  of  reduced  administrative  ex- 
pense which  might  be  a  product  of  the  simplification  of  the  previ- 
ously pyramided  structure  of  companies  in  the  United  Founders  Cor- 
poration group,  need  not  be  determined  here.  Of  importance,  how- 
ever, is  the  fact  that  the  plan  was  devised  and  executed  only  by 
The  Equity  Corporation.  Minority  stockholders  had  no  independ- 
ent representation  in  the  negotiation  of  the  terms  of  this  plan  which 
so  sharply  readjusted  their  security  interest  in  their  corporations. 
And  in  the  preparation  of  the  plan  The  Equity  Corporation,  as  a 
holder  of  the  equity  securities  of  United  Founders  Corporation,  was 
clearly  in  a  position  antagonistic  to  the  senior  security  holders  of  the 
subsidiaries  of  United  Founders  Corporation.  The  Equity  Corpo- 
ration's investment  in  the  system  of  companies,  as  will  be  seen  later, 
consisted  largely  of  its  holdings  of  the  stock  of  United  Founders 
Corporation.  In  turn,  United  Founders  Corporation's  holdings  of 
the  securities  of  its  subsidiary  companies  were  confined  largely  to 
their  equity  securities,  which  in  several  instances  had  little  or  no 
asset  value.^''^ 

The  dominant  position  in  the  United  Founders  Corporation  group 
of  companies  held  by  The  Equity  Corporation  also  placed  it  in  a 
powerful  position  to  remove  or  to  minimize  actual  or  potential  ob- 
stacles to  the  effectuation  of  its  plan.  One  such  obstacle,  for  exam- 
ple, would  be  the  appraisal  rights  of  minority  stockholders  who 
might  dissent  from  the  plan.  Unlike  the  Delaware  statutes,  which 
do  not  grant  to  dissenting  stockholders  a  right  of  appraisal  in  the 
event  of  a  sale  of  all  of  their  corporation's  assets,  the  laws  of  Mary- 
land, under  which  all  of  the  United  Founders  Corporation  group  of 
companies,  with  the  exception  of  American  and  Continental  Cor- 


271  Id.,  p.  326. 

272  Op.  cit.  supra,  note  240,  Commission's  Exhibit  No.  775. 

273  Id.,  Commission's  Exliibit  No.  860  (pp.  3-4). 
27ild.,  Commission's  Exhibit  No.  862  (p.  5). 

276  On  November  22,  1935,  the  date  of  the  consolidation  of  the  various  United  Founders 
Corporation  companies  into  American  General  Corporation,  the  common  stoclts  of  Interna- 
tional Securities  Corporation  of  America  and  United  States  &  British  International  Co., 
Ltd.,  had  no  asset  value.  The  Class  B  common  stock  of  American  &  General  Securities 
Corporation  was  likewise  without  asset  value.  The  shares  of  Class  A  common  stock  of 
American  &  General  Securities  Corporation  and  the  common  stock  of  American  Founders 
Corporation  had  net  asset  values  of  $11.62  and  81  cents  a  share,  respectively.  The  Class 
A  and  Class  B  stock  of  Second  International  Securities  Corporation  had  net  asset  values 
of  $2.66  and  27  cents  a  share,  respectively  (id.,  Commission's  Exhibit  No.  843). 
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poration,  were  incorporated,  authorize  a  right  of  appraisal  irrespec- 
tive of  the  statutory  mode  adopted  for  the  amalgamation  of  corpora- 
tions."® In  other  words,  the  Maryland  laws  offer  to  corporate  man- 
agements no  choice  of  any  method  of  uniting  the  assets  of  various 
corporations  in  a  manner  which  will  defeat  appraisal  rights.  As  a 
consequence,  the  plan  for  the  amalgamation  of  the  assets  of  the 
United  Founders  Corporation  companies  and  of  Keliance  Manage- 
ment Corporation  provided  that  it  be  accomplished  by  means  of  a 
statutory  consolidation.  Although  stockholders  dissatisfied  with  the 
terms  of  the  consolidation  plan  would  have  a  right  to  an  appraisal 
of  their  shares,  the  Maryland  statutes  do  not  require  that  the  stock- 
holders be  informed  of  this  right  in  the  solicitation  literature  used 
by  corporate  managements  to  procure  assents  to  the  plan.  The 
Equity  Corporation  failed  to  inform  the  stockholders  of  the  consoli- 
dating companies  of  their  right  to  an  appraisal.  It  is  reasonable  to 
infer  that  the  average  investor  is  unfamiliar  with  the  fact  that  he  has 
a  right  of  appraisal.  Even  if  he  has  knowledge  of  this  right,  it  is 
doubtful  if  he  is  aware  of  the  statutory  requirements  which  must 
be  followed  to  procure  the  right.^"  Undoubtedly,  The  Equity  Cor- 
poration's failure  to  inform  stockholders  of  their  appraisal  rights 
served  to  force  into  the  plan  against  their  will  "^  many  investors 
who,  if  they  had  been  informed  of  their  appraisal  right,  would  have 
claimed  such  right.^^^ 

Other  impediments  to  the  consummation  of  the  consolidation  con- 
fronted The  Equity  Corporation.  First,_the  ethical,  if  not  the  legal, 
propriety  of  consummating  a  consolidation  which  would  vary  radi- 
cally the  interests  of  minority  stockholders  whose  securities  possessed 
a  substantial  ownership  interest  in  the  assets  of  the  companies  in- 
volved by  means  of  the  vote  by  a  dominant  stockholder  of  a  "control" 
block  of  securities  having  little  or  only  a  nominal  ownership  in- 
terest in  the  assets  of  all  the  companies  affected  by  the  plan,  would 
be  questionable.  At  the  date  of  the  consolidation  of  the  various 
companies  in  the  United  Founders  Corporation  group,  the  out- 
standing stocks  of  the  subsidiaries  of  United  Founders  Corporation 


2^9  Md.  Code  Ann.  Art.  23,  §§  35,  36%. 

2^^  Usually  the  dissenting  stockholder,  in  order  to  preserve  his  appraisal  right,  must 
either  vote  against  the  plan  or  register  in  writing  a  dissent  from  the  plan.  Thereafter, 
a  written  demand  for  payment  of  the  value  of  the  shareholder's  shares  must  be  made 
within  a  specified  time.  If  such  payment  Is  not  made  by  the  corporation,  the  stockholder 
must  apply  for  an  appraisal  of  the  shares  in  the  manner  specified  by  the  particular  state 
statute.  (Commission's  Report  on  the  Study  and  Investigation  of  the  Work,  Activities, 
Personnel,  and  Functions  of  Protective  and  Reorganization  Committees  (1938),  Pt.  VII, 
p.  598.     See  for  example,  Maryland  Code  Ann.   (Flack  Supp.  1935)  Art.  23,  §  35.) 

2'8  Normally  all  stockholders  who  do  not  exercise  their  right  to  an  appraisal  of  the 
value  of  their  shares  on  a  merger  or  consolidation  of  their  companies,  must  accept  the 
securities  allotted  to  them  under  the  plan  if  such  plan  has  been  approved  by  the  required 
majority  of  stockholders  and  has  been  filed  with  the  proper  state  official.  (15  Fletcher, 
Cyclopedia  Corporations  (1932),  §§  7063,  7157.) 

2™  Only  a  small  i)ercentage  of  the  stockholders  of  the  various  United  Founders  Corpora- 
tion companies  exercised  their  right  to  an  appraisal.  Stockholders  who  did  not  vote  In 
favor  of  the  consolidation  as  ultimately  consummated  were  entitled  to  194,000  shares  of 
preferred  and  818,900  shares  of  common  stock  of  American  General  Corporation.  Stock- 
holders who  claimed  appraisal  and  payment  would  have  been  entitled  to  14,600  shares  of 
preferred  stock  and  9,400  shares  of  common  stock  of  American  General  Corporation  (op. 
cit.  supra,  note  240,  Commission's  Exhibits  Nos.  812,  843,  1196,  1200,  1201  ;  Securities 
Registration  Statement,  Form  A-1,  The  Equity  Corporation,  prospectus  dated  April  20. 
1937,  p.  33). 
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had,  on  an  unconsolidated  basis,  a  combined  asset  value  of  approxi- 
mately $42,000,000,  of  which  approximately  $15,000,000,  or  35%  of 
the  total,  represented  the  asset  value  of  the  stocks  in  these  com- 
panies held  by  the  public.^^o  On  the  other  hand,  the  Class  A  stock 
of  United  Founders  Corporation,  the  ownership  of  which  consti- 
tuted substantially  all  of  the  voting  strength  of  The  Equity  Cor- 
poration in  the  United  Founders  Corporation  group  of  companies, 
had  an  asset  value  of  approximately  $48,000.  But  the  Class  A 
stock  had  a  331/3%  voting  power  in  United  Founders  Corporation, 
and  the  control  of  that  corporation  which  the  Class  A  stock  rep- 
resented enabled  The  Equity  Corporation  to  vote  all  of  the  con- 
trolling blocks  of  the  securities  of  subsidiary  companies  held  by 
United  Founders  Corporation  and  American  Founders  Corporation. 
In  fact,  The  Equity  Corporation's  control  of  the  Class  A  stock  of 
United  Founders  Corporation  placed  it  in  a  position  to  vote  in  ex- 
cess of  two-thirds  of  the  total  voting  securities  ^^^  of  each  of  the  sub- 
sidiaries of  United  Founders  Corporation  in  favor  of  its  plan  of  cou- 


rse The  following  schedule  derived  from  the  figures  contained  in  Commission's  Exhibit 
No.  843  indicates  the  percentage  and  the  asset  value  of  the  shares  of  the  subsidiaries  of 
United  Founders  Corporation  owned  by  the  public  in  November  1935  : 


American  Founders  Corporation,  7%  pre- 
ferred  

American  Founders  Corporation,  6%  pre- 
ferred  

American  Founders  Corporation,  common,. 

American  and  Continental  Corporation, 
common 

American  and  Continental  Corporation, 
Class  A 

American  &  General  Securities  Corporation, 
$3  preferred 

American  &  General  Securities  Corporation, 
Class  A  common 

American  &  General  Securities  Corporation, 
Class  B  common 

International  Securities  Corporation  of 
America,  6%  preferred 

International  Securities  Corporation  of 
America,  6^%  preferred 

International  Securities  Corporation  of 
America,  Class  A  common 

International  Securities  Corporation  of 
America,  Class  B  common  

Second  International  Securities  Corpora- 
tion, 6%  1st  preferred 

Second  International  Securities  Corpora- 
tion, GH%  2d  preferred 

Second  International  Securities  Corpora- 
tion, Class  A  common 

Second  International  Securities  Corpora- 
tion, Class  B  common 

United  States  &  British  International  Co  , 
Ltd.,  $3  preierred 

United  States  &  British  International  Co., 
Ltd.,  Class  A  common 

United  States  &  British  International  Co., 
Ltd.,  Class  B  common _,. 


Percentage  of  total 
public 


value  held  by 


Outstanding 
shares  No- 
vember 1935 


114, 198 
1, 978, 091 

425, 000 

25, 000 

8,530 

500,  000 

500,  000 

44,736 

14,  714 

591, 156 

fiOO,  000 

23, 363 

20, 000 

308, 091 

600, 000 

29,  060 

294, 358 

300.  000 


Total  asset 
value  No- 
vember 1935 


7, 080,  276 
7, 182, 472 

8, 075, 000 

475, 000 

426,  500 

5,  810, 000 

0 

4,093,344 

1,  346,  331 

0 

0 

1, 291,  974 

1, 220, 000 

941,  476 

162, 000 

947,  356 

0 

0 


41,  783, 985 


Percent  of 
shares  held 
by  public 


48.9 
15.6 

27.7 

25.0 

99.3 

2.3 

3.5 

72.8 

5.8 
3.5 

95.5 
0 

4.9 
3.0 

62.3 
4.0 
9.5 


Asset  value 
of  public's 
holdings 


$1,  330,  609 

3, 462,  255 
1, 120, 466 

2,  236,  775 

118,  750 

423,  515 

133, 630 

0 

2,  979,  954 

924, 929 

0 

0 

1,233,835 

0 

46, 132 


14.  605.  913 
34.  95% 


=«•  The  preferred  stockholders  of  the  subsidiaries  of  United  Founders  Corporation  were 
entitled  to  vote  because  of  dividend  defaults.  (Commission's  Report  on  the  Study  and 
Investigation  of  the  Work.  Activities,  Personnel,  and  Functions  of  Protective  and  Reorgani- 
zation Committees    (1938).   Pt.  VII.   p.   319.) 
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solidation.  The  combined  holdings  of  The  Equity  Corporation  ^^^ 
and  of  United  Founders  Corporation  and  its  subsidiaries,  particu- 
larly American  Founders  Corporation,  in  the  securities  of  the  various 
United  Founders  Corporation  companies  were  as  follows :  ^^^ 


Name  of  security 


Percent 
controlled 
directly  or 
indirectly  by 
The  Equity 
Corporation 


American  Founders  Corporation,  7%  preferred 

American  Founders  Corporation,  6%  preferred 

American  Founders  Corporation,  common 

American  and  Continental  Corporation,  common 

American  and  Continental  Corporation,  Class  A 

American  &  General  Securities  Corporation,  preferred 

American  &  General  Securities  Corporation,  Class  A  common 

American  &  General  Securities  Corporation,  Class  B  common 

International  Securities  Corporation  of  America,  6%  preferred 

International  Securities  Corporation  of  America,  6^%  preferred... 
International  Securities  Corporation  of  America,  Class  A  common 
International  Securities  Corporation  of  America,  Class  B  common 

Second  International  Securities  Corporation,  6%  1st  preferred 

Second  International  Securities  Corporation,  6%  2d  preferred 

Second  International  Securities  Corporation,  Class  A  common 

Second  International  Securities  Corporation,  Class  B  common 

United  States  &  British  International  Co.,  Ltd.,  preferred _.. 

United  States  &  British  International  Co.,  Ltd.,  Class  A  common 
United  States  &  British  International  Co.,  Ltd.,  Class  B  common 


51.3 
51.1 
84.4 
72.3 
75.0 
.7 
97.7 
96.5 
27.2 
31.3 
94.2 
96.5 
4.5 
100.0 
95.1 
97.0 
37.7 
96.0 
90.5 


Although  the  use  of  the  direct  and  indirect  voting  power,  inherent 
in  the  control  of  the  Class  A  stock  of  United  Founders  Corporation 
by  The  Equity  Corporation,  as  an  implement  to  effect  its  consolida- 
tion plan  may  not  have  been  illegal,  certainly  the  preponderantly 
large  voting  strength  which  such  stock  possessed  in  relation  to  its 
ownership  interest  in  the  total  corporate  assets  involved  in  the  consoli- 
dation, might  result  in  a  closer  scrutiny  of  the  fairness  of  the  terms 
of  the  plan  by  a  court  in  the  event  of  litigation  to  restrain  the  con- 
summation of  the  plan.  And  in  view  of  the  substantial  alteration 
in  the  rights  of  the  preferred  stockholders  of  the  subsidiaries  of 
United  Founders  Corporation  contemplated  by  the  consolidation 
plan,  it  was  conceivable  that  efforts  would  be  made  to  enjoin  its 
consummation.^^* 

As  an  "integral  part  of  the  program"  ^^^  for  the  consolidation.  The 
Equity  Corporation,  in  September  1935,  two  months  prior  to  the  con- 
solidation, contracted  to  surrender  for  retirement  to  United  Founders 
Corporation  its  holdings  of  the  Class  A  stock  of  the  latter  corpora- 


^2  As  a  result  of  its  exchange  offers  and  purchases  The  Equity  Corporation  itself,  by 
September  1935,  had  acquired  approximately  36%  of  the  7%  preferred  and  40%  of  the 
6%  preferred  stocks  of  American  Founders  Corporation  and  approximately  5%  of  the 
common  stock  of  American  and  Continental  Corporation  (op.  cit.  supra,  note  240,  Com- 
mission's Exhibits  Nos.  784-A,  829,  839,  840,  843,  844,  1183). 

^^Id.,  Commission's  Exhibit  No.  843.  The  number  of  outstanding  shares  are  indicated 
in  note  280,   supra. 

284  In  fact  several  suits  were  brought  to  enjoin  the  consolidation.  These  suits,  however, 
were  settled  by  The  Equity  Corporation  on  advantageous  terms  to  the  litigants  (op.  cit. 
supra,  note  240.  Commission's  Exhibits  Nos.  829,  '858.  859,  1202). 

««5Id.,  at  8671. 
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tion.^®*'  At  the  same  time,  however,  United  Founders  Corporation 
agreed  2®^  to  issue  to  The  Equity  Corporation  6,000,000  shares  of  its 
authorized  but  as  yet  unissued  common  stock  in  consideration  of  the 
transfer  to  United  Founders  Corporation  by  The  Equity  Corporation 
of  the  preferred  and  common  stocks  of  subsidiary  companies  in  the 
United  Founders  Corporation  group  (which  The  Equity  Corporation 
had  acquired  by  exchange  offers  and  by  purchases)  and  388,436  shares 
of  Eeliance  Management  Corporation,  the  only  nonmember  of  the 
United  Founders  Corporation  group  which  was  to  be  included  in  the 
consolidation.  Both  of  these  contracts  were  subject,  however,  to  the 
approval  of  the  stockholders  of  United  Founders  Corporation. 

These  transactions,  if  consummated,  would  involve  a  loss  in  asset 
values  to  The  Equity  Corporation  of  approximately  $1,000,000 ,2^^ 
representing  the  difference  between  the  asset  value  of  the  Class  A 
stock  of  United  Founders  Corporation  and  the  securities  of  the  lat- 
ter's  subsidiaries  exchanged  for  the  6,000,000  shares  of  United  Found- 
ers Corporation  common  stock,  and  the  asset  value  of  such  6,000,000 
shares.  Offsetting  advantages,  however,  w^ould  accrue  to  The  Equity 
Corporation  as  a  result  of  the  transaction.  First,  The  Equity  Corpo- 
ration acquired,  in  lieu  of  the  Class  A  stock,  which,  as  has  been 
stated,  had  only  a  1/279  interest  in  the  earnings  and  assets  of  United 
Founders  Corporation,  6,000,000  shares  of  United  Founders  Corpora- 
tion common  stock  which  were  entitled  to  a  40%  interest  in  the  earn- 
ings and  assets  of  United  Founders  Corporation.^^^  Second,  these 
6,000,000  shares  of  common  stock,  upon  the  ultimate  consolidation  of 
United  Founders  Corporation  and  its  subsidiaries  into  American 
General  Corporation,  were  to  be  exchanged  for  600,000  shares  of  the 
latter  corporation's  common  stock.^'^^  Since  American  General  Cor- 
poration was  a  leverage  investment  company,^''^  whereas  United 
Founders  Corporation  was  not.  The  Equity  Corporation  in  effect  had 
exchanged  a  nonleverage  common  stock  for  a  leverage  common  stock, 
a  distinct  advantage  in  1935  when  all  indices  pointed  to  a  continu- 
ance of  a  period  of  rising  securities  prices.^^^    In  the  third  place,  the 


^««  Id.,   Commission's   Exhibit  No.  809. 

28'  Id.,  Commission's   Exhibits   Nos.    808.   842. 

2ssid.,   at   8672. 

289  The  issuance  of  6,000,000  shares  of  common  stoclf  of  United  Founders  Corporation  to 
The  Equity  Corporation  would  increase  such  common  stock  outstanding  to  15.000.000 
shares. 

=»"  Op.  cit.  supra,  note  240,  Commission's  Exhibit  No.  862. 

2"  Immediately  after  the  consolidation,  American  General  Corporation  possessed  assets 
of  approximately  $50,000,000  (id..  Commission's  Exhibit  No.  850).  The  capitalization  of 
American  General  Corporation  consisted  of  the  approximately  $20,000,000  of  outstanding 
bonds  of  Reliance  Management  Corporation,  International  Securities  Corporation  of 
America,  and  Second  International  Securities  Corporation,  which  had  been  assumed  by 
American  General  Corporation  under  the  terms  of  the  plan  of  consolidation,  and  8,474 
shares  of  $3  preferred  stock,  24,539  shares  of  $2.50  preferred  stock.  91,353  shares  of  $2 
preferred  stock,  and  1,754,756  shares  of  common  stock  (id.,  Commission's  Exhibit  No. 
852).  The  preferred  stocks  of  all  classes  were  entitled  to  a  preference  in  assets  on 
liquidation  of  $50  a  share  (id..  Commission's  Exhibit  No.  862).  The  total  liquidating 
value  of  the  preferred  shares  was  approximately  $11,000,000.  The  common  stock  of 
American  General  Corporation,  with  an  asset  value  of  approximately  $19,000,000.  thus 
had  the  leverage  of  approximately  $31,000,000  of  senior  securities.  Expressing  this  lever- 
age in  another  way,  a  100%  increase  in  the  total  corporate  assets  would  result  in  a  250  S^o 
increase  in  the  asset  value  of  the  common  stock.  Conversely,  with  a  decline  in  value  of 
total  assets,  the  leverage  would  cause  a  more  rapid  decline  in  the  asset  value  of  the 
common  stock. 

«2Id.,  at  8673-4. 
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transaction  would  actually  result  in  an  increased  voting  control  of 
United  Founders  Corporation  b;^  The  Equity  Corporation.  The  con- 
summation of  the  transaction  would  give  to  The  Equity  Corpora- 
tion 6,000,000  shares  of  United  Founders  Corporation  common  stock 
or  40%  of  the  total  of  15,000,000  common  shares  which  would  be  out- 
standing. These  6,000,000  shares,  augmented  by  the  approx- 
imately ^^^  1,200,000  shares  of  United  Founders  Corporation  common 
stock  which  it  had  acquired  by  exchange  oifers  and  purchases,  would 
give  to  The  Equity  Corporation  an  approximately  49%  voting  con- 
trol of  United  Founders  Corporation.  This  49%  voting  control  was 
later  transmuted  under  the  terms  of  the  plan  of  consolidation  to  a 
49%  interest  in  the  common  stock  of  the  consolidated  company, 
American  General  Corporation.  This  block  of  stock  was  sufficient  to 
insure  to  The  Equity  Corporation  control  of  the  new  company. 
Prior  to  the  consummation  of  these  transactions  with  United  Found- 
ers Corporation,  The  Equity  Corporation  had  only  a  42%  voting 
interest  in  United  Founders  Corporation,  consisting  of  the  4,500,000 
votes  represented  by  the  Class  A  stock,  and  approximately  1,200,000 
shares  of  the  common  stock  of  United  Founders  Corporation  which 
it  had  acquired  by  exchange  offers. 

Finally,  as  has  been  stated,  this  exchange  of  securities  between  The 
Equity  Corporation  and  United  Founders  Corporation,  by  elimi- 
nating the  Class  A  stock  of  United  Founders  Corporation  avoided 
any  potential  attack  upon  the  projected  consolidation  upon  the  ground 
that  it  had  been  effected,  in  large  part,  by  the  vote  of  a  security  which 
had  only  a  nominal  ownership  interest  in  the  total  corporate  assets 
affected  by  the  consolidation. 

David  Milton,  the  president  of  The  Equity  Corporation,  conceded 
in  his  testimony  that  the  elimination  of  the  Class  A  stock  and  the 
exchange  of  The  Equity  Corporation's  holdings  of  the  securities 
of  the  various  subsidiaries  of  United  Founders  Corporation  for  the 
latter's  common  stock  was  "in  a  business  view  a  necessary  part  of 
the  merger  and  consolidation,"^^*  but  denied  that  the  transaction 
had  been  devised  to  avoid  any  possible  future  attack  upon  the  use 
of  the  voting  power  of  the  Class  A  stock  by  The  Equity  Corporation 
in  order  to  consummate  its  own  plan  of  consolidation,  Mr.  Milton 
testified:  295 

Q.  Of  course,  Mr.  Milton,  in  connection  with  getting  the  reaction  of  stock- 
holders with  respect  to  an  exchange,  which,  taken  by  itself  may  look  innocuous 
to  the  interest  of  the  stockholders,  there  would  be  no  objection  to  casting 
4,500,000  votes  on  shares  of  stock  which  had  an  aggregate  asset  value  of 
$45,000,  but  if  you  took  that  same  value  of  stock  and  cast  4,500,000  shares 
where  it  involved  such  a  substantial  thing  as  affecting  a  consolidation  of  a 
parent  and  five  or  six  subsidiaries,  that  is  something  else,  isn't  it? 

A.  I  don't  think  it  is  fair  to  bring  that  up,  because  I  have  told  you  that 
that  question  did  not  exist.     If  you  want  to 

Q.  No,  I  just  want  an  answer,  yes  or  no.     I  am  not  disputing  anything. 

A.  That  is  a  hypothetical  question.  I  would  rather  leave  that  to  you  as 
an  attorney  to  give  an  opinion  if  you  want  to. 


=»3  Id.,  Commissions  Exhibits  Nos.  839,  840,  843,  844,  1183. 
"<Id.,   at   8671. 
^=Id.,   at  8695-7. 
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Q.  If  this  transaction  was  effected,  or  worked  out,  this  Class  "A"  stock 
would  be  washed  out? 

A.  That  is  right.    It  was,  right  after  that. 

Q.  So  that  if  this  went  through,  you  would  never  have  to  face  the  question 
that  Mr.  Schenker  poses,  namely,  the  legality  of  the  vote  of  the  Class  "A" 
stock  on  a  consolidation? 

A.  Right.  The  question  did  not  come  up.  We  were  interested  in  this 
transaction.  This  transaction  eliminated  the  stock.  In  retrospect  I  can 
see  your  point  of  view,  but  I  don't  think  the  question  came  up. 

At  a  meeting  of  the  stockholders  of  United  Founders  Corporation, 
held  on  October  10,  1935,296  ^-j^^  cancelation  of  the  Class  A  stock 
and  the  issuance  of  the  6,000,000  shares  of  common  stock  to  The 
Equity  Corporation  were  approved  by  7,230,669  of  the  total  of 
13,500,234  votes  outstanding.  Included  in  the  7,230,669  approving 
votes  were  5,727,907  cast  by  The  Equity  Corporation,  of  which  4,500,- 
000  votes  represented  the  vote  of  the  Class  A  stock.^^^  In  other 
words,  of  the  7,772,327  votes  to  which  stockholders  other  than  The 
Equity  Corporation  were  entitled,  only  1,502,762  were  cast  in  favor 
of  the  transaction.^9^  In  essence.  The  Equity  Corporation  had  itself 
approved  its  own  transaction  with  United  Founders  Corporation. 
David  Milton,  the  president  of  The  Equity  Corporation,  testified :  ^^^ 

Q.  Didn't  you  consider  that  by  virtue  of  your  control  of  42%  of  the  voting 
power  of  United  Founders  Corporation  that  you  had  some  obligation  to  the 
United  Founders  Corporation  common  stockholders? 

«  *  *  *  '  *  4c  « 

Mr.  Huntington  [a  director  of  The  Equity  Corporation].  As  we  said,  it  had 
42%  which  made  available  the  stock  for  the  purpose,  as  I  said,  of  balancing 
this  structm-e. 

Q.  First  it  made  available  the  stock  for  the  purpose  of  voting  an  exchange 
in  which  The  Equity  Corporation  was  interested,  when  The  Equity  Corpora- 
tion was  dealing  with  a  company  of  which  The  Equity  Corporation  con- 
trolled 42  percent  of  its  stock. 

Mr.  Milton.  That  is  right. 

Q.  And  you  had  no  feeling  of  uneasiness  on  the  part  of  The  Equity  Corpora- 
tion in  casting  these  5,700,000  votes  in  order  to  get  the  honest  and  necessary 
reaction  of  the  stockholders  on  this  deal? 

A.  No,  we  considered  it  a  very  constriactive  transaction. 

Q.  The  purpose  of  the  vote  was  not  to  determine  whether  it  was  con- 
structive or  not;  you  wanted  to  get  the  reaction  of  the  stockholders  to  this 
deal. 

A.  We  wanted  to  disclose  it  fully  to  the  stockholders  and  give  them  a  chance 
to  express  themselves  on  the  transaction. 

Q.  The  Equity  Corporation  did  cast  five  million  votes  in  favor  of  the 
transaction? 

A.  There  is  no  question  about  it.    We  have  had  that  evidence. 

Q.  Out  of  5,700,000  votes,  4,500,000  votes  on  that  Class  "A"  stock  which  was 
absolutely  valueless,  isn't  that  so? 

A.  I  will  not  say  that  it  was  valueless  at  all. 

Q.  It  had  no  asset  value. 


2°»Id.,  at  8651. 

2"  Id.,    Commission's   Exhibit   No.    1197. 

^'s  Id.,  at  8656  and  Commission's  Exhibit  No.  1197. 

^Id.,  at  8653-5. 
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A.  It  had  an  asset  value.  It  had  a  small  amount  of  asset  value,  but  it  had 
a  value.     And,  regardless  of  that,  it  had  a  third  vote  and  that  vote  was  cast. 

Q.  If  you  take  away  that  vote,  Mr.  Milton,  that  was  cast  on  this  Class  "A" 
stock  and  the  1,200,000  votes  which  were  cast  by  The  Equity  Corporation  on 
its  common,  that  meant  that  there  was  approximately  1,500,000  votes  cast  in 
favor  of  the  proposition,  which  is  16  percent  of  the  total  outstanding  nine 
million  shares? 

A.  I  think  your  answer  is  correct. 

Other  more  formidable  obstacles  stood  in  tlie  way  of  the  consum- 
mation of  The  Equity  Corporation's  plan  for  the  consolidation  of 
United  Founders  Corporation  and  its  subsidiaries.  The  charters  of 
each  of  the  United  Founders  Corporation  companies  having  preferred 
stocks  outstanding,  with  the  exception  of  International  Securities 
Corporation  of  America,  contained  provisions  prohibiting  any  con- 
solidation of  the  corporation  with  other  corporations  which  would 
in  any  way  "impair  the  rights  and  preferences"  of  the  preferred 
stock.^°°  The  Equity  Corporation's  contemplated  plan  of  consoli- 
dation proposed,  in  several  of  its  aspects,  to  alter  sharply  the  rights 
and  preferences  of  the  preferred  stockholders  of  the  various  United' 
Founders  Corporation  companies.  On  their  face,  therefore,  these 
clauses  would  seem  to  frustrate  the  plans  of  The  Equity  Corporation. 
However,  it  might  be  argued  that  these  charter  provisions  w^ere  in- 
valid as  inconsistent  with  the  laws  of  Maryland  (under  which  all  of 
the  United  Founders  Corporation  group  of  companies  were  created) 
which  permit  corporations,  in  general  terms,  to  consolidate.^"^  On 
the  other  hand,  these  charter  provisions  did  not  prevent  a  consolida- 
tion ;  they  merely  interdicted  a  consolidation  which  did  not  preserve 
the  rights  and  preferences  of  the  preferred  stocks.^"-  In  any  event, 
as  will  be  seen.  The  Equity  Corporation  took  steps  to  eliminate  these 


^  For  example,  the  cbarter  of  Second  International  Securities  Corporation  provided  tbat : 
"A  consolidation  or  merger  of  the  corporation  with  any  other  corporation  or  corporations 
shall  not  be  deemed  to  be  a  liquidation,  dissolution,  winding-up,  or  distribution  of  capital 
within  the  meaning  of  this  clause,  but  any  such  consolidation  or  merger  shall  in  no  way 
impair  the  rights  and  preferences  of  the  first  preferred  stock"  (id..  Commission's  Exhibits 
Nos.  881  (p.  10)  and  No.  X3406-B  (p.  10)).  For  the  similar  provisions  in  the  charter  of 
American  Founders  Corporation,  see  id.,  Commission's  Exhibits  Nos.  859  (p.  3)  and 
3404-B    (p.  11)). 

301  Md.  Code  Ann.  (Bagby  1924,  Art.  23,  §  33.  Although  the  Maryland  laws  permit  the 
inclusion  in  corporate  charters  of  any  provisions  defining,  limiting,  or  regulating  the 
power  of  the  stockholders  and  of  the  corporation,  it  is  also  provided  that  such  provisions 
must  not  be  contrary  to  the  laws  of  the  state  nor  "inconsistent  with  any  of  the  terms 
and  limitations"  of  its  corporation  law   (Md.  Code  Ann.    (Bagby  1924),  Art.  23,   §   4    (g)). 

^2  Although  one  court  has  taken  the  attitude  that  these  clauses  are  invalid  as  incon- 
sistent with  statutes  permitting  the  consolidation  of  corporations,  conceivably  the  Mary- 
land courts  might  give  efEect  to  these  clauses  in  the  charters  of  the  various  United 
Founders  Corporation  companies.  In  Jones  v.  St.  Louis  Structural  Steel  Co.,  267  111.  App. 
576  (1932),  the  Illinois  Appellate  Court  (an  intermediate  court  of  appeal)  held  that  a 
provision  in  the  charter  of  a  Delaware  corporation  prohibiting  a  merger  which  would 
impair  the  rights  of  the  company's  preferred  stock  was  invalid  because  it  conflicted  with 
the  Delaware  corporation  law  (Del.  Rev.  Code  (1915),  C.  65,  §  59),  which,  in  general 
terms,  authorized  the  merger  and  consolidation  of  corporations.  The  court  based  its 
conclusion  that  the  Delaware  law  contemplated  and  authorized  mergers  which  would 
impair  the  rights  and  preferences  of  preferred  stockholders,  in  large  part  upon  the  fact 
that  the  Delaware  legislature  had  provided  a  means  by  which  stockholders  dissatisfied 
with  the  terms  of  a  merger  might  obtain  an  appraised  value  in  cash  of  their  securities 
in  lieu  of  accepting  the  securities  allotted  to  them  under  the  merger  plan.  The  Maryland 
law  also  grants  to  dissenting  stockholders  a  right  to  receive  an  appraised  cash  value  of 
their  securities  in  lieu  of  acceptance  of  the  terms  of  a  plan  of  merger  or  consolidation. 
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clauses  from  the  charters  of  the  various  companies  prior  to  their 
consolidation. 

Still  another  problem  confronted  The  Equity  Corporation.  Unlike 
the  Delaware  law  which  requires,  for  the  approval  of  a  merger  or 
consolidation,  only  the  assenting  vote  of  stockholders  of  two-thirds 
of  a  corporation's  outstanding  securities  irrespective  of  class,^"^  the 
Maryland  law,  as  a  condition  to  the  consummation  of  a  consolidation, 
requires  the  approval  of  holders  of  two-thirds  of  the  securities  of 
each  class  having  voting  power,  voting  by  classes.^°*  Six  of  the  seven 
United  Founders  Corporation  companies  were  incorporated  in  Mary- 
land, and  five  of  these  companies  had  outstanding  preferred  stocks 
which  were  entitled  to  vote.^°^  And,  as  has  been  pointed  out,  although 
The  Equity  Corporation  through  its  holdings  of  the  stock  of  United 
Founders  Corporation  controlled  two-thirds  of  all  of  the  voting  se- 
curities of  each  of  the  United  Founders  Corporation  companies,  it 
did  not,  in  nearly  all  cases,  control  two-thirds  of  each  class  of  their 
preferred  stocks.  Thus,  The  Equity  Corporation  controlled  directly 
or  indirectly  only  51.3%  of  the  7%  preferred  stock  and  51.1%  of 
the  6%  preferred  stock  of  American  Founders  Corporation;  0.7%  of 
the  preferred  stock  of  American  &  General  Securities  Corporation; 
27.2%  of  the  6%  preferred  and  32.3%  of  the  61/2%  preferred  stocks  of 
International  Securities  Corporation  of  America;  4.5%  of  the  first 
preferred  stock  of  Second  International  Securities  Corporation ;  and 
38.7%  of  the  preferred  stock  of  United  States  &  British  International 
Co.,  Ltd.^«« 

To  secure  approval  of  its  plan,  The  Equity  Corporation  would  thus 
have  to  obtain  the  consent  of  a  large  number  of  the  public  holders  of 
the  preferred  stock  of  the  various  subsidiaries  of  United  Founders 
Corporation.  In  view  of  the  various  features  of  The  Equity  Corpo- 
ration's plan  of  consolidation  which  might  be  disadvantageous  to 
such  preferred  stockholders,  their  consent  obviously  might  be  difficult 
to  obtain.  Further,  a  solicitation  campaign  to  procure  consents  to 
the  plan  would  be  expensive.  Obviously  The  Equity  Corporation 
would  desire  to  avoid  any  necessity  for  procuring  the  approval  of  its 
plan  by  the  public  holders  of  the  preferred  stocks  of  the  various 
companies  in  the  United  Founders  Corporation  group. 

The  Equity  Corporation  then  proceeded  under  the  Maryland  cor- 
poration laws  in  such  manner  as  to  obviate  the  necessity  for  a  class 
vote  of  the  holders  of  two-thirds  of  the  preferred  stocks  as  a  condi- 
tion precedent  to  the  consummation  of  the  consolidation  plan.     A 


^"^  Del.  Rev.  Code  (1915),  ch.  65,  59.  American  and  Continental  Corporation  was  the 
only  member  of  the  United  Pounders  Corporation  group  of  companies  which  was  incor- 
porated in  Delnware.  Since  The  Equity  Corporation  controlled  indirectly  two-thirds  of 
the  outstanding  securities  of  American  and  Continental  Corporation,  the  ohstaele  of  a 
class  vote  which  confronted  The  Equity  Corporation  in  the  case  of  the  other  United 
Pounders  Corporation  companies  was  not  present.  American  General  Corporation,  the 
unconsolidated  company,  was  also  incorporated  in  Delaware  (op.  cit.  supra,  note  240. 
Commission's  Exhibit  No.  862).  Both  the  Delaware  (Del.  Rev.  Code,  ch.  65,  §  59)  and 
Maryland  laws  (Md.  Code  Ann.  (Flack  Supp.  1935),  Art.  23,  §  33%)  permit  the  con- 
solidation of  domestic  with  foreign  corporations,  if  the  laws  of  the  state  of  incorporation 
of  the  foreign  corporation  contain  a  reciprocal  authorization. 

3»iMd.  Code  Ann.  (Flack  Supp.  1935),  Art.  23,  §  33  (3). 

3»5  American  Pounders  Corporation,  American  &  General  Securities  Corporation,  Inter- 
national Securities  Corporation  of  America,  Second  International  Securities  Corporation, 
and  United  States  &  British   International  Co.,   Ltd. 

«"0p.  cit.  supra,  note  240,  Commission's  Exhibit  No.  843. 
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section  of  the  Maryland  law  provides  that  irrespective  of  any  statu- 
tory requirement  that  action  be  taken  or  authorized  by  vote  of  the 
holders  of  a  designated  proportion  of  the  corporate  securities,  such 
action  "shall  be  effective  and  valid  if  taken  or  authorized  by  such  vote 
of  its  stockholders  *  *  *  as  may  be  required  for  such  action  by 
its  charter."  ^^^  In  other  words,  if  the  charters  of  the  companies  so 
provided,  the  consolidation  could  be  approved  by  two-thirds  of  all 
the  outstanding  stock  irrespective  of  class.  However,  the  charters  of 
the  five  United  Founders  Corporation  companies  having  preferred 
stocks  outstanding  contained  no  provisions  authorizing  a  consolida- 
tion or  a  merger  upon  a  vote  different  from  that  specified  in  the  con- 
solidation statute.  If,  therefore,  the  charters  could  be  amended  to 
provide  for  approval  of  the  consolidation  or  merger  by  two-thirds  of 
all  the  shares  outstanding  (an  amount  of  voting  power  which  The 
Equity  Corporation  itself  controlled  in  every  case),  and  if  such  an 
amendment  could  be  effected  without  the  necessity  of  a  class  vote, 
The  Equity  Corporation  could  accomplish  its  objective.  By  amend- 
ments, also,  the  clauses  in  the  corporate  charters  of  the  companies 
having  outstanding  preferred  stocks  prohibiting  a  consolidation  im- 
pairing the  rights  and  privileges  of  the  preferred  stocks,  could  be 
eliminated. 

The  charters  of  the  various  United  Founders  Corporation  com- 
panies contained  provisions  authorizing  amendments  thereto  on  the 
vote  of  the  holders  of  a  majority  of  their  voting  shares  irrespective 
of  class.  But  in  the  case  of  two  of  the  corporations — American 
Founders  Corporation  and  International  Securities  Corporation  of 
America — amendments  which  would  change  the  "preferences  or 
rights"  of  the  holders  of  the  preferred  shares  required  the  approval 
of  the  holders  of  all  of  the  preferred  and  of  two-thirds  of  the  pre- 
ferred shares,  respectively.^^^  The  charters  of  the  other  companies 
contained  provisions  forbidding  an  amendment  which  changed  the 
preferences  (but  not  the  rights)  or  redemption  price  of  the  preferred 
stock  without  the  consent  of  the  holders  of  two-thirds  of  such 
stock.^°^  Moreover,  the  Maryland  law  ^^°  provides  that  no  charter 
amendment  which  changes  the  contract  rights  of  any  outstanding 
stock  shall  be  valid,  in  the  absence  of  a  reservation  in  the  charter  to 
make  such  amendment,  unless  such  change  in  the  contract  rights  of  a 
stock  shall  have  been  authorized  by  a  vote  of  all  of  the  holders  of 
such  stock. 

Certainly  it  can  be  argued  that  the  statutory  requirement  of  a 
class  vote  and  the  charter  provisions  forbidding  a  consolidation 
which  would  impair  the  rights  and  preferences  of  preferred  stocks 
are  contract  rights  of  such  stockholders.  Furthermore,  the  amend- 
ments were  apparently  intended  merely  as  a  preliminary  to  a  con- 

^Ua.  Code  Ann.  (Flack  Supp.  1935),  Art.  23,  §  23.  The  statute  provides  that  in  no 
case,  however,  except  when  authorized  by  law,  could  any  corporate  action  be  taken  by  the 
vote  of  less  than  the  holders  of  a  majority  of  the  outstanding  voting  securities  of  a 
corporation. 

™  See  the  reply  to  the  Commission's  questionnaire  for  American  Founders  Corporation, 
Pt.  I,  Exhibit  B,  p.  24;  op.  cit.  supra,  note  240,  Commission's  Exhibit  No.  860,  p.  12 
(International   Securities   Corporation    of   America). 

s<»  See  for  example  the  charter  of  Second  International  Securities  Corporation,  op.  cit. 
supra,  note  240,  Commission's  Exhibit  No.  861,  p.  22. 

310 Md.  Code  Ann.    (Bagby  1924),  Art.  23,   §  28. 
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solidation  which  would  actually  sharply  change  the  preferences,  divi- 
dend rights,  and  redemption  prices  of  the  preferred  stocks  of  the 
various  United  Founders  Corporation  companies.  The  amendments 
were  thus  intended  to  enable  The  Equity  Corporation  to  accomplish 
indirectly  an  alteration  in  the  preferences  and  dividend  rights  of  the 
preferred  stocks  of  the  various  companies,  which  it  could  not  have 
accomplished  directly,  except  with  the  approval  of  the  holders  of 
two-thirds  of  the  preferred  shares  affected  by  its  plan. 

The  validity  of  The  Equity  Corporation's  proposed  amendments 
would  be  doubtful,  unless,  pursuant  to  the  charters  of  the  various 
United  Founders  Corporation  companies,  the  approval  of  the  requisite 
percentage  of  the  preferred  stockholders  was  obtained.  In  the  case  of 
American  Founders  Corporation,  the  approval  of  all  the  preferred 
stockholders  might  have  to  be  obtained ;  in  the  case  of  International 
Securities  Corporation,  The  Equity  Corporation's  proposed  amend- 
ment might  be  invalid  unless  the  approval  of  the  holders  of  two- 
thirds  of  the  preferred  stock  was  obtained.  And  if  the  Maryland 
statute,  which  has  already  been  described,  requiring  unanimous  ap- 
proval by  the  stockholders  affected,  of  any  amendment  chang- 
ing the  contract  rights  of  such  stockholders  unless  reservation  of  the 
right  to  make  such  amendment  is  made  in  the  charter,  is  construed 
to  require  the  reservation  of  the  right  to  make  the  specific  amend- 
ments contemplated  by  The  Equity  Corporation,  the  passage  of  such 
amendments  without  the  unanimous  approval  of  the  preferred  stock- 
holders might  be  void.  None  of  the  charters  of  the  companies  which 
did  not  carry  provisions  interdicting  amendments  which  changed  or 
altered  preferred  stockholders'  "rights"  unless  the  approval  of  a 
specified  percentage  of  such  stockholders  was  obtained,  contained 
clauses  reserving  the  right  to  make  the  specific  amendments  proposed 
by  The  Equity  Corporation  by  a  percentage  of  preferred  stockholders 
less  than  that  required  by  the  Maryland  statute. 

Notwithstanding  the  dubious  legality  of  its  proposed  amendments 
in  the  event  that  the  approval  by  the  percentage  of  the  preferred 
stockholders  required  either  by  the  Maryland  law  or  by  the  charters 
of  the  various  companies  was  not  obtained.  The  Equity  Corporation, 
at  a  meeting  of  the  stockholders  of  the  several  companies  held  on 
November  4,  1935  called  to  approve  both  the  amendments  and  the 
consolidation  plan,  proceeded  to  approve  its  proposed  amendments 
by  the  vote  of  virtually  only  the  shares  under  its  control.^"  In  each 
case  The  Equity  Corporation  cast  the  vote  of  two-thirds  of  the  total 
voting  securities  in  favor  of  its  amendments.  But  in  no  case  were 
the  amendments  approved  by  the  holders  of  all  or  even  two-thirds  of 
the  preferred  stocks.^^^  Que  hour  later  the  consolidation  which,  as  a 
result  of  the  amendments,  could  be  ostensibly  sanctioned  by  the  vote 
of  only  the  holders  of  two-thirds  of  all  the  voting  securities  outstand- 
ing rather  than  by  a  class  vote  of  the  holders  of  two-thirds  of  the 
securities  of  each  class,  was  approved.  The  vote  in  favor  of  the  con- 
solidation was  substantially  that  of  the  shares  under  the  control  of 

311  Op.  cit.  supra,  note  240,  Commission's  Exhibits  Nos.  843,  119G.  i 

s^  Approximately  only  50%  of  the  preferred  stocks  of  American  Founders  Corporation; 
12%%  of  the  preferred  stock  of  American  &  General  Securities  Corporation;  40%  of  the 
stock  of  International  Securities  Corporation  of  America;  20%  of  the  first  preferred  stock 
of  Second  International  Securities  Corporation  ;  and  50%,  of  the  preferred  stock  of  United 
States  &  British  International  Co.,  Ltd.,  voted  in  favor  of  the  amendments   (ibid.). 
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The  Equity  Corporation,^'^^  and  in  each  company,  favorable  votes 
were  cast  by  far  less  than  two-thirds  of  the  preferred  stock.^" 

However,  the  legality  of  the  amendments  and  of  the  consolidation 
did  not  go  wholly  unchallenged.  The  announcement  of  the  proposed 
amendments  and  of  the  consolidation  was  followed  by  several  suits 
filed  by  preferred  stockholders  of  American  Founders  Corporation, 
American  &  General  Securities  Corporation,  and  International  Se- 
curities Corporation  of  America  to  enjoin  their  companies  from  pro- 
ceeding with  their  announced  plan.^^^  The  Equity  Corporation,  how- 
ever, quickly  settled  these  suits  on  advantageous  terms  to  the  liti- 
gants. ^^^  Other  preferred  stockholders,  however,  had  no  recourse  but 
to  accept  the  terms  of  the  plan  of  consolidation  or  to  assert  their  ap- 
praisal rights  if  they  were  aware  of  them. 

Obviously  The  Equity  Corporation's  dominant  position  in  the  va- 
rious United  Founders  Corporation  companies  enabled  it  to  formu- 
late and  consummate  a  plan  of  reorganization  of  its  own  choosing. 
Its  superior  position  and  its  financial  ability  enabled  it  either  to 
vitiate  or  to  minimize  the  possible  impeding  etfect  on  its  plan  of  every 
safeguard  provided  in  the  Maryland  statutes  for  the  protection  of 
stockholders  adversely  affected  by  a  plan  of  consolidation.  The 
comparatively  few  minority  preferred  stockholders  who  were  aware 
of  their  legal  remedies  or  of  their  right  of  appraisal  and  had  the 
financial  means  to  pursue  such  rights,  fared  better  than  the  bulk  of 
such  minority  stockholders  who,  in  most  cases  against  their  will, 
were  bound  into  a  plan  which  sharply  reduced  the  dividend  and 
liquidating  preferences  and  the  redemption  rights  of  their  shares.^" 

2.  MANAGEMENT  CONTROL  OF  SOLICITATION 
MACHINERY 

In  addition  to  their  dominant  position  in  the  preparation  of  plans 
for  the  amalgamation  of  the  assets  of  two  or  more  companies  and 
in  the  selection  of  the  statutory  procedure  for  effectuating  such  plans, 
the  managements  of  investment  companies  are  also  in  control  of  effec- 
tive devices  for  securing  the  assent  to  their  plans  of  the  percentage 
of  stockholders  required  by  state  laws. 

a.  Control  of  the  Proxy  Machinery 

Typically  the  great  bulk  of  stockholders  in  management  investment 
companies  own  individually  only  a  few  shares  of  voting  stock.  Thus, 
an  analysis  of  the  distribution  of  the  securities  of  14  large  investment 
companies  at  the  end  of  1936  reveals  that  approximately  one-fourth 
of  all  the  common  stockholders  held  only  10  shares  or  less  and  well 


313  Id.,  Commission's  Exhibits  Nos.  1196.  1197. 

3WId.,  Commission's  Exhibits  Nos.  843,  1196. 

^5  Id.,  Commission's  Exhibits  Nos.  829,  858. 

31"  Id.,  Commission's  Exhibit  No.  858.     See  supra,  this  section,  pp.   1423-4. 

31^  Stockholders  who  sued  to  enjoin  the  consummation  of  the  consolidation  received 
in  settlement  of  their  suit  a  sum  whicli  exceeded  both  the  market  and  tlie  asset  value 
of  the  securities  they  would  have  received  under  the  plan  (id.,  Commission's  Exhibit  No. 
1202).  Similarly,  stockholders  who  claimed  their  appraisal  rights  received  cash  settle- 
ments in  excess  of  the  market  and  at  times  in  excess  of  the  asset  value  of  the  securities 
they  would  have  received  under  the  plan  of  consolidation  (id..  Commission's  Exhibit  No. 
1202  and  American  General  Corporation  v.  Camp,  190  Atl.  226   (Md.  1937)). 

158373— 41— pt.  3 16 
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over  one-half  of  the  stockholders  held  only  50  shares  or  less.  Stated 
in  terms  of  the  market  value  of  the  holdings  of  the  common  stock- 
holders in  these  companies  at  the  end  of  1936,  approximately  one-half 
of  the  common  stockholders  of  all  types  of  management  investment 
companies  held  shares  with  a  total  market  value  of  $500  or  less,  and 
the  holdings  of  about  93%  of  the  common  stockholders  had  a  market 
value  of  $5,000  or  less.^^^ 

Typically,  also,  the  vast  majority  of  the  voting  stock  of  investment 
companies  is  widely  distributed  geographically,  although  a  pro- 
nounced concentration  of  stockholders  appears  in  those  states  in 
which  important  financial  centers  are  located,  particularly  in  New 
York,  Massachusetts,  Illinois,  and  California.  The  concentration  in 
those  states  is  further  accentuated  by  the  fact  that  a  majority  of  tlie 
brokers,  banks,  and  other  nominees  who  are  the  record  but  not  the 
beneficial  owners  of  a  considerable  proportion  of  all  of  the  common 
stock  of  investment  companies,  are  located  in  these  leading  financial 
centers.^^'' 

On  the  other  hand,  the  large  blocks  of  voting  securities  of  invest- 
ment companies  are  usually  concentrated  in  the  hands  of  small  groups 
of  stockholders.^-"  These  holders  of  the  larger  blocks  of  voting 
securities  usually  include  the  management  or  interests  affiliated  with 
or  friendly  to  the  management.^^^    In  fact,  the  holders  of  the  larger 


318  Part  Two  (House  Doc.  No.  70,  76th  Cong.),  Ch.  V,  pp.  379-87. 

s^"  Ibid.  For  example,  The  Lehman  Corporation,  a  large  closed-end  nonleverage 
ment  investment  company,  had,  at  December  31,  1935,  stockholders  in  32  states,  but  40% 
of  the  stockholders  owning  62%  of  the  outstanding  shares  were  located  in  New  York, 
and  10%  of  the  stockholders  holding  2%  of  the  voting  stock  were  located  in  Illinois 
(ibid.).  Atlas  Corporation,  a  large  closed-end  leverage  management  investment  com- 
pany, at  May  31,  1934,  had  outstanding  262,025  preference  shares  owned  by  5,474  stock- 
holders situated  in  every  one  of  the  States  and  territories  of  the  United  States  and  in 
several  foreign  countries.  However,  2,072  stockholders  owning  143,770  shares  were  lo- 
cated in  New  York.  Of  the  4,266,050  common  shares  of  Atlas  Corporation  then  out- 
standing, 2,840,876  shares  were  owned  by  19,876  stockholders  residing  in  New  York 
(Public  Examination,  Atlas  Corporation,  Commission's  Exhibit  No.  2002,  pp.  18-23). 

320  An  analysis  of  the  stock  distributions  as  at  December  31,  1936,  of  the  voting  securities 
of  14  large  management  investment  companies  of  all  types  indicates  that  only  %  of  1% 
of  the  number  of  stockholders  owned  20%  of  all  of  the  outstanding  shares,  and  less  than 
5%  of  the  stockholders  owned  well  over  one-half  of  the  outstanding  stock.  (Part  Two 
[House  Doc.  No.  70,  76th  Cong.],  Ch.  V,  pp.  362-6  and  388-92.) 

3^  Part  Two  (House  Doc.  No.  70,  76th  Cong.),  Ch.  V,  pp.  419-31. 

^22  An  instance  of  this  character  occurred  in  connection  with  the  merger  in  December 
1932  of  Chicago  Investors'  Corporation  with  Continental  Chicago  Corporation  (now 
known  as  The  Chicago  Corporation).  Chicago  Investors'  Corporation  was  organized  in 
1927  by  a  group  of  Chicago  financiers  (Public  Examination,  The  Chicago  Corporation,  at 
9658-9).  Field,  Glore  &  Co.  (now  known  as  Glore,  Forgan  &  Company),  Chicago  and  New 
York  investment  bankers  and  brokers,  also  became  associated  with  the  company  (id.,  at 
9661).  As  at  November  15,  1932,  Chicago  Investors'  Corporation  had  outstanding  135,000 
shares  of  preference  stock  and  450,000  shares  of  common  stock  (id..  Commission's  Exhibit 
No.  928).  In  July  1931  Atlas  Corporation  began  to  purchase  the  securities  of  Chicago 
Investors'  Corporation  from  insiders  (a  block  of  100,000  common  shares  was  purchased 
from  Field,  Glore  &  Co.  at  a  price  of  $4  a  share  as  compared  with  the  market  price  of  $2 
for  such  shares  [id.,  at  9790]),  and  on  the  market.  By  the  summer  of  1932  Atlas  Cor- 
poration had  accumulated  32,700  shares  of  the  preference  stock  and  150,000  shares  of 
the  common  stock  of  Chicago  Investors'  Corporation  (id.,  at  9790  and  9799,  and  derived 
from  supplementary  information  supplied  the  Commission  for  Chicago  Investors'  Corpora- 
tion). These  holdings  constituted  approximately  30%  of  the  outstanding  voting  securities 
of  Chicago  Investors'  Corporation.  The  directors  of  Chicago  Investors'  Corporation  refused, 
however,  to  accede  to  Atlas  Corporation's  request  that  they  recommend  exchange  offers  of 
Atlas  Corporation's  securities  for  the  remaining  outstanding  securities  of  Chicago  Investors' 
Corporation    (id.,    at   9794-5).     Instead,    in    order    to    eliminate    any   possibility    of    Atlas 
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blocks  of  voting  stock  are  likely  to  have  been  most  influential  in  the 
election  of  the  management,  and  their  approval  of  a  management's 
proposed  plan  of  merger  or  consolidation  probably  would  be  obtained 
prior  to  its  promulgation.  Moreover,  as  the  price  of  their  agreement 
to  the  plan  of  the  management,  influential  shareholders  may  be 
granted  preferences  not  accorded  to  other  stockholders,^^^ 

Infrequently,  however,  does  the  management  and  its  friendly  large 
stockholders  control  the  percentage  of  voting  securities — usually  two- 
thirds — required  by  state  laws  to  consummate  a  plan  of  merger  or 
consolidation.^-^  Usually,  therefore,  the  managements  will  have  to 
obtain  the  assent  of  a  large  number  of  the  public  investors  in  the 


Corporation's  acquisition  of  actual  control  of  Chicago  Investors'  Corporation,  the  directors 
determined  to  merge  it  on  a  share  for  share  basis  with  Continental  Chicago  Corporation, 
a  company  with  which  Field,  Glore  &  Co.  was  affiliated  and  the  capital  structure  of  which 
was  similar  to  that  of  Chicago  Investors'  Corporation  (id.,  at  9793,  et  seq.).  Atlas 
Corporation,  however,  apparently  would  not  agree  to  the  merger,  unless  its  preference 
shares  of  Chicago  Investors'  Corporation  were  purchased  hy  that  company.  In  December 
1932,  immediately  prior  to  the  merger  of  Chicago  Investors'  Corporation  and  Continental 
Chicago  Corporation,  Chicago  Investors'  Corporation  purchased  from  Atlas  Corporation 
32,700  shares  of  its  preference  stock  from  Atlas  Corporation  at  a  price  of  $23  a  share 
(id.,  at  9799).  The  record  does  not  indicate  that  this  purchase  was  revealed  to  other 
preference  stockholders  or  that  a  similar  cash  offer  for  their  shares  was  made  to  them.  At 
the  date  of  the  purchase  the  market  price  of  Chicago  Investors'  Corporation  preference 
stock  was  $17  a  share.  Other  preference  stockholders  (with  the  exception  of  those  who 
elected  to  have  their  shares  appraised)  received  on  the  merger  preference  stock  of  Con- 
tinental Chicago  Corporation  which  also  had  a  market  value  of  $17  a  share.  Charles  F. 
Glore,  a  director  of  Chicago  Investors'  Corporation,  conceded  that  the  purchase  of  Atlas 
Corporation's  preference  stock  was  made  to  eliminate  its  possible  opposition  to  the  merger 
(id.,  at  9799)  : 

Q.  Do  you  recall  that  the  purchase  of  that  stock  was  a  condition  under  which  Atlas 
agreed   to  approve  of  the   consolidation? 

A.  No ;  I  don't  recall  that  it  was.     It  may  have  been. 

Q.  Let  me  read  the  preamble  from  the  minutes  of  the  meeting  of  the  board  of 
directors  held  some  time  in   September  of  1932  : 

"Whereas  Atlas  Corporation  has  refused  to  approve  such  a  consolidation  but 
has  indicated  it  would  approve  the  consolidation  if  in  connection  therewith  it 
could  sell  its  preference  stock  of  Chicago  Investors'  Corporation  at  $30  a 
share     *     "*     *." 

Subsequently  you  bought  it  all  at  a  price  of  $23. 
A.  Then  it  was  a  condition. 

Compare  also  the  special  treatment  accorded  to  the  managements  of  various  investment 
companies  on  the  transfer  of  their  control  to  others,  described  in  this  chapter,  supra,  pp. 
1078-1356. 

323  Compare  the  following  percentage  of  voting  securities  held  by  the  managements  and 
interests  affiliated  with  the  managements  of  the  following  investment  companies  during 
1935 :  o 


Name  of  company 

Percent  of  vot- 
ing securities 
controlled  by 
management 
and  interests 
affiliated  with 
management 

The  Chicago  Corporation 

3  5 

The  Adams  Express  Go 

3  9 

United  States  &  Foreign  Securities  Corj>oration 

45  8 

43.5 

National  Bond  &  Share  Corporation 

20  8 

2.3 

The  Equity  Corporation 

20  0 

Pt.  Two  (House  Doc.  No.  70,  76th  Cong.),  Ch.  V,  pp.  419- 
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securities  of  the  companies  which  are  parties  to  a  plan  of  merger  or 
consolidation.  Normally,  however,  the  geographical  diffusion  of  the 
public  stockholders,  coupled  with  the  smallness  of  their  individual 
financial  stake  in  the  corporation's  assets,  makes  it  unlikely  that  large 
numbers  of  such  shareholders  will  appear  in  person  at  the  place  of 
the  shareholders'  meeting.^^* 

As  a  consequence,  the  vast  majority  of  stockholders,  if  they  vote  at 
all  on  plans  of  merger  or  consolidation,  vote  by  proxy,  that  is,  by 
designated  agents  who  appear  at  meetings  in  person  to  vote  in  behalf 
of  the  stockholders.  Written  agreements  designating  the  manage- 
ment's nominees  as  proxies  and  authorizing  such  nominees  to  vote  in 
favor  of  plans  of  merger  or  consolidation  are  sought  from  stock- 
holders by  the  management  of  their  corporations.  And  the  manage- 
ment is  in  an  effective  position  to  obtain  these  proxies  even  in  the 
presence  of  organized  opposition  by  stockholders  to  the  management's 
plans,^^^  First,  the  management  has  the  use  of  the  list  of  the  cor- 
poration's stockholders ;  it  thus  knows  the  names  and  addresses  of  all 
stockholders.  Second,  the  management  has  the  advantage  of  the  use 
of  the  corporate  funds  to  finance  its  solicitation  of  proxies.  Third, 
the  management's  prestige  and  reputation,  coupled  with  the  normal 
inertia  and  resistance  of  stockholders  to  new  influences,  is  of  great 
benefit  to  the  management  in  its  solicitation  campaign.  Fourth,  the 
management  will  have  the  active  cooperation  of  brokers,  commercial 
banks,  and  investment  bankers  who  are  either  doing  business  with  the 
company  or  hope  for  future  business  advantages  as  the  price  of  their 


821  More  than  a  majority  of  the  existing  investment  companies  were  incorporated  in 
Delaware  and  Maryland  where  their  stockholders'  meetings  are  usually  held.  However, 
few  stockholders  of  investment  companies  reside  in  these  states,  and  to  appear  in  person 
at  meetings  requires  an  expenditure  for  traveling  expenses  which  the  average  small  stock- 
holder is  unwilling  to  incur.  To  illustrate :  As  at  March  31,  1934,  there  were  outstanding 
262,025  shares  of  Atlas  Corporation's  preference  stock  held  by  5,474  shareholders,  only  9 
of  whom,  holding  306  shares,  resided  in  Delaware,  the  place  of  the  stockholders'  meeting. 
Similarly,  of  the  4,266,050  shares  of  the  common  stock  of  Atlas  Corporation  held  by 
38,875  shareholders,  only  7,437  shares  were  held  by  84  residents  of  Delaware  (Public 
Examination,  Atlas  Corporation,  Commission's  Exhibit  No.  2002,  p.  18  et  seq.).  At  the 
meeting  of  stockholders  held  on  October  31,  1936,  to  vote  on  a  plan  to  consolidate  Atlas 
Corporation,  Pacific  Eastern  Corporation,  Shenandoah  Corporation,  and  Sterling  Securities 
Corporation,  only  one  stockholder,  other  than  representatives  of  the  management,  of  any 
of  these  companies  appeared  in  person  (Part  'Two  [House  Doc.  No.  70,  76th  Cong.],  Ch.  V, 
pp.  398-402).  Rarely  do  stockholders  appear  in  person  at  the  stockholders'  meetings  of 
the  larger  investment  companies   (ibid.). 

William  J.  Thorold,  the  president  of  Federated  Capital  Corporation,  an  investment  com- 
pany the  shares  of  which  were  held  by  6,000  stockholders,  could  not  recall  a  stockholders' 
meeting  which  was  attended  by  more  than  23  persons.  Mr.  Thorold  testified  (Public 
Examination,  Federated  Capital  Corporation,  at  14536-7)  : 

Q.  Were  there  more  than  10  stockholders  at  any  meeting? 

A.  I  should  think  so,  but  a  great  many  of  those  that  were  there  represented  proxies 
of  other  people. 

Q.  You  mean  there  were  a  great  many  that  you  got  from  brokers  where  they  held 
the  security  in  street  names  ? 

A.  No,  no. 

Q.  First  give  me  the  actual  number  of  people  who  were  there,  then  you  can  tell 
me  in  what  capacity  they  were  there  and  whom  they  represented.  I  am  just  trying 
to  see  the  attendance. 

A.  All  right.    Here  is  one  at  which  there  were  23. 

Q.  What  was  the  peak  amount  of  stockholders  that  were  in  Federated  Capital? 

A.  *     *     *     I  should  say  6,000. 

Q.  And  this  special  meeting  you  talked  about  had  23  ? 

A.  Yes. 
325  Tj^p  effectiveness  of  the  proxy  machinery  as  a  device  to  perpetuate  management  con- 
trol is  described   and  discussed  in  Part  Two    (House  Doc.  No.  70,  76th  Cong.),   Ch.  V, 
p.  402. 
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cooperation.^^^  In  many  cases  brokers,  commercial  banks,  and  invest- 
ment banks  may  hold  record  title  to  the  securities  of  the  investment 
company  either  as  pledgees  or  nominees  of  the  stockholders  with 
power  to  appoint  proxies.^^^  The  management  is  also  in  a  position  to 
pay  brokers,  banks,  and  securities  dealers  for  their  recommendation 

328  For  example,  The  Equity  Corporation,  in  connection  with  the  exchange  of  its  holdings 
of  the  Class  A  stock  of  United  Founders  Corporation  and  other  securities  for  6,000,000 
shares  of  the  common  stock  of  United  Foundei's  Corporation,  which  has  already  been 
described  (see  supra,  pp.  1491-5),  procured  assents  of  United  Founders  Corporation's 
common  stockholders  to  the  exchange  by  procuring  proxies  from  friendly  brokers  who 
held  such  shares  as  nominees  of  the  actual  owners  of  the  common  stock  of  United  Founders 
Corporation.      (Public  Examination,  The  Equity  Corporation,  at  8657-8). 

^  It  is  the  common  practice  of  brokers  to  record  in  their  own  names  on  the  books  of 
the  issuing  corporations,  securities  pledged  with  them  in  margin  accounts  or  otherwise 
held  for  the  account  of  customers  who  hold  actual  title  to  the  securities.  (See  41  A.  L.  R. 
1258,  et  seq.)  In  fact,  the  record  ownership  of  substantial  blocks  of  corporate  securities 
may  be  held  in  "street  names,"  that  is,  in  the  names  of  brokers  or  other  securities  dealers 
(Report  of  the  Senate  Committee  on  Banking  and  Currency  on  Stock  Exchange  Practices, 
73d  Cong.,  Senate  Report  No.  1455  (1934),  p.  74,  et  seq.;  N.  Y.  Stock  Echange  Bulletin, 
Vol.  X,  No.  1,  January  1939). 

Ordinarily  a  corporation  need  not  inquire  beyond  its  records  to  determine  who  are  its 
stockholders  entitled  to  vote  at  and  to  receive  notice  of  its  corporate  meetings  (5  Fletcher, 
Cyclopedia  Corporations  (1931),  §  2033).  However,  pledgors,  in  the  absence  of  a  con- 
trary agreement  with  the  pledgees,  are  entitled  to  vote  the  pledged  securities  (id.,  § 
2034  and  Del.  Rev.  Code  (1935),  c.  65,  §  18)  and  a  court  of  equity  will  compel  the  pledgee 
to  issue  a  proxy  to  the  pledgor  (5  Fletcher,  Cyclopedia  Corporations  (1931),  §  2059; 
In  re  Argus  Printing  Co.,  12  N.  D.  434,  48  N.  W.  347  (1891).  Similarly,  a  court  of 
equity  will  compel  a  mere  nominee  record  holder  of  a  security  to  issue  a  proxy  to  the 
actual  owner  of  such  securities.  (See  TJiompson  v.  Blaisdell,  93  N.  J.  L.  31,  107  Atl.  405 
(1919).) 

Nevertheless,  in  the  absence  of  a  request  for  a  proxy  by  the  actual  owners  of  the  stock, 
the  record  owners  usually  will  issue  proxies  to  vote  the  shares  registered  in  their  names. 
Until  recently  the  rules  of  the  New  York  Stock  Exchange  provided  that  a  member  or  a 
member  firm  which  was  the  record  owner  of  securities,  in  the  absence  of  a  demand  for  a 
proxy  by  the  actual  owner  of  such  securities,  could  give  a  proxy  to  vote  such  securities 
if  the  member  firm  or  member  had  an  interest  in  such  securities,  or  if  the  securities  were 
in  the  possession  of  the  member  firm  or  member  or  if  they  belonged  to  a  customer  of  the 
firm  (rules  of  the  Governing  Committee  of  the  New  York  Stock  Exchange,  Ch.  XIV  §  10, 
adopted  July  7,  1927).  Under  this  rule  proxies  were  freely  given  to  corporate  manage- 
ments by  member  firms  of  the  New  York  Stock  Exchange  who  held  record  title  to  shares 
actually  owned  by  their  customers.  (See  Report  of  the  Senate  Committee  on  Banking 
and  Currency  on  Stock  Exchange  Practices,  73rd  Cong.,  Senate  Report  No.  1455  (1934), 
p.  74,  et  seq.)  However,  it  may  be  doubted  that  this  rule  of  the  stock  exchange  would 
absolve  a  brokerage  firm  from  a  liability  for  damages  to  a  customer  where,  without  the 
customer's  knowledge  or  consent,  the  brokerage  firm  gives  a  proxy  to  a  corporate  man- 
agement with  knowledge  that  the  action  to  be  taken  at  the  corporate  meeting  is  the 
approval  of  a  plan  of  merger  or  consolidation.  (See  Leonard  v.  Woodruff,  259  Mich.  434, 
243  N.  W.  252  (1932).)  In  fact,  the  courts  have  held  that  a  general  authority  given  by 
a  stockholder  to  another  to  vote  his  shares  at  corporate  meetings  would  not  include  the 
power  to  vote  the  shares  with  reference  to  a  plan  of  merger,  consolidation,  sale  of  all  of 
the  corporate  assets,  or  other  corporate  reorganization  {Smith  v.  Smith,  3  Desaus  557 
(S.  C.  1813)  ;  Shield  v.  Lone  Star  Life  Ins.  Co.,  202  S.  W.  211  (Tex.  Civ.  App.  1918)  ; 
Parish  V.  Cienegunta  Copper  Co.,  12  Ariz.  235,  100  Pac.  781  (1909)). 

The  Commission,  by  Sec.  14  (b)  of  the  Securities  and  Exchange  Act  of  1934,  is  empow- 
ered to  make  rules  and  regulations  with  reference  to  the  granting  of  proxies  by  members  of 
securities  exchanges  or  other  securities  dealers  who  transact  business  through  the  medium 
of  such  members.  No  rules  have  as  yet  been  promulgated  by  the  Commission  pursuant  to 
this  section.  However,  the  New  York  Stock  Exchange  has  amended  its  rules  recently. 
The  present  rules  of  the  New  York  Stock  Exchange,  in  effect  since  January  16,  1939, 
prohibit  the  giving  of  proxies  by  member  firms  who  hold  record  title  to  securities  owned 
beneficially  by  customers  where  the  member  firm  has  knowledge  that  the  purpose  of  the 
corporate  meeting  is  to  authorize  a  "merger,  consolidation,  or  any  other  matter  which 
may  affect  substantially  the  legal  rights  or  privileges  of  such  stock,"  unless  the  broker 
holds  record  title  to  the  securities  in  a  representative  or  fiduciary  capacity  with  authority 
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of  the  management's  plan  to  the  stockholders  and  for  obtaining 
proxies  from  such  stockholders.^^^  The  effectiveness  of  the  proxy 
machinery  as  an  aid  to  the  objectives  of  the  management  of  an  invest- 
ment company  was  described  by  Thomas  E.  Brittingham,  a  member 
of  a  protective  committee  of  the  stockholders  of  Fourth  National 
Investors  Corporation,  which,  as  has  already  been  related,  in  1934  suc- 
cessfully resisted  a  management  plan  to  consolidate  Fourth  National 
Investors  Corporation  with  National  Investors  Corporation  and  other 
affiliated  corporations :  ^^^ 

A.  If  you  have  ever  had  any  experience  in  a  proxy  fight  in  an  investment  trust, 
it  is  rather  enlightening.  In  the  first  place,  the  management  in  power  distrib- 
utes their  brokerage  rather  effectively,  so  that  when  it  comes  to  a  stockholders' 
fight,  brokers  that  have  had  favors  in  the  past  are  expected  and  do  get  out  and 
solicit  proxies.  That  puts  the  stockholders'  committee  at  quite  a  disadvantage 
because  it  gives  the  brokers  with  offices  all  over  the  country  personal  contact 
that  is  rather  hard  to  beat. 

Q.  Do  you  think  that  that  situation  was  enhanced  by  the  fact  that  National 
[National  Investors  Corporation,  which  was  in  effective  control  of  Fourth 
National  Investors  Corporation]  itself  had  originally  been  privately  created 
through  banks  in  order  that  they  might  assist  in  the  distribution  of  the  subse- 
quent trusts? 

A.  That  had  a  tremendous  amount  to  do  with  it,  particularly  in  Detroit. 
The  bankers  there,  with  the  exception  of  Detroit  Trust  Company,  used  their 
influence  to  get  their  customers  and  trust  accounts  that  were  left  with  them  to 
favor  the  management  and  while  it  is  true  that  several  of  those  banks,  I  guess 
most  of  them,  have  been  reorganized,  still  through  personal  contact  and  other 
means  the  interest  is  there,  so  it  is  sort  of  a  repercussion  of  having  given  a  lot 
of  warrants  out  to  the  bankers.  It  was  hard  in  talking  with  the  stockholders — 
they  would  say :  "Well,  I  am  going  down  to  see  my  friend  Banker  So-and-so." 
The  banker  having  an  interest  in  National  Investors  naturally  told  him  where 
to  give  his  proxy. 

Q.  You  really  ran  across  those  cases? 

A.  Quite  a  few  of  them;  yes. 

Q.  You  were  not  able  to  overcome  the  advice  the  banker  gave? 

A.  No,  sir.  I  spent  several  days  in  Detroit  in  two  different  years  and  the 
results  are  practically  negligible. 

Q.  You  could  not  overcome  the  advice  of  the  bankers? 

A.  No,  sir. 

Obviously  these  management  advantages  in  the  solicitation  of 
proxies  place  stockholders  who  desire  to  form  protective  committees 
to  combat  management  proposed  plans  of  merger,  consolidations,  or 
other   voluntary   corporate   readjustments  under   severe   handicaps. 


to  vote  sucb  securities,  or  has  been  instructed  by  the  beneficial  owner  to  issue  the  proxy. 
(See  Rules  770  to  775  of  the  Board  of  Governors  of  the  New  York  Stock  Exchange.) 

However,  as  has  been  elsewhere  stated,  the  great  majority  of  existing  investment  com- 
panies do  not  have  their  securities  listed  on  the  New  York  Stock  Exchange  or  other  ex- 
changes. Their  securities  are  traded  over  the  counter,  and  over-the-counter  dealers,  unless 
they  are  members  of  the  New  York  Stock  Exchange,  are  not  bound  by  its  rules. 

328  Compare  the  solicitation  methods  used  by  Atlas  Corporation  and  The  Equity  Cor- 
poration in  connection  with  their  exchange  offers,  described  in  this  chapter,  pp.  1357-1410, 
and  in  the  Commission's  Report  on  the  Study  and  Investigation  of  the  Work,  Activities, 
Personnel,  and  Functions  of  Protective  and  Reorganization  Committtees  (1938),  Part  VII, 
p.  232,  et  seq. 

828  Public  Examination,  National  Investors  Corporation,  at  4480-1. 
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Such  stockholders  will  be  unable  to  contact  other  stockholders  unless 
they  possess  an  accurate  and  complete  list  of  their  names  and  ad- 
dresses. But  such  lists  are  controlled  by  the  management,  and,  al- 
though both  the  courts  and  state  statutes  permit  stockholders  to 
inspect  and  copy  the  stockholders'  list  in  the  possession  of  the  cor- 
poration or  its  registrar  and  transfer  agents  for  a  legitimate  purpose, 
such  as  the  formation  of  an  organization  of  stockholders,^'"  the 
management  can  severely  hamper  stockliolders  in  their  attempt  to 
obtain  stockholders'  lists.  Tlie  management  may  refuse  to  give  its 
list  to  applying  stockholders.^^^  If  such  stockholders  are  compelled 
to  institute  a  suit  in  order  to  obtain  the  list,  by  the  time  that  the 
legal  proceedings  are  terminated  the  management  may  have  attained 
its  objective.  Even  if  the  management  permits  inspection  of  the 
stockholders'  list,  it  may  not  cooperate  in  the  preparation  of  copies 
of  the  list  and  may  create  many  mechanical  cliflficulties.  James  E. 
Brittingham,  who  headed  a  protective  committee  for  stockholders 
of  Fourth  National  Investors  Corporation  formed  in  1934,  testi- 
fied : ''' 

Q.  You  had  a  stockholders'  list? 

A.  Much  to  the  chagrin  of  the  Fourth  National  Investors  management  we 
obtained  a  stockholders'  list  without  their  cooperation. 

Q.  How  did  you  get  it? 


330  See  5  Fletcher,  Cyclopedia  Corporations  (1931),  §§  2214,  2239;  Grayhuvg  Oil  Co.  v. 
Jarratt,  16  S.  W.  (2d)  319  (Tex.  Civ.  App.  1929)  ;  Withington  v.  Bradley,  111  Me.  384, 
89  Atl.  201    (1914). 

331  For  example,  Leopold  M.  Stern  and  Gilbert  R.  Fales,  stockholders  of  Interstate  Equities 
Corporation  who  attempted  to  organize  a  protective  committee  to  resist  the  exchange 
offers  of  The  Equity  Corporation  for  the  shares  of  Interstate  Equities  Corporation,  which 
was  controlled  by  The  Equity  Corporation,  met  with  a  refusal  on  the  part  of  The  Equity 
Corporation  to  furnish  them  with  an  up-to-date  list  of  the  stockholders  of  Interstate 
Equities  Corporation  even  though  they  offered  to  bear  the  expense  of  the  compilation  of 
such  a  list  (Public  Examination,  The  Equity  Corporation,  Commission's  Exhibit  No.  1051). 
R.  Sherrard  Elliot,  the  secretary  of  The  Equity  Corporation,  testified  (id.,  at  10821-2)  : 

Q.  Now  you  don't  deny,  Mr.  Elliot,  that  if  Messrs.  Stern  and  Fales  had  a  list  of 
stockholders,  their  efforts  would  have  been  more  effective  than  having  to  try  to  find 
out  who  the  stockholders  were  ?    Do  you  deny  that  ? 

A.  No ;  I  don't  deny  it. 

Q.  And  you  don't  deny  that  you  were  conscious  of  the  difficulty  they  were  expe- 
riencing in  contacting  the   stockholders   of  the  Interstate   Equities   Corporation? 

A.  No  ;   I  don't  deny  it. 

Q.  And  you  don't  deny  that  every  effort  was  being  made  by  the  management  of  The 
Equity  Corporation  to  prevent  them  from  getting  the  stockholders'  list,  do  you? 

A.  Well,  I  think  as  I  recall  it,  both  the  Interstate  Equities  Corporation  and  The 
Equity  Corporation  deemed  that  they  should  not  have  those  lists. 

Q.  And  if  The  Equity  Corporation  wanted  to  see  them  get  the  lists,  they  could 
have  done  it  in  five  minutes?  Isn't  that  so?  They  could  have  told  the  Interstate 
Equities  Corporation  to  make  the  list  available ;  could  they  not  ? 

A.  I  don't  deny  that  that  would  have  had  some  weight  with  them. 

232  Op.  cit.  supra,  note  329,  at  4469.  In  the  case  of  companies  whose  securities  are 
listed  on  national  securities  exchanges,  the  Commission's  Rules  and  Regulations,  promul- 
gated pursuant  to  Sec.  14  of  the  Securities  Exchange  Act  of  1934,  in  large  degree  obviate 
the  necessity  for  the  procuring  of  security  holders'  lists  by  security  holders  who  desire 
to  solicit  proxies  in  opposition  to  the  corporate  management.  Rule  X-14A-6  of  the 
Commission's  General  Rules  and  Regulations  under  the  Securities  Exchange  Act  of  1934 
provides  that  managements  must,  on  the  written  request  of  any  security  holder  accom- 
panied by  a  tender  of  the  mailing  expenses,  mail  to  those  stockholders  who  have  or  will 
be  solicited  by  the  management  for  proxies,  the  proxy  forms  and  other  communications 
prepared  by  the  applying  stockholders.  However,  this  rule  applies  only  to  companies 
whose  securities  are  listed  on  exchanges.  As  has  been  previously  stated,  the  great 
majority  of  existing  investment  companies  of  all  types  do  not  have  their  securities  listed 
on  exchanges. 
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A.  We  got  it  either  from  their  records  or  the  records  of  the  Registrar,  but 
it  would  have  been  very  simple  for  tliem  to  have  given  us  a  list,  but  instead 
they  made  us  copy  off  the  list  by  hand. 

Q.  They  didn't  refuse  you  a  list,  but  they  simply  said  they  would  give  you 
none? 

A.  They  gave  us  no  cooperation. 

Even  if  the  difficulties  confronting  the  efforts  of  an  independent 
committee  to  obtain  the  stockholders'  list  are  overcome,  such  com- 
mittees normally  will  be  unable  successfully  to  engage  in  a  protracted 
struggle  with  the  management.  The  committee  must  expend  its  own 
funds  for  advertising  and  the  solicitation  of  stockholders'  proxies. 
The  management,  on  the  other  hand,  as  has  been  pointed  out,  has 
the  use  of  the  corporate  funds  to  pay  for  the  cooperation  of  brokers, 
bankers,  and  other  securities  dealers  in  its  effort  to  obtain  proxies.^^^ 
As  a  consequence,  countercircularization  by  the  management  of  stock- 
holders solicited  by  independent  committees  is  likely  to  be  success- 
ful.^'^* 

In  the  light  of  these  difficulties  encountered  by  attempts  of  inde- 
pendent committees  to  combat  plans  of  merger  or  consolidation  pre- 
pared by  the  corporate  managements,  it  is  unlikely  that  such  plans 
will  be  seriously  opposed.  In  the  absence  of  effective  opposition,  the 
management's  control  of  the  proxy  machinery  will  usually  enable  it 
to  obtain  the  required  percentage  of  stockholders'  assents  to  its  plan, 
even  if  such  plan  is  unfair  to  shareholders.  The  literature  used  by 
the  management  in  soliciting  proxies,  even  if  it,  on  a  careful  reading, 
will  disclose  unfairness  in  the  plan,  may  be  unintelligible  to  the  aver- 
age investor.  The  investor  will  thus  tend  to  rely  on  his  manage- 
ment or  on  the  advice  of  brokers  or  bankers  who,  without  the  knowl- 
edge of  the  stockholder,  may  be  friendly  to  the  management  or  even 
hired  to  recommend  acceptance  of  the  management's  plan. 


233  Thus,  Mr.  Brittingham.  the  head  of  the  protective  committee  for  Fourth  National 
Investors  Corporation  formed  in  1934,  testified  (op.  cit.  supra,  note  329,  at  4470  and  4481)  : 

A.  *  *  *  In  the  meantime,  the  stockholders'  money.  Fourth  National  was  being 
extravagantly  expended  to  defeat  our  own  interests  and  expended  for  wliat  we  felt 
was  decidedly  the  interest  of  National  Investors. 

Q.  In  what  way? 

A.  Well,  they  were  seeking  to  continue  themselves  in  office. 

*  *  *  Ss  *  «  * 

Q.   Did  you  spend  a  lot  of  money  in  the  fight? 

A.  My   first   fight   altogether   cost   us   about    $.5,000,    and   our   second    one   cost   us 
around   $3,500   or  $3,600 — something  like   that. 
Q.  Where  did  that  money  come  from? 
A.  It  was  paid  out  of  our  own  pocket. 

In  Hall  V.  Trans-Lux  Daylight  Picture  Screen  Corporation,  20  Del.  Ch.  78,  171  Atl.  226 
(1934),  the  court  held  that,  while  the  corporate  funds  could  not  he  expended  to  solicit 
proxies  solely  for  the  purpose  of  perpetuating  the  management's  control,  such  funds  could 
be  used  in  the  absence  of  proof  of  bad  faith  upon  the  part  of  the  management,  to  solicit 
proxies  with  reference  to  a  merger,  even  though  the  management's  view  of  the  propriety 
of  the  merger  was  sharply  contested  by  other  stockholders. 

3»*  For  example,  it  will  be  recalled  that  the  protective  committee  for  the  preferred 
stockholders  of  Atlantic  and  Pacific  International  Corporation,  formed  by  a  group  of 
Philadelphia  bankers  to  resist  an  exchange  offer  for  such  preferred  stock  made  by  The 
Morris  Plan  Corporation  with  the  support  of  the  management  of  Atlantic  and  Pacific 
International  Corporation,  met  with  little  success.  The  Morris  Plan  Corporation  succeeded 
in  acquiring  by  its  offer  approximately  70%  of  the  preferred  stock  of  Atlantic  and  Pacific 
International  Corporation.      (See  supra,  pp.  1123-8.) 
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b.  Management  Preparation  of  Solicitation  Literature 

The  solicitation  literature  which  accompanies  a  management  re- 
quest for  the  stockholder's  proxy  contains  the  only  information  which 
he  usually  will  obtain  as  to  the  terms  and  conditions  of  the  manage- 
ment's plans  for  a  merger  or  consolidation.  Such  literature  will  only 
reveal  to  the  stockholders  such  facts  which  the  management,  in  its 
own  discretion,  determines  are  of  importance.  Designing  manage- 
ments may  conceal  from  the  stockholders  facts  which  may  be  detri- 
mental to  their  personal  interest,  or  the  facts  may  be  artfully  revealed 
in  a  manner  confusing  and  unintelligible  to  the  average  investor.^^^ 
The  advantages  which  will  accrue  to  the  stockholders  if  the  plan 
is  consummated  will  be  emphasized.  The  features  of  the  plan  which 
are  detrimental  to  the  shareholders  will  be  minimized  or  omitted,  and 
the  management  usually  will  in  its  solicitation  material  conform  only 
to  the  minimum  requirements  of  existing  corporate  practices.  In  the 
past  the  corporate  practice  has  not  been  to  place  before  the  stock- 
holders a  full  statement  of  the  terms  and  conditions  of  the  plan  or 
of  his  legal  rights  in  the  event  of  his  dissension  from  the  plan. 

(1)  NONDISCLOSURE  OF  APPRAISAL  RIGHTS 

The  state  laws,  as  has  been  stated,  do  not  require  the  management 
to  inform  the  shareholder  of  his  appraisal  rights.  And  the  general 
practice  has  been  to  omit  to  disclose  such  rights  in  the  solicitation 
literature.^^^ 

David  M.  Milton,  the  president  of  The  Equity  Corporation,  testi- 
fied that  the  failure  of  his  corporation  to  inform  the  stockholders  of 


S35  See  the  Commission's  Report  on  the  Study  and  Investigation  of  the  Work,  Activities, 
Personnel,  and  Functions  of  Protective  and  Reorganization  Committees  (1938),  Part 
VII,  pp.  148-87,  for  instances  of  the  use  of  misleading  financial  data  in  the  solicitation 
by  corporate  managements  of  proxies  with  reference  to  recapitalization  plans  having  for 
their  purpose  the  elimination  of  existing  arrearages  in  dividends  on  preferred  stocks. 

33'  Thus,  in  the  consolidation  of  United  Founders  Corporation  and  its  subsidiaries  to 
form  American  General  Corporation,  The  Equity  Corporation,  which,  it  will  be  recalled, 
controlled  the  various  United  Founders  Corporation  companies,  omitted  in  its  solicitation 
literature  to  inform  the  stockholders  of  the  consolidating  companies  of  their  appraisal 
rights.  The  record  does  not  indicate  that  stockholders  of  Financial  and  Industrial  Securi- 
ties Corporation,  a  Maryland  corporation,  were  informed  of  their  appraisal  rights  under 
the  Maryland  laws  when  their  company's  assets  were  sold  to  The  Goldman  Sachs  Trading 
Corporation  in  February  1929.  (See  infra,  this  section,  pp.  1523-61.)  Similarly,  stock- 
holders of  Tri-Continentnl  Corporation  and  Tri-Continental  Allied  Co.,  Inc.,  both  Maryland 
companies,  were  not  informed  of  their  appraisal  rights  on  the  merger  of  these  companies  on 
December  31,  1929  (Public  Examination,  Tri-Continental  Corporation,  Commission's  Exhibit 
No.  2081).  Nor  did  the  solicitation  material  used  to  procure  stockholders'  assents  to  the 
merger  of  The  Chicago  Corporation  with  Continental  Chicago  Corporation,  in  November 
1930,  and  to  the  merger  of  Chicago  Investors'  Corporation  with  Continental  Chicago  Cor- 
poration (the  present  The  Chicago  Corporation),  in  December  1932,  reveal  to  such 
stockholders  their  appraisal  rights.  By  Section  14  of  the  Securities  Exchange  Act  of  1934 
the  Commission  is  empowered  to  make  rules  and  regulations  with  reference  to  the  solicita- 
tion of  proxies  by  the  use  of  the  mails  or  instrumentalities  of  interstate  commerce,  in 
respect  to  any  security  registered  on  a  national  securities  exchange.  Rule  X-14  A-2 
(Schedule  14A,  item  2)  of  the  Commission's  General  Rules  and  Regulations  under  the 
Securities  Exchange  Act  of  1934  promulgated  by  the  Commission,  requires  the  solicitation 
material  to  summarize  briefly  or  quote  any  applicable  provisions  of  statutory  law  relating 
to  rights  of  appraisal  or  similar  rights  of  dissenters  with  respect  to  any  matter  to  be 
acted  upon  pursuant  to  the  proxy.  This  rule,  however,  applies  only  to  companies  whose 
securities  are  listed  on  national  securities  exchanges.  A  large  number  of  existing  invest- 
ment companies  have  no  securities  listed  on  such  exchanges. 
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the  various  United  Founders  Corporation  companies  under  its  con- 
trol of  tlieir  appraisal  rights  on  the  consolidation  of  such  companies 
to  form  American  General  Corporation  ^^^  was  in  accordance  with 
usual  corporate  practice :  ^^® 

Q.  On  the  merger,  did  you  inform  the  stockholders  that  if  they  were  not 
satisfied  with  the  terms  of  the  merger  they  had  the  right  to  file  notice  and  get 
an  appraisal  of  their  stock? 

A.  Of  course,  as  you  know,  that  was  never  put  into  practice.  *  *  *  It  is 
the  first  time  I  have  heard  of  it. 

Q.  Since  this  investigation  has  been  going  on,  we  have  found  that  at  least 
one  corporation,  the  Atlas  Corporation,  has  apprised  their  stockholders  of  the 
fact  that  if  they  didn't  like  the  merger  they  would  have  the  right  to  get  an 
appraisal. 

A.  Yes. 

Q.  And  previous  to  that,  that  was  never  the  practice? 

A.  No. 

James  J.  Irwin,  counsel  for  The  Equity  Corporation,  testified  that 
any  stockholder  could  ascertain  his  appraisal  rights  merely  by  con- 
sulting the  banker  or  dealer  from  whom  he  had  purchased  his  se- 
curities, and  characterized  stockholders  who  failed  to  ascertain  their 
appraisal  rights  as  "negligent."  ^^^ 

In  reality,  however,  it  is  doubtful  that  many  stockholders  ever 
became  aware  of  their  appraisal  rights.^*"  Futhermore,  the  bankers 
and  dealers  from  whom  the  stockholder  of  an  investment  company 
purchased  his  shares  are  likely  to  be  friendly  to  the  management,  in 
fact  may  even  constitute  the  management. 

The  nondisclosure  to  the  stockholders  of  their  appraisal  rights  is 
obviously  prejudicial  to  their  interests.  It  deprives  them  of  knowl- 
edge which  might  be  determinative  in  forming  their  decisions  to 
reject  or  accept  the  inanagement's  plan.  And  in  many  cases  the 
right  of  appraisal  may  be  more  advantageous  than  acceptance  of  the 
securities  allocated  to  the  stockholders  under  the  plan.  As  has  al- 
ready been  pointed  out,^*^  the  stockholders  of  the  various  United 
Founders  Corporation  companies  which  were  consolidated  in  1935 
to  form  American  General  Corporation,  would  have  obtained,  on  an 
appraisal  of  their  shares,  a  sum  in  excess  of  the  market  value  of  the 
shares  allotted  to  them  under  the  plan  of  consolidation.^*^  In  other 
words,  stockholders  who  exercised  their  appraisal  rights  received  for 


*"  See  supra,  pp.  1488-9. 

338  Public  Examination,  The  Equity  Corporation,  at  8352. 

339  Id.,  at  12244-7. 

3*0  Thus,  O.  Kelley  Anderson,  the  president  of  Consolidated  Investment  Trust,  which 
was  formed  in  1933  as  a  consolidation  of  various  investment  companies  originally  spon- 
sored by  Kidder,  Peabody  &  Co.,  a  Boston  investment  banking  house,  testified  (Public 
Examination,  Consolidated  Investment  Trust,  at  20187)  : 

A.  I  would  like  to  point  out  that  under  Massachusetts  law,  any  stockholder  who 
objects  to  any  consolidation  has  the  right  to  file  an  objection  and  have  his  stock 
appraised  and  receive  cash  for  the  same. 

Q.  That  is  all  predicated  on  the  assumption  that  he  has  had  the  requisite  amount 
of  legal  training  and  is  conscious  of  the  existence  of  those  provisions. 

A.  We  knew  that  many  of  them  did  not  know  that  and  we  told  them  about  it. 

""  See  supra,  p.  1499. 

3*2  Stockholders  who  reached  an  agreement  with  American  General  Corporation  in  most 
cases  received  sums  in  excess  of  the  market  value  of  the  shares  allotted  to  them  under 
the  plan.  Stockholders  who  instituted  judicial  proceedings  to  determine  the  appraisal 
value  of  their  shares  were  awarded  sums  in  excess  of  both  the  market  and  asset  value 
of  the  shares  allocable  to  them  under  the  plan  (ibid.). 
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their  shares  a  sum  which,  if  reinvested  in  the  stock  of  the  consoli- 
dated corporation,  would  have  enabled  them  to  purchase  a  greater 
amount  of  the  securities  of  such  corporation  than  they  would  have 
received  under  the  plan.^^*^  similarly,  preferred  stockholders  of  Chi- 
cago Investors'  Corporation,  which  was  merged  with  Continental 
Chicago  Corporation  in  1932,  if  they  had  been  informed  of  and  had 
exercised  their  right  of  appraisal,  Avould  have  received  a  sum  greater 
than  the  market  value  of  the  shares  accorded  to  them  under  the  plan 
of  merger.^^*  The  inequity  of  the  nonrevelation  of  their  appraisal 
rights  to  the  preferred  stockholders  of  Chicago  Investors'  Corpora- 
tion was  further  accentuated  by  the  fact  that  under  the  plan  they 
were  to  forego  arrearages  in  dividends  in  the  amount  of  $3  a  share, 
and  by  the  fact  that  Atlas  Corporation,  one  of  the  largest  share- 
holders in  Chicago  Investors'  Corporation,  demanded  and  obtained, 
as  the  price  of  its  concession  to  the  merger,  the  repurchase  of  its 
preferred  stock  by  the  company  at  a  price  of  $23  a  share,  a  price  six 
dollars  above  the  prevailing  market  price  of  the  shares.^*^ 

(2)  NONDISCLOSURE  OF  MATERIAL  FACTS 

It  is  clearly  essential  that  full  and  complete  disclosure  of  all  ma- 
terial facts  with  respect  to  a  plan  of  merger  or  consolidation  be  made 
to  stockholders.  Certainly  information  should  be  presented  to  the 
stockholders  which  will  enable  them  to  determine  the  fairness  in 
terms  of  market  and  asset  values  of  the  exchange  ratio  of  securities 
provided  for  in  the  plan.  However,  other  financial  data  is  of  im- 
portance. The  portfolios  of  the  companies  being  consolidated  or 
merged  may  be  radically  different  in  character,  and  the  powers  of 
the  management  of  the  consolidated  company  may  be  far  more  ex- 
tensive than  those  of  the  existing  companies.  Thus,  the  consolida- 
tion or  merger  may  result  in  an  enterprise  substantially  different  from 
that  of  one  or  more  of  the  constituent  companies.  An  omission  to 
reveal  the  portfolios  of  the  constituent  companies  and  the  charter 
powers  of  the  consolidated  company  may  make  it  impossible  for 
stockholders  to  detect,  in  an  otherwise  fair  plan,  an  intention  of  the 
management  to  modify  the  policy  of  existing  companies  from  in- 
vestment in  divei-sified  securities  to  investments  for  the  purpose  of 
acquiring  control  of  industrial  or  other  corporations.  Information 
as  to  the  capitalization  of  the  various  companies  included  in  the 
plan  is  essential  in  order  to  enable  stockholders  to  determine  changes 
in  the  existing  "leverage"  inherent  in  their  equity  securities  which 
might  be  accomplished  by  the  plan.  Information  as  to  the  extent  of 
the  holdings  of  the  managements  of  the  securities  of  the  companies 
involved  in  the  plan  and  of  the  extent  to  which  the  proposed  plan, 
if  consummated,  will  benefit  the  various  managements,  is  obviously 
indispensable.  But  solicitation  literature  prepared  by  the  manage- 
ment in  many  cases,  whether  from  design  or  for  other  reasons,  may 
omit  to  disclose  material  facts  essential  to  an  intelligent  determina- 

3«  The  expenses  of  obtaining  an  appraisal  right,  however,  may  offset  any  advantage 
to  be  derived  by  the  exercise  of  the  right,  a  fact  which  detracts  from  the  practical  value 
to  the  stockholders  of  the  exercise  of  their  appraisal  rights. 

8«See  Chicago  Corporation  v.  Munds,  20  Del.  Ch.  142,  172  Atl.  452  (1934). 

^°  See  note  322,  supra.  Charles  F.  Glore,  a  director  of  Chicago  Investors'  Corporation, 
testified    (Public  Examination,    The  Chicago  Corporation,  at  9786)  : 
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tion  by  a  stockholder  of  the  merits  of  a  plan  for  consolidation, 
merger,  or  the  sale  of  the  assets  of  his  corporation.^*^ 

(a)    Sale  of  Haygart  Corporation's  Assets  to  The  Adams  Express  Company 

An  example  of  the  deficiencies  in  the  solicitation  literature  pre- 
pared by  managements  is  afforded  by  the  case  of  the  sale  of  the 
assets  of  Haygart  Corporation  to  The  Adams  Express  Company  on 
December  31,  1929.  Haygart  Corporation  had  been  incorporated  in 
Delaware  on  November  9,  1928,  by  the  New  York  investment  banking 
houses  of  Hayden,  Stone  &  Co.  and  Hallgarten  &  Co.  as  a  closed-end 
nonleverage  investment  company  of  the  general  management  type.^*^ 
The  sponsors  of  the  corporation  jointly  distributed  its  securities  to 
the  public  ^*^  and  jointly  managed  the  corporation.^*''  At  December 
31,  1929,  the  corporation  had  total  assets  of  approximately  $20,000,- 
000  ^^°  and  had  outstanding  452,120  shares  of  capital  stock.^^^  Neither 
Hayden,  Stone  &  Co.  nor  Hallgarten  &  Co.  owned  any  of  the  stock 
of  Haygart  Corporation  as  at  December  31,  1929,  although  individual 
partners  of  such  firms  apparently  held  an  undisclosed  amount  of  the 
corporation's  stock.^''^  However,  the  two  firms  held  of  record,  as 
nominees  for  their  clients  and  customers,  approximately  265,000 
shares  of  Haygart  Corporation  stock  °^^ — more  than  a  majority  of 
the  corporation's  outstanding  shares. 

Following  the  crash  in  the  securities  markets  in  October  1929,  the 
management  of  Haygart  Corporation  apparently  determined  to  amaK 
gamate  it  with  The  Adams  Express  Company,  another  investment 
company,  under  a  plan  whereby  common  stock  of  The  Adams  Express 
Company  would  be  exchanged  for  the  capital  stock  of  Haygart  Cor- 
poration.    Hayden,  Stone  &  Co.  was  associated  with  The  Adams 

Q.  ♦  *  *  Do  you  recall  in  any  case  whether  the  notices  to  stockholders  con- 
tained a  statement  they  could  obtain  appraisal? 

A.  I  should  say  not. 

Q.  Would  you  say  that  it  is  desirable  generally  in  such  situations  to  advise  them 
of  their  rights? 

A.  I  can  see  no  objection  to  it. 

s*'  In  addition  to  the  instances  hereinafter  discussed  in  this  chapter,  see  the  solicitation 
literature  prepared  by  the  management  of  Alleghany  Corporation  in  connection  with  the 
attempted  consolidation  with  it,  in  July  1937,  of  its  controlled  company,  The  Chesapeake 
Corporation.  This  literature  did  not  reveal  any  information  as  to  the  management's  hold- 
ings of  the  securities  of  Alleghany  Corporation  or  as  to  the  extent  to  which  the  plan 
would  benefit  the  management  interests.  (See  the  Commission's  Report  on  the  Study 
and  Investigation  of  the  Work,  Activities,  Personnel,  and  Functions  of  Protective  and 
Reorganization  Committees  (1938),  Part  VII,  p.  401  et  seq. ;  see  also  p.  248  et  seq.  of 
that  report,  dealing  with  The  Equity  Corporation.) 

^''  Public  Examination,  The  Adams  Express  Company,  at  6892. 

3^8  Id.,  at  6910  et  seq. 

**^  The  board  of  directors  of  Haygart  Corporation  consisted  of  Charles  Hayden  and  John 
R.  Dillon  of  Hayden,  Stone  &  Co.,  William  M.  Park  of  the  law  firm  of  Chadbourne,  Stanch- 
field  &  Levy,  then  counsel  for  Hayden,  Stone  &  Co.,  and  Hugh  Miller  and  George  Mersbach 
of  Hallgarten  &  Co.  (id.,  at  6887-8). 

35"  Id.,  at  6878. 

8=1  Derived  from  supplementary  information  supplied  the  Commission  for  The  Adams 
Express  Company,  Item  17. 

2^=  Op.  cit.  supra,  note  347,  at  6887. 

3M  Id.,  at  6883. 
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Express  Company  as  its  "closest  broker  and  banker."  ^^*  Moreover, 
Charles  Hayden  and  Steele  Mitchell  of  Hayden,  Stone  &  Co.  were 
two  of  the  nine  members  of  the  board  of  managers  of  The  Adams 
Express  Company,  and  Charles  Hayden  was  chairman  of  the  com- 
pany's board  of  managers.^^^ 

From  the  viewpoint  of  the  management  of  Haygart  Corporation, 
its  absorption  by  The  Adams  Express  Company  would  be  advan- 
tageous. The  combination  of  the  two  companies  would  avoid  dupli- 
cation of  management  and  would  effect  economies  of  operation  and 
administration.^^''  At  the  same  time  the  amalgamation  of  the  two 
companies  would  not  affect  the  existing  financial  emoluments  of  the 
management's  control  of  Haygart  Corporation.  Hallgarten  &  Co. 
would  benefit  by  association  ^^  with  a  combined  company  having 
assets  far  in  excess  of  those  of  Haygart  Corporation.^^^  Hallgarten  & 
Co.  had  not  theretofore  been  connected  with  The  Adams  Express 
Company.  However,  following  the  sale  of  Haygart  Corporation's 
assets  to  The  Adams  Express  Company,  Maurice  Newton  and  Casi- 
mer  I.  Stralem,  partners  in  Hallgarten  &  Co.  became  members  of 
the  board  of  managers  of  The  Adams  Express  Company.-^^  Hayden, 
Stone  &  Co.  retained  the  brokerage  business  of  the  combined  com- 
panies. Furthermore,  the  control  of  The  Adams  Express  Company 
by  Hayden,  Stone  &  Co.  would  be  strengthened  by  the  issuance  of  a 
large  block  of  its  common  stock  to  the  Haygart  Corporation  stock- 
holders who  were  presumably  friendly  to  Hayden,  Stone  &  Co.^*'° 

From  the  viewpoint  of  the  stockholders  of  Haygart  Corporation, 
however,  the  plan  involved  a  radical  change  in  their  existing  legal 
status  and  in  the  capital  structure  of  their  enterprise.  As  has  been 
stated,  Haygart  Corporation  was  a  nonleverage  investment  company. 
As  a  consequence,  the  asset  value  of  its  capital  stock  would  tend  to 
vary  directly  with  the  rise  or  fall  in  the  value  of  its  total  assets.  On 
the  other  hand,  The  Adams  Express  Company  was  a  leverage  com- 
pany having  outstanding  bonds,  preferred  stock,  and  common  stock. 

85*  Id.,  at  6928.  Hayden,  Stone  &  Co.  obtained  substantiaUy  all  of  the  brokerage  busi- 
ness of  The  Adams  Express  Company  (ibid.). 

sssid.,  at  6928  and  Commission's  Exhibit  No.  664.  Mr.  Mitchell  and  Mr.  Hayden  also 
constituted  two  of  the  six  members  of  The  Adams  Express  Company's  executive  committee 
(ibid.). 

359  This,  of  course,  would  be  of  benefit  also  to  the  stockholders  of  Haygart  Corporation. 

^^  Steele  Mitchell  of  Hayden,  Stone  &  Co.,  and  a  member  of  the  board  of  managers 
of  The  Adams  Express  Company,  testified  (op.  cit.  supra,  note  347,  at  6827)  : 

If  there  is  any  close  afiiliation  [of  The  Adams  Express  Company]  with  a  brokerage 
house  and  an  investment  banking  house  I  should  say  Hayden,  Stone  &  Co.  are  much 
closer  than  any  other  group  with  the  possible  exception  of  Hallgarten  &  Co.  who  are 
represented  on  our  board. 

3=8  The  total  assets  of  The  Adams  Express  Company  following  its  absorption  of  Haygart 
Corporation  were  approximately  ^73,000,000   (id.,  Commission's  Exhibit  No.  664). 

s™  Id.,  Commission's  Exhibit  No.  664. 

^^  Upon  the  consummation  of  the  sale  of  Haygart  Corporation's  assets  to  The  Adams 
Express  Company,  there  were  distributed  to  Haygart  stockholders  642,000  shares  of  the 
common  stock  of  The  Adams  Express  Company,  a  block  of  stock  equivalent  to  approxi- 
mately one-third  of  the  1,759,748  shares  of  such  common  stock  outstanding  after  the 
consummation  of  the  sale  (id..  Commission's  Exhibit  No.  664).  The  record  does  not  indi- 
cate that  Hayden,  Stone  &  Co.  was  the  beneficial  owner,  at  any  time,  of  any  substantial 
amount  of  the  common  stock  of  The  Adams  Express  Company. 
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Of  its  net  assets  of  approximately  $70,000,000,«*'i  j^f^gj.  giving  effect 
to  the  absorption  of  Haygart  Corporation's  assets,  approximately 
$10,000,000  "^"  was  allocable  to  its  bonded  indebtedness,  and  approxi- 
mately $8,000,000  represented  the  par  value  and  liquidating  prefer- 
ence of  its  outstanding  preferred  stock.^^^  The  presence  of  these 
senior  securities  having  a  fixed  asset  participation  of  $18,000,000  in 
the  assets  of  the  company  imparted  to  its  common  stock  a  substantial 
degree  of  "leverage."  ^^*  This  "leverage"  would  induce  an  increase 
in  the  asset  value  of  the  common  stock  proportionately  greater  than 
an  increase  in  the  value  of  the  total  corporate  assets.^*'^  Concomi- 
tantly, a  decline  in  the  asset  value  of  the  total  fund  would  result  in  a 
proportionately  greater  decline  in  the  asset  value  of  the  common 
stock.^^^ 

In  addition  to  the  radical  difference  in  the  capitalization  of  the 
two  companies,  there  was  a  sharp  difference  in  the  legal  status  of 
the  stockholders  of  the  two  companies.  The  stockholders  of  Hay- 
gart Corporation  were  not  liable  for  the  debts  of  the  corporation 
beyond  the  amount  of  their  capital  contributions.^^^  On  the  other 
hand,  The  Adams  Express  Company  was  not  a  _  corporation  but  a 
joint  stock  association,  a  form  of  legal  organization  which  does  not 
insulate  its  stockholders  of  any  class  from  liability  for  the  debts 
contracted  by  the  enterprise.  The  stockholders  of  the  company  were 
unlimitedly  liable  for  all  of  its  debts.^*'^  However,  the  articles  of 
association  of  The  Adams  Express  Company  contained  a  provision 
that  at  all  times  the  holders  of  the  common  stock  were  to  "protect, 
indemnify  and  keep  harmless  the  holders  of  the  preferred  stock  and 
each  of  them  from  any  and  all  liability,  damage  or  expense  as  the 
holders  of  such  stock  *  *  *  on  account  of  any  indebtedness, 
liability  or  obligation  contracted  or  incurred  by  the  Association."  ^^^ 
The  effect  of  this  provision  was  to  place  ultimate  liability  for  the 
debts  of  the  company  upon  the  common  stockholders  alone.  More- 
over, on  a  default  in  four  quarterly  dividend  payments  on  The 
Adams  Express  Company's  preferred  stock,  the  holders  of  such  stock 
were  entitled  to  elect  a  majority  of  the  board  of  managers  of  the 
company  until  such  defaults  were  eliminated.^^° 

26^  Total  assets  of  The  Adams  Express  Company  were  approximately  $73,000,000  but  the 
company  had  liabilities,  other  than  its  funded  debt,  of  approximately  $2,000,000  (id., 
Commission's  Exhibit  No.  664  and  derived  from  supplementary  information  supplied  the 
Commission  for  The  Adams  Express  Company,  Item  17). 

'»2  Op.  cit.  supra,  note  347,  at  6880. 

203  Derived  from  supplementary  information  supplied  the  Commission  for  The  Adams 
Express  Company,   Item  17. 

384  For  a  definition  and  description  of  leverage,  see  Part  One  (House  Doc.  No.  707,  75th 
Cong.),  p.  28. 

SO"  For  example,  if  the  combined  net  assets  of  The  Adams  Express  Company  and  Haygart 
Corporation  increased  100%  to  $140,000,000  because  of  a  rise  in  the  market  value  of  its 
assets,  the  total  assets  allocable  to  its  common  stock  would  increase  from  $52,000,000  to 
$122,000,000,  an  increase  of  approximately  135%. 

80.8  Thus,  if  the  net  assets  of  The  Adams  Express  Company  declined  in  value  from 
$70,000,000  to  $35,000,000,  a  50%  decrease,  the  value  of  the  assets  allocable  to  the  com- 
mon stock  would  decline  from  $52,000,000  to  $17,000,000.  a  decline  of  67%. 

""'Op.  cit.  supra,  note  347,  Commission's  Exhibit  No.  638  (Par.  8). 

si'sid.,  at  6828,  and  Commission's  Exhibit  No.  663   (p.  29). 

'•w  Id.,  Commission's  Exhibit  No.  663    (p.   13). 

=™Id.,  Commission's  Exhibit  No.  663    (p.   12). 
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Clearly,  the  stockholders  of  Haygart  Corporation  would  need  to 
know  all  of  these  facts  in  order  to  arrive  at  an  intelligent  decision  as  to 
the  merits  of  the  management's  plan  of  consolidation.  Particularly 
would  this  be  so  in  the  light  of  the  fact  that  the  procedure  adopted 
by  the  management  to  accomplish  such  plan  was  to  sell  the  assets  of 
Haygart  Corporation  to  The  Adams  Express  Company.  Under  the 
laws  of  Delaware,  the  state  of  incorporation  of  Haygart  Corporation, 
the  assent  of  a  mere  majority  =^^^  of  the  stockholders  could  bind  dis- 
senting stockliolders  to  the  sale,  and  such  dissenting  stockholders 
would  have  no  right  to  an  appraisal  of  their  shares.  Moreover, 
Hayden,  Stone  &  Co.  and  Hallgarten  &  Co.  held  in  their  own  names, 
for  the  account  of  clients  and  customers,  record  title  to  more  than  a 
majority  of  the  outstanding  shares  of  the  stock  of  Haygart  Corpora- 
tion. In  the  absence  of  a  request  by  the  actual  owners  for  the  right 
to  vote  these  shares  themselves,  the  two  firms,  under  the  then  rules 
of  the  New  York  Stock  Exchange  of  which  they  were  members,  were 
privileged  to  vote  these  shares.^^^  The  record  indicates  that  these 
shares,  the  record  title  of  which  was  held  by  the  two  firms,  were  in 
fact  voted  in  favor  of  the  sale  of  Haygart  Corporation's  assets.^^-^ 
However,  the  record  does  not  indicate  whether  or  not  the  two  firms 
informed  their  customers,  who  were  the  beneficial  owners  of  the  stock, 
of  the  impending  sale  of  their  corporation's  shares,  or  requested 
proxies  to  vote  the  shares. 

Moreover,  the  proxy  solicitation  literature  prepared  and  circulated 
by  the  management  of  Haygart  Corporation  did  not  reveal  to  the 
stockholders  of  Haygart  Corporation  any  of  the  facts  regarding 
sponsors'  connections  leverage  factors  and  legal  status  which  have 
already  been  pointed  out.  On  December  16,  1929  a  letter  ^^^  w^as 
addressed  to  the  stockholders  of  Haygart  Corporation  by  its  man- 
agement, informing  them  of  the  decision  of  the  directors  to  sell  the 
assets  of  Haygart  Corporation  to  The  Adams  Express  Company  on 
December  31,  1929,  and  thereafter  to  dissolve  Haygart  Corporation 
on  January  7,  1930.  Proxies  were  requested  from  the  stockholders 
authorizing  the  management  both  to  vote  for  the  sale  of  the  assets 
of  the  corporation  and  for  its  dissolution.^'^  The  letter  did  not, 
however,  indicate  the  terms  of  the  exchange  of  the  securities  of  the 
two  companies,  beyond  stating  that  they  would  be  determined  equi- 
tably on  the  basis  of  the  financial  condition  of  the  two  companies  as 
at  December  31,  1929.  The  letter  thus  requested  proxies  conveying 
to  the  management  of  Haygart  Corporation  "blanket  authority"  to 
approve  any  plan  which  they  might  deem  equitable.^^^  But  although 
the  letter  requested  this  "blanket  authority,"  it  did  not  point  out  that 
the  common  stockholders  of  The  Adams  Express  Company  were 
ultimately  solely  liable  for  all  of  that  company's  debts.  Nor  did  it 
indicate  the  "leverage"  capitalization  of  The  Adams  Express  Com- 

e'^Del.  Rev.  Code   (1935),   c.  65,    §   65. 

^"2  See  note  327,  supra. 

3^3  Op.  cit.  supra,  note  347,   at  6883-4. 

»'^*'  Id.,   Commission's   Exhibit  No.  634. 

»'^  Id.,    Commission's    Exhibits    Nos.    635,    636. 

3'9  Steele  Mitchell  of  Hayden,  Stone  &  Co.,  testified   (id.,  at  6884)  : 

Q.   So  that  what  they    [the  management]   aslied  for  was  a  blanket  authority  to  go 
ahead  on  some  fair  and  equitable  basis? 

A.  The  board  of  directors  did  essentially  that. 
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pany  and  the  possible  adverse  consequences  of  such  "leverage"  upon 
the  asset  value  of  the  company's  common  stock. 

Of  far  greater  importance,  however,  was  the  nondisclosure  of  the 
intention  of  the  management  of  Haygart  Corporation  to  concede  to 
The  Adams  Express  Company's  common  stock  an  asset  value  for  its 
"leverage"  which  they  deemed  of  value  to  the  Haygart  Corporation 
stockholders.""  In  computing  the  number  of  shares  of  the  common 
stock  to  be  issued  to  the  stockholders  of  Haygart  Corporation  for 
each  share  of  the  latter's  stock,  the  asset  value  of  the  respective  stocks 
was  used  as  the  basis  for  determination.^'^^  However,  in  computing 
the  asset  value  of  the  common  shares  of  The  Adams  Express  Com- 
pany, there  was  added  to  the  actual  asset  value  of  such  stock  the  sum 
of  $3,000,000  representing  the  purported  value  of  the  "leverage"  in 
The  Adams  Express  Company's  capital  structure.^^^  The  sum  of  $3,- 
000,000  was  equivalent  to  the  then  discount  from  their  par  values  at 
which  the  senior  securities  of  The  Adams  Express  Company  were  sell- 
ing in  the  market,  and  according  to  the  sponsors  of  Haygart  Corpora- 
tion, theoretically  would  constitute  the  cost  to  Haygart  Corporation 
of  acquiring  in  the  open  market  a  senior  capitalization  of  the  same 
amount  and  character  as  that  of  The  Adams  Express  Company.^^'' 

Although  the  board  of  directors  of  Haygart  Corporation  may  have 
in  good  faith  deemed  the  leverage  capitalization  of  The  Adams  Ex- 
press Company  to  be  of  substantial  value,  the  fact  is  that  the  stock- 
holders of  Haygart  Corporation  suffered  an  aggregate  immediate 
loss  in  actual  asset  value  of  more  than  $1,100,000.^^^  Furthermore, 
leverage,  although  perhaps  an  advantage  in  a  period  of  rising  market 
prices,  is  a  distinct  detriment  in  a  period  of  falling  prices.^^^  In  view 
of  the  downward  trend  in  securities  prices  which  had  been  indicated 
by  the  collapse  of  the  securities  markets  in  October  1929,  two  months 
prior  to  the  sale  of  the  assets  of  Haygart  Corporation,  the  stock- 
holders of  Haygart  Corporation,  if  they  had  been  informed  of  the 

»"'0p.  cit.  supra,  note  S47,   at  6879-80. 

3-s  Derived  from  supplementary  information  supplied  the  Commission  for  The  Adams 
Express  Company,   Item   17. 

™  Ibid.  The  net  assets  of  Haygart  Corporation  as  at  December  31,  1929,  were  valued 
at  $20,238,302,  equivalent  to  a  per  share  asset  value  of  $44.76  on  the  452,120  shares  of 
the  corporation's  stock  then  outstanding.  The  actual  asset  value  of  the  1.117,737.75  shares 
of  The  Adams  Express  Company  outstanding  as  at  December  31,  1929,  before  giving  effect 
to  the  absorption  of  the  assets  of  Haygart  Corporation,  was  $32,102,750.  To  this  was 
added  $3,000,000  as  the  value  of  the  company's  leverage.  On  this  basis  the  total  asset 
value  of  The  Adams  Express  Company's  common  stock  was  determined  to  be  $35,102,750, 
and  the  per  share  asset  value  of  such  stock  was  determined  to  be  $31.41.  This  asset 
value  determined  the  issuance  of  1.42  shares  of  The  Adams  Express  Company  common  stock 
for  each  share  of  Haygart  Corporation's  common  stock.  In  all,  642,010.4  shares  of  The 
Adams  Express  Company's  common  stock  were  issued  in  exchange  for  the  452,120  shares 
of    Haygart    Corporation   common    stock    (ibid.). 

■«»  Op.  cit.  supra,  note  347,  at  6878,  et  seq. 

381  After  giving  effect  to  the  absorption  of  Haygart  Corporation's  assets,  the  total  actual 
asset  value  of  the  1,759,748  shares  of  The  Adams  Express  Company's  common  stock  out- 
standing as  at  December  31,  1929,  was  $52,341,052.  The  642,010  shares  which  bad  been 
Issued  for  the  assets  of  Haygart  Corporation  had  an  asset  value  of  $19,095,620  as  com- 
pared with  $20,238,302  of  assets  transferred  to  The  Adams  Express  Company.  Thus, 
stockliolders  of  Haygart  Corporation  suffered  an  asset  loss  of  approximately  $1,143,000, 
or  $2.53  a  share  of  their  stock. 

382  See  the  statistics  with  reference  to  the  market  behavior  of  nonleverage  and  leverage 
common  stocks  of  investment  companies  in  Pt.  Two  (House  Doc.  No.  70,  76th  Cong.), 
Ch.  IV,  pp.  312-15. 
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facts,  may  well  have  differed  with  their  management's  appraisal 
of  the  value  of  the  leverage  in  The  Adams  Express  Company's  capi- 
tal structure.  Steele  Mitchell,  of  Hayden,  Stone  &  Co.,  conceded  that 
subsequent  events  indicated  that  the  "Haygart  stockholders  should 
have  been  paid  by  The  Adams  Express  stockholders"  and  that  the 
solicitation  letter  should  have  been  "more  elaborate" :  ^^^ 

A.  As  events  turned  out,  it  proved  to  be  a  much  more  speculative  stock  than 
the  Haygart  stockholder  thought  he  was  receiving  at  the  time  of  the  exchange. 
Otherwise  he  would  not  have  been  willing  to  have  conceded  that  the  senior 
money  was  worth  anything. 

Q.  Looking  at  it  from  hindsight,  that  was  probably  a  pretty  bad  period  to 
go  into  a  leverage  company,  wasn't  it,  because  the  bottom  of  the  depression 
was  not  until  1932.  So  you  increased  your  [Haygart's]  leverage  on  the  way 
down? 

A.  As  it  turned  out,  and  from  the  policy  of  the  company  [The  Adams  Ex- 
press Company]  the  Haygart  stockholder  should  have  been  paid  by  the  Adams 
Express  stockholder  instead  of  the  other  way  around. 

******* 

Q.  I  see  no  mention  in  here  of  the  leverage  characteristic  of  The  Adams  Ex- 
press Company,  nor  do  I  see  any  mention  of  the  $3,000,000  which  was  paid  for 
the  senior  money. 

A.  As  I  recall,  there  was  no  mention  of  it  in  that  letter. 

Q.  So  that — of  either  of  those  factors? 

A.  Yes. 

Q.  Don't  you  think  that  it  might  have  been  better  to  put  that  in? 

A.  In  retrospect,  as  I  read  the  letter  over,  I  think,  but  it  could  have  been  a 
somewhat  more  elaborate  letter. 

Notwithstanding  the  inadequacy  of  the  information  contained  in 
the  letter  soliciting  proxies  empowering  the  management  to  vote  for 
the  sale  of  Haygart  Corporation's  assets  to  The  Adams  Express  Com- 
pany, the  prestige  of  the  firms  managing  Haygart  Corporation,  of 
which  most  of  the  stockholders  were  their  customers,^^*  was  sufficient 
to  enable  them  to  secure  proxies  to  vote  over  75%  of  Haygart  Cor- 
poration's shares  in  favor  of  the  sale.  The  sale  of  Haygart  Corpora- 
tion's assets  was  approved  by  the  vote  of  the  holders  of  346,609 
shares  out  of  the  452,120  shares  outstanding.  However,  the  record 
indicates  that  no  stockholders  were  present  in  person  at  the  meeting 
but  that  all  of  the  shares  voting  at  the  meeting  were  voted  by  proxies 
held  by  the  management  of  the  corporation  .'^^^ 

(b)  Consolidation  of  Liberty  Bond  &  Share  Corporation,  North  American 
Investors  Corporation,  and  Frontier  National  Corporation  to  Form  Liberty 
Share  Corporation 

Another  example  of  the  paucity  of  financial  and  other  information 
supplied  to  the  stockholders  of  consolidating  investment  companies  is 

S83  Op.  cit.  supra,  note  .347,  at  6881-2,  6886. 
3»»Id.,  at  6886.     Mr.  MiteheU  testified  (ibid.)  : 

Hayden,  Stone,  and  Hallgarten  &  Company  had  sponsored  Haygart  and  tliey  and 
their  friends  and  their  partners  and  tlieir  clients  had  substantial  ownership  in  the 
company  and  it  was  thouglit  that  Hayden,  Stone,  and  Hallgarten,  in  working  out 
the  details  of  the  acquisition  would  see  that  Haygart  stockholders  received  equital)!e 
treatment. 

=s5ld.,  at  6882-3. 
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afforded  by  the  consolidation  on  April  2,  1929,  of  Liberty  Bond  & 
Share  Corporation,  North  American  Investors  Corporation,  and 
Frontier  National  Corporation  to  form  the  present  Liberty  Share 
Corporation.^^" 

Liberty  Bond  &  Share  Corporation,  the  oldest  of  the  consolidating 
companies,  was  incorporated  in  New  York  on  March  19,  1926,  by  the 
chairman  of  the  board  of  directors  and  the  president  of  the  Liberty 
Bank  of  Buffalo  and  their  associates  in  the  management  of  the 
bank.^*^  The  corporation  derived  $1,000,000  as  the  result  of  the  pri- 
vate sale  to  the  stockholders  of  the  Liberty  Bank  of  Buffalo  of  10,000 
shares  ^^^  of  its  stock  at  a  price  of  $100  a  share.^^^  Since  the  officers 
and  directors  of  the  Liberty  Bank  of  Buffalo  controlled  a  majority 
of  the  bank's  stock,^^°  presumably  the  bank's  management  became  the 
largest  stockholders  of  Liberty  Bond  &  Share  Corporation. 

By  April  2,  1929,  the  date  of  the  consolidation,  Liberty  Bond  & 
Share  Corporation  had  gross  assets  of  $4,133,710  and  a  net  worth  of 
$1,400,742.^^^  Included  in  the  gross  assets  of  the  company  were  $1,- 
497,578  of  accounts  receivable,  representing  loans  made  to  enable  the 
borrowers  to  conduct  margin  trading  accounts  in  securities.^^^  Ap- 
proximately one-half  of  these  loans  had  been  made  to  officers  and 

directors  of  the  Liberty  Bank  of  Buffalo  and  of  the  corporation 
itself.^«3 

North  American  Investors  Corporation,  the  second  of  the  consoli- 
dating companies,  was  incorporated  in  New  York  on  August  13, 
1926,^^*  under  the  sponsorship  of  L.  G.  Ruth  &  Company,  a  Buffalo 
investment  banking  firm,^^^  as  an  investment  company  of  the  general 
management  type.^^"  The  company's  by-laws  contained  restrictions 
upon  the  investments  which  could  be  made  by  the  management.^^^ 
L.  G.  Ruth  became  president  of  North  American  Investors  Corpora- 
tion, and  the  firm  of  L.  G.  Ruth  &  Company  managed  the  corporation 
until  the  date  of  the  consolidation.^^^ 


^Public  Examination,  Liberty  Share  Corporation,  Commission's  Exhibit  No.  867. 

3S7  Derived  from  supplementary  information  supplied  the  Commission  for  Liberty  Share 
Corporation. 

ssa  Op.  cit.  supra,  note  386,  Commission's  Exhibit  No.  867. 

^  Reply  to  the  Commission's  questionnaire  for  Liberty  Share  Corporation,  Pt.  I, 
Item  8. 

s*"  Op.  cit.  supra,  note  386,  at  9001. 

^  Op.  cit.  supra,  note  389,  Pt.  II,  Exhibit  A. 

s92  0p.  cit.  supra,  note  386,  at  8902,  8908,  9197,  and  Commission's  Exhibit  No.  868. 

!»3  Id.,  at  8909,  and  Commission's  Exhibit  No.  868. 

ss^Id.,  at  8892,  and  Commission's  Exhibit  No.  867. 

8«s  Id.,  at  8895. 

so«  Moody's  Manual  of  Investments,  Banks,  etc.,  1929,  p.  2788. 

»>^  These  restrictions  were  in  substance  that  not  more  than  10%  of  the  company's  in- 
vestments could  be  placed  in  a  single  security,  and  when  the  corporation's  investments 
equalled  or  exceeded  50%  of  its  paid-in  capital,  then  at  least  50%  of  such  investments 
were  to  be  placed  in  bonds  or  similar  evidences  of  indebtedness,  financial  stocks  or  stocks 
of  insurance  companies.  In  addition,  the  directors  had  formulated  the  following  regu- 
lations:  (1)  Only  those  securities  were  to  be  purchased  about  which  reliable  information 
and  data  could  be  ascertained  relative  to  the  management,  history,  assets,  earnings,  and 
income  of  the  issuer;  and  (2)  investments  in  each  of  the  following  industries  were  not  to 
exceed  40%  of  total  investments  :  public  utilities  ;  railroad  and  steamship  lines  ;  and  banks 
and  insurance  companies.  Investments  in  any  other  line  of  industry  were  not  to  exceed 
30%  of  total  investments;  investments  in  the  British  Empire  were  not  to  exceed  40%  of 
all  investments;  and  investments  in  any  other  foreign  country  were  not  to  exceed  20% 
of  all  investments  (ibid.). 

808  Op.  cit.  supra,  note  386,  at  8895,  9197. 
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On  April  2,  1929,  the  date  of  the  consolidation,  the  company  had  a 
net  worth  of  $949,039  ^^"^  and  had  outstanding  3,531  shares  of  pre- 
ferred stock  entitled  on  liquidation  of  the  company  to  a  priority  in 
the  corporate  assets  to  the  extent  of  $50  a  share,  and  36,283  shares  of 
common  stock.**^  The  corporation  at  the  same  date  had  made  no 
loans  of  its  funds,  and  its  assets  consisted  entirely  of  cash  and 
securities.***^ 

Frontier  National  Corporation,  the  third  of  the  consolidating  com- 
panies, was  incorporated  in  New  York  on  October  5,  1928  ^^^  under 
the  auspices  of  L.  G.  Ruth  &  Company  *°^  and  various  directors  and 
officers  of  the  Frontier  National  Bank  of  Buffalo.""*  Its  securities 
were  sold  to  the  public  by  L.  G.  Ruth  &  Company.*^^ 

As  at  April  2,  1929,  the  date  of  the  consolidation,  Frontier  National 
Corporation  had  a  net  worth  of  $845,393  *°«  and  had  outstanding 
41,000  shares  of  capital  stock.  Except  for  $100,000  of  outstanding 
call  loans,  its  assets  consisted  of  cash  and  securities.'^°^ 

Early  in  1929,  L.  G.  Ruth  &  Company  ascertained  that  the  man- 
agement of  Liberty  Bond  &  Share  Corporation  intended  to  increase 
the  capitalization  of  that  company.  Mr.  Ruth  suggested  to  the  man- 
agement of  Liberty  Bank  of  Buffalo  and  Liberty  Bond  &  Share  Cor- 
poration the  possibility  of  a  consolidation  of  Liberty  Bond  &  Share 
Corporation,  North  American  Investors  Corporation,  and  Frontier 
National  Corporation  as  a  means  of  increasing  the  capital  under  the 
control  of  the  management  of  Liberty  Bond  &  Share  Corporation.*"^ 
The  management  of  Liberty  Share  Corporation  assented  to  Mr.  Ruth's 
proposal,  and  the  preparation  of  the  plan  and  the  terms  for  the  con- 
solidation of  the  three  companies  was  placed  in  their  hands  almost  ex- 
clusively.*"^ In  fact,  Mr.  Ruth  testified  that  "the  motivating  influence 
or  forces  surrounding  their  consolidation  was  the  dominant  position 
of  the  Liberty  Bank  of  Buffalo,  in  Buffalo.  It  was  and  still  is  one 
of  the  three  largest  banking  institutions  by  far  and  well  recognized."  *^° 
Moreover,  as  an  aspect  of  the  consolidation  plan,  it  was  agreed  that 
Mr.  Ruth  was  to  become  a  vice  president  of  Liberty  Bank  of  Buffalo, 

S99  Op.  cit.  supra,  note  389,  Pt.  II,  Exhibit  A. 

*°o  Moody's  Manual  of  Investments,  Banks,  etc.,  1929,  p.  2789. 

«iOp.  cit.  supra,  note  389,  Pt.  II,  Exhibit  A.  As  at  January  15,  1929,  49.96%  of  the 
company's  portfolio  consisted  of  bonds;  5.68%  of  preferred  stock;  23.99%  of  banlc 
stocks  ;  and  20.37%  of  common  stocks  other  than  bank  stocks  {Moody's  Manual  of  Invest- 
ments, Banks,  etc.,  1929,  p.  2789). 

"2  Op.  cit.  supra,  note  386,  Commission's  Exhibit  No.  867. 

«»  Moody's  Manual  of  Investments,  Banks,  etc.,  1929,  p.  1462. 

*»*  Op.  cit.  supra,  note  386,  at  8939-40.  Edward  J.  Meyer,  the  president  of  the  Frontier 
National  Bank,  became  president  of  Frontier  National  Corporation  (Moody's  Manual  of 
Investments,  Banks,  etc.,  1929,  p.  1462).  With  the  exception  of  Mr.  Ruth,  all  of  the 
directors  of  Frontier  National  Corporation  were  directors  of  the  Frontier  National  Bank 
(ibid.). 

«5  Ibid. 

««  Op.  cit.  supra,  note  389,  Pt.  II,  Exhibit  A. 

««  Ibid. 

«s  Op.  cit.  supra,  note  386,  at  8940,  and  derived  from  supplementary  information  supplied 
the  Commission  for  Liberty  Share  Corporation.  At  the  same  time  negotiations  were  pending 
to  merge  FroMtier  National  Bank  into  Liberty  Bank  of  Buffalo  (op.  cit.  supra,  note  386,  at 
8940).  This  merger  occurred  in  June  1929  (Moody's  Manual  of  Investments,  Banks,  etc., 
1931,  p.  224). 

409  Derived  from  supplementary  information  supplied  the  Commission  for  Liberty  Share 
Corporation. 

«"  Op.  cit.  supra,  note  386,  at  9199. 
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a  position  which,  although  it  involved  no  increase  in  Mr.  Kuth's  ex- 
isting salary,  nevertheless  enhanced  his  prestige  and  reputation  in 
Buffalo.     Mr.  Kuth  testified :  "^ 

Q.  Part  of  the  merger  agreement  was  that  you  were  getting  a  job  as  vice 
president  of  the  bank,  wasn't  it? 

A.  That  was  a  part  of  the — not  that  I  was  to  get  a  job,  Mr.  Smith,  because 
I  was  making  a  real  sacrifice  when  I  took  that  job,  from  the  point  of  view  of 
salary. 

Q.  You  got  more  prestige,  though,  didn't  you  as  a  vice  president  of  the  bank? 

A.  I  think  I  considered  that. 

Q.  Bank  vice  presidents  were  pretty  prominent  people  in  those  days,  weren't 
they? 

A.  Yes. 

The  plan  of  consolidation,  as  prepared  by  the  management  of 
Liberty  Bank  of  Buffalo  and  Liberty  Bond  &  Share  Corporation  and 
accepted  without  dissent  ^^-  by  Mr.  Ruth  and  his  associates  in  the 
management  of  Frontier  National  Corporation  and  North  America 
Investors  Corporation,  was  highly  favorable  to  the  stockholders  of 
Liberty  Bond  &  Share  Corporation. 

Under  the  plan  a  new  corporation  known  as  Liberty  Share  Cor- 
poration was  to  be  organized  and  was  to  issue  232,571^  shares  *^^  of 
its  capital  stock  for  the  $3,195,174  of  net  assets  of  the  three  con- 
solidating companies.^^*  Each  of  the  232,57114  shares  of  the  new 
company's  stock  which  were  to  be  issued  thus  possessed  an  asset  value 
of  $13.73  a  share.  The  new  company  was  to  issue  its  stock  to  the 
stockhold'fers  of  the  three  consolidating  companies  in  the  following 
ratios:  for  each  share  of  the  stock  of  Liberty  Bond  &  Share  Cor- 
poration which  had  an  asset  value  of  $140.07  a  share,  15  shares  of 
the  stock  of  the  new  company  with  an  asset  value  of  approximately 
$206  were  to  be  issued;  for  each  share  of  the  stock  of  Frontier  Na- 
tional Corporation  possessing  an  asset  value  of  $20.62  a  share,  four- 
fifths  of  a  share  of  the  stock  of  the  new  company  with  an  asset  value 
of  $10.98  were  to  be  issued.  Both  the  preferred  and  the  common 
stock  of  North  American  Investors  Corporation  were  to  be  treated 
alike;  no  consideration  was  given  to  the  preferences  accorded  to  the 
preferred  stock.  For  each  share  of  the  preferred  stock  of  North 
American  Investors  Corporation  having  a  liquidating  value  of  $50 
a  share,  and  for  each  share  of  the  common  stock  of  North  American 
Investors  Corporation  having  an  asset  value  of  $21.27,  there  were 
to  be  issued  li^  shares  of  the  new  company's  stock  having  an  asset 
value  of  $17.16.^1^ 

From  these  figures  it  is  clear  that  the  plan  contemplated  a  sub- 
stantial increase  in  the  asset  position  of  the  stockholders  of  Liberty 
Bond  &  Share  Corporation  at  the  expense  of  the  stockholders  of 
North  American  Investors  Corporation  and  of  Frontier  National 
Corporation.  Moreover,  the  plan  contemplated  that  the  new  corn- 
el Id.,  at  9200-1. 
*^  Id.,  at  9188. 

^'^  Derived  from  supplementary  information  supplied  the  Commission  for  Liberty  Share 
Corporation. 

"*  Op.  cit.  supra,  note  389,  Pt.  II,  Exhibit  A. 

"5  Op.  cit.  supra,  note  386,  Commission's  Exhibits  Nos.  867,  891. 
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pany  would  be  controlled  by  the  stockholders  of  the  former  Liberty 
Bond  &  Share  Corporation.  Although  only  $1,400,742,  or  less  than 
50%  of  the  $3,195,173  of  net  assets  to  be  transferred  to  the  new  com- 
pany by  the  three  consolidating  companies,  was  contributed  by  the 
stockholders  of  Liberty  Bond  &  Share  Corporation,  its  stockholders 
received  150,000  shares,  or  approximately  65%,  of  the  232,5711/4 
shares  of  the  stock  of  Liberty  Share  Corporation  to  be  issued  to  the 
stockholders  of  the  consolidating  companies.^^"  In  fact,  until  1933  *^' 
14  of  the  16  directors  of  Liberty  Share  Corporation  were  directors 
and  officers  of  Liberty  Bank  of  Buffalo.-*^^  Liberty  Share  Corpora- 
tion until  1933  functioned  largely  as  a  security  affiliate  of  the  Liberty 
Bank  of  Buffalo."^ 

Philip  H.  Gerner,  an  officer  and  director  of  Liberty  Bank  of 
Buffalo  and  of  Liberty  Bond  &  Share  Corporation,  testijfied  that 
the  larger  participation  in  the  assets  of  the  consolidated  company 
awarded  under  the  plan  to  the  stockholders  of  Liberty  Bond  &  Share 
Corporation  was  "more  or  less  arbitrary."  *-°  He  testified  that  the 
plan  was  based  on  the  superior  earnings  record  of  Liberty  Bond  & 
Share  Corporation,  as  compared  to  those  of  the  other  consolidating 
companies,  the  larger  premium  over  asset  value  at  which  the  stock  oi 
Liberty  Bond  &  Share  Corporation  was  selling  in  the  market,  and 
the  fact  that  the  stockliolders  of  North  American  Investors  Corpo- 
ration and  of  Frontier  National  Corporation  would  benefit  by  a  stock 
interest  in  a  new  company  which  would  be  supplied  investment  op- 
portunities by  Liberty  Bank  of  Buffalo. '^-^     However,  as  Mr.  Ruth 

416  Derived  from  supplementary  information  supplied  the  Commission  for  Liberty  Share 
Corporation.  At  the  date  of  the  consolidation,  stockholders  of  the  consolidating  corpora- 
tion received  rights  to  purchase  additional  shares  of  the  new  company's  stock  at  a  price 
of  $30  a  share.  Stockholders  of  North  American  Investors  Corporation  acquired  the  right 
to  purchase  2  additional  shares  for  each  5  shares  of  the  new  company  stock  acquired  in 
exchange  for  the  stock  of  their  old  company  ;  stockholders  of  Frontier  National  Corpora- 
tion acquired  the  right  to  purchase  1  additional  share  of  the  new  company's  stock  for 
each  4  shares  of  that  company's  stock  acquired  in  the  consolidation  ;  and  stockholders  of 
Liberty  Bond  &  Share  Corporation  received  the  right  to  purchase  1  additional  share  of 
the  new  company's  stock  for  each  2  shares  of  such  stock  acquired  as  the  result  of  the 
consolidation.  As  a  result  of  the  exercise  of  these  rights,  stockholders  of  North  American 
Investors  Corporation  purchased  an  additional  19,908%  shares  and  stockholders  of  Fron- 
tier National  Corporation  purchased  an  additional  8,200  shares  of  the  stock  of  Liberty 
Share  Corporation.  The  stockholders  of  Liberty  Bond  &  Share  Corporation  on  the  exercise 
of  their  rights,  however,  acquired  75,000  additional  shares  of  the  stock  of  Liberty  Share 
Corporation  (ibid,  and  op.  cit.  supra,  note  386,  Commission's  Exhibits  Nos.  867  and  891). 
Finally,  Liberty  Share  Corporation  offered  an  additional  114,320  %  shares  of  its  stock  to 
various  directors  and  officers  of  Liberty  Bank  of  Buffalo,  the  consolidating  companies,  and 
to  others,  at  a  price  of  $30  a  share  (op.  cit.  supra,  note  386,  Commission's  Exhibit  No. 
877).  As  a  result  of  the  consolidation,  the  sale  of  its  stock  to  the  stockholders  of  the 
consolidating  companies  and  others.  Liberty  Share  Corporation  had  acquired  net  assets 
of  $9,718,036  and  had  issued  therefor  450,000  shares  of  its  capital  stock.  However,  the 
stockholders  of  Liberty  Bond  &  Share  Corporation  who  had  contributed  a  total  of  $3,650,- 
742,  or  approximately  40%  of  its  net  assets,  to  Liberty  Share  Corporation  received  as 
consideration  therefor  225,000  shares  or  50%   of  the  stock  of  Liberty  Share  Corporation. 

i"The  Banking  Act  of  1933  (12  U.  S.  C.  A.  §378)  compelled  officers  and  directors  of 
banks  which  were  members  of  the  Federal  Reserve  System  to  sever  their  relationships 
with  security  affiliates  (id.,  at  8909  and  8936-7).  After  the  passage  of  this  Act,  11  of  the 
16  directors  of  Liberty  Share  Corporation  who  were  also  officers  and  directors  of  the 
Liberty  Bank  resigned  as  directors  of  Liberty  Share  Corporation    (ibid.). 

"8  Id.,  at  8909. 

""  Op.  cit.  supra,  note  389,  Pt.  I,  Item  9. 

^20  Op.  cit.  supra,  note  386,  at  9187-8. 

«^Id.,  at  9186-8. 
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conceded,  the  connection  of  Liberty  Share  Corporation  with  Liberty 
Bank  of  Buffalo  actually  proved  to  be  of  no  value.  Under  the  man- 
agement of  Liberty  Bank  of  Buffalo  the  value  of  the  assets  of 
Liberty  Share  Corporation,  the  consolidated  company,  declined  from 
$10,410,722,  the  total  capital  contributed  to  the  company  by  its  stock- 
holders, to  $712,936  at  September  30,  1936.^22    Mr.  Ruth  testified :  ^'-^ 

A.  Well,  I  think  that  the  big  point  that  was  the  motivating  influence  or 
force  surrounding  this  consolidation  was  the  dominant  position  of  the  Liberty 
Bank  of  Buffalo,  in  Buffalo.  It  was  and  still  is  one  of  the  three  largest  bank- 
ing institutions,  by  far,  and  well  recognized. 

Q.  And  you  thought  that  out  of  that  aura  of  prominence  there  would  be 
some  benefit;  is  that  right? 

A.  Not  only  prominence,  but  I  think  that  it  is  a  fair  statement  to  make  that 
not  only  was  the  bank  prominent,  but  it  had  a  long  record  of  success. 

Q.  So  that  a  large  part  of  the  premium  which  your  shareholders  [the  stock- 
holders of  North  American  Investors  Corporation  and  Frontier  National  Cor- 
poration] paid,  was  for  this  affiliation  with  this  management. 

A.  It  was  potential  value. 

Q.  And  it  turned  out  in  fact  to  be  a  gold  brick. 

A.  It  didn't  turn  out  to  be  of  potential  value.     *     *     * 

One  of  the  "very  prominent  causes"  ^-*  of  the  shrinkage  in  assets  of 
Liberty  Share  Corporation  were  losses  ^^^  suffered  on  loans  made  to 
officers  and  directors  of  the  corporation  and  of  Liberty  Bank  of  Buf- 
falo to  enable  them  to  trade  in  securities,  particularly  the  stock  of 
Liberty  Bank  of  Buffalo.*-"  This  practice,  it  will  be  recalled,  had 
been  prevalent  in  Liberty  Bond  &  Share  Corporation,  one  of  the 
predecessors  of  Liberty  Share  Corporation.  Mr.  Ruth  testified  *^' 
that  although  he  was  aware  of  the  fact  that  in  excess  of  one-third 
of  the  gross  assets  of  Liberty  Bond  &  Share  Corporation  represented 
loans  made  by  that  corporation,  he,  as  the  representative  of  North 
American  Investors  Corporation,  had  made  no  attempt  to  ascertain 
the  nature  of  these  loans  prior  to  the  consolidation  of  the  companies : 

Q.  And  at  that  time,  or  prior  to  the  date  of  consolidation,  did  you  know  of 
this  $1,400,000  worth  of  margin  accounts  which  were  included  among  the  assets 
of  the  Liberty  Bond  &  Share  Corporation? 

A.  No ;  I  didn't. 


«3  Id.,  at  8896-8. 

^  Id.,  at  9199-200. 

*2*  Id.,  at  8899. 

^As  at  December  31,  1929,  loans  made  by  Liberty  Share  Corporation  to  its  own  ofB- 
cers  and  directors  and  to  officers  and  directors  of  Liberty  Bank  of  Buffalo  totaled 
$2,306,485.  As  at  December  31,  1930,  such  loans  totaled  $4,191,297.  At  December  31, 
1932,  these  loans  totaled  $2,875,600,  and  at  the  end  of  1933  such  loans  totaled  $2,996,303. 
During  1934,  these  loans  were  transferred  by  Liberty  Share  Corporation  to  Casterlan  Cor- 
poration, a  company  formed  for  the  purpose  of  liquidating  such  loans  (id.,  at  8929).  As 
at  May  22,  1936,  Casterlan  Corporation  held  obligations  of  existing  and  former  officers 
and  directors  of  Liberty  Share  Corporation  and  Liberty  Bank  of  Buffalo  in  the  face  amount 
of  $3,397,113,  secured  by  collateral  having  a  then  market  value  of  $479,635  (id..  Com- 
mission's Exhibit  No.  875).  In  other  words,  on  these  loans  an  unrealized  loss  of  $2,921,- 
769  had  been  incurred. 

^  Id.,  at  8948. 

^  Id.,  at  9197-8. 
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Q.  You  knew  their  accounts  payable  were  there? 

A.  Yes. 

Q.  But  you  didn't  know  that  they  were  margin  accounts? 

A.  I  didn't  know  the  details  of  it. 

Q.  Did  you  know  that  they  were  margin  accounts? 

A.  No. 

Q.  And  did  you  know  that  half  of  those  accounts  were  margin  accounts  in 
which  ofBcers  and  directors  of  the  bank  or  Liberty  Bond  &  Share  were  in- 
volved ? 

A.  No,  sir. 

Q.  Do  you  know  whether  the  president  of  the  Frontier  National  knew  of 
that  information? 

A.  I  don't  know. 

*  ****** 

Q.  What  information 

A.  I  am  not  indicating,  however,  that  I  couldn't  have  found  out,  and  if  I 
didn't  know  it,  perhaps  I  am  just  as  much  to  be  criticized  as  anyone,  as  I 
view  it  now. 

Q.  You  relied,  didn't  you,  upon  the  names  of  the  men  who  were  involved;  is 
that  it? 

A.  Well,  I  think  that  that  is  a  fair  assumption.  I  think  that  99  percent  of 
the  people  of  the  City  of  Buffalo  would  have  done  the  same  thing. 

On  March  18,  1929,  the  respective  managements  of  the  consolidat- 
ing companies  mailed  identical  letters  *^^  to  their  stockholders  inform- 
ing them  of  the  impending  consolidation  and  soliciting  their  proxies 
to  be  voted  in  favor  of  the  consolidation  by  their  managements.  Al- 
though most  of  the  stockholders  of  the  three  companies  were  resi- 
dents of  Buffalo,  in  which  city  the  meetings  to  pass  on  the  plan  of 
consolidation  were  to  be  held,  the  stockholders  of  the  three  compa- 
nies were  not  requested  to  attend  the  meetings  personally.  Instead, 
they  were  requested  to  transmit  to  their  respective  managements, 
proxies  to  vote  their  shares  in  favor  of  the  consolidation. 

Nor  were  the  letters  accompanied  by  financial  statements  of  any  of 
the  companies  or  of  the  consolidated  company.  No  balance  sheets  or 
income  statements  of  the  companies  were  included  in  the  literature 
used  to  solicit  proxies.  Philip  L.  Gerner,  an  officer  and  director  of 
Liberty  Bank  of  Buffalo  and  the  first  president  of  Liberty  Share 
Corporation,  testified :  *^^ 

Q.  They  [the  letters  soliciting  proxies]  ask  for  a  blank  delegation  to  some- 
body appointed  by  the  directors  or  the  management  on  the  inside.  There  is 
nothing  *  *  *  which  gives  either  the  comparative  book  [asset]  value  or  a 
comparative  statement  of  their  earnings  or  any  statement  as  to  the  liabilities, 
relative  assets  and  liabilities.     In  fact,  there  are  no  figures,  are  there? 

A.  Not  to  the  stockholders ;  no,  sir. 

******* 

Q.  Is  there  anything  upon  which  an  intelligent  investor  could  make  his  deci- 
sion as  to  whether  to  give  his  proxies,  other  than  to  rely  upon  the  good  faith 
of  the  people  that  are  involved.  He  was  asked  to  sign  the  proxy  upon  the  good 
faith  of  the  people? 

A.  He  relied  on  the  people  involved ;  that  is  right. 


*28  Id.,  Commission's  Exhibit  No.  891. 
*»Id.,  at  9192,  9196. 
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As  a  result,  tlie  stockholders  of  North  American  Investors  Corpora- 
tion and  of  Frontier  National  Corporation  were  not  informed  of  the 
losses  in  asset  values  which  they  would  suffer  if  they  accepted  the 
plan.  The  stockholders  of  North  American  Investors  Corporation,  a 
company  which  had  restrictions  upon  the  investment  policies  which 
might  be  pursued  by  its  management,  were  not  informed  of  the  fact 
that  the  charter  and  bylaws  of  Liberty  Share  Corporation  contained 
no  limitations  upon  the  investment  policies  which  its  management 
might  adopt.*^°  The  stockholders  of  Frontier  National  Corporation 
and  of  North  American  Investors  Corporation  were  not  informed  of 
the  fact  that,  in  contrast  to  their  own  companies  whose  assets  consisted 
almost  entirely  of  cash  and  securities,  a  substantial  portion  of  the 
assets  of  Liberty  Bond  &  Share  Corporation  consisted  of  accounts 
receivable  due  from  the  officers  and  directors  of  Liberty  Bank  of 
Buffalo  and  of  the  investment  company  itself.  Mr.  Ruth  character- 
ized these  omissions  of  material  facts  as  the  "usual  practice  of  the 
times" :  ^^^ 

Q.  Now,  also,  you  sent  out  a  page  and  a  half  letter  of  solicitation  to  your 
stockholders.  You  didn't  disclose  any  information  to  them  upon  which  they 
could  consider  the  fairness  of  the  transaction.  All  that  you  did  was  to  say  that 
you  were  in  favor  of  it  and  "please  send  in  your  proxy." 

A.  I  think  that  we  followed  the  usual  practice  of  the  times,  that  we  indi- 
cated  

Q.  But  that  is  what  you  did? 

A.  That  is  what  we  did,  which  was  the  usual  thing. 

On  April  2,  1929,  the  consolidation  was  approved  by  the  more  than 
2,700  stockholders  of  the  three  companies  without  a  dissenting  vote. 
However,  only  about  25  stockholders  personally  appeared  at  the  meet- 
ings.*^^  Thus  the  consolidation  was  in  effect  approved  by  the  manage- 
ments of  the  three  companies  who  had  obtained  proxies  to  vote  the 
shares  of  the  vast  majority  of  the  stockholders  of  the  three  companies. 

c.  Market  Operations  in  S9curities  of  Merging  Companies 

In  addition  to  their  control  of  the  preparation  of  the  literature 
used  to  solicit  proxies,  managements  have  employed  other  devices  to 
make  their  plans  for  mergers,  consolidations,  and  sales  of  the  entire 
corporate  assets  seem  attractive  to  stockholders.  Managements  can 
cause  their  corporations  to  purchase  their  own  securities  in  order  to 
stabilize  or  to  increase  artifically  the  market  value  of  such  securities. 
The  rising  market  quotations  for  and  the  increased  market  volurne 
of  trading  in,  the  securities  affected  by  a  plan  of  merger  or  consoli- 
dation during  the  interim  between  the  announcement  of  the  plan  and 
the  stockholders'  meetings  to  pass  upon  the  plan,  will  suggest  that  the 
plan  has  been  approved  by  investors  generally  and  clearly  will  have  a 

■"^o  Id.,  Commission's  Exhibit  No.  867. 

«i  Id.,  at  9201. 

«=  Id.,  at  9188,  9193-4. 
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tendency  to  induce  stockholder  assents  to  the  plan.*^'  In  the  past,*^* 
manipulation  or  stabilization  of  the  market  prices  of  the  securities  of 
mer^in^  investment  companies  in  order  to  induce  the  assent  of  their 
stockholders  to  the  consummation  of  the  plan  of  merger  has  not  been 
uncommon.*^^  The  artificial  increase  of  the  market  price  of  the  stock 
of  The  Goldman  Sachs  Trading  Corporation  because  of  that  corpora- 
tion's own  market  purchasing  activities,  as  an  incident  to  its  purchase 
in  1929  of  all  the  assets  of  Financial  and  Industrial  Securities  Cor- 
poration is  illustrative  of  this  practice. 

(1)  SALE   OF  ASSETS   OF  FINANCIAL  AND  INDUSTRIAL   SECURITIES 
CORPORATION  TO  THE  GOLDMAN  SACHS  TRADING  CORPORATION 

Financial  and  Industrial  Securities  Corporation  was  organized  in 
Maryland  on  December  24,  1925,*^*^  largely  as  a  holding  company  for 
substantial  blocks  of  the  voting  stock  of  the  Manufacturers  Trust 
Co.  (New  York,  N.  Y.),  National  Liberty  Insurance  Co.  of  Amer- 
ica, Baltimore  American  Insurance  Co.  of  New  York,  and  Peoples 
National  Fire  Insurance  Co.  of  Delaware  previously  owned  by 
Kalph  Jonas  and  his  associates.^"  As  at  December  31,  1928,  the 
corporation  had  total  assets  of  $111,000,000  *^^  and  had  outstand- 
ing  approximately    1,700,000   shares   of   capital   stock  *^^    of   which 

«3  "While  a  corporation  may  have  legal  'power'  to  trade  in  its  own  stock  its  'purposes' 
are  certainly  not  that.  In  theory  the  corporate  capital  is  to  be  used  for  other  business 
purposes,  trading  in  its  own  stock  being  only  incidental  and  contemplated  only  in  con- 
nection with  some  other  corporate  activity.  The  purchaser  of  the  stock  at  the  pegged 
level  is,  it  would  seem,  entitled  to  assume  that  this  is  the  level  which  outsiders  in  the 
market  are  at  present  buying  the  stock  ;  certainly,  were  he  informed  that  the  real  buyer 
at  that  level  was  the  corporation,  his  appraisal  of  the  security  might  be  radically 
changed."  Berle,  "Liability  for  Stock  Market  Manipulation"  (1931),  31  Columbia  Law 
Review  264,  276.  For  a  detailed  discussion  of  the  repurchases  of  their  own  securities  by 
investment  companies,  see  Ch.  Ill  of  this  part  of  the  report,  pp.  953-1015. 

*®*  Section  9  (a)  (2)  of  the  Securities  Exchange  Act  of  1934  makes  it  unlawful  for  any 
person  "to  effect  alone  or  with  one  or  more  persons,  a  sei-ies  of  transactions  in  any  se- 
curity registered  on  a  national  securities  exchange  creating  actual  or  apparent  active 
trading  in  such  security  or  raising  or  depressing  the  price  of  such  security,  for  the  purpose 
of  inducing  the  purchase  or  sale  of  such  security  by  others."  Section  9  (a)  (6)  of  the 
same  act  makes  it  unlawful  for  any  person  "to  effect  either  alone  or  with  one  or  more 
other  persons  any  series  of  transactions  for  the  purchase  and/or  sale  of  any  security  regis- 
tered on  a  national  securities  exchange  for  the  purpose  of  pegging,  fixing,  or  stabilizing 
the  price  of  such  security  in  contravention  of  such  rules  and  regulations  as  the  Commission 
may  prescribe  as  necessary  or  appropriate  in  the  public  interest  or  for  the  protection  of 
investors." 

These  sections,  however,  apply  only  to  securities  listed  on  national  securities  exchanges. 
As  has  been  indicated  in  Ch.  IV  of  Part  Two  (House  Doc.  No.  70,  76th  Cong.)  of  this 
report,  securities  of  a  substantial  number  of  investment  companies  are  not  listed  on 
exchanges  but  are  traded  in  only  over  the  counter.  Under  the  provision  of  Section  15  (c) 
of  the  Securities  Exchange  Act  of  1934,  the  manipulation  of  over-the-counter  securities  by 
"brokers  and  dealers"  only  is  proscribed. 

^  Compare  the  stabilization  of  the  market  prices  of  the  common  stock  of  The  Equity 
Corporation  and  of  Atlas  Corporation  during  the  pendency  of  their  exchange  offers  for  the 
securities  of  their  controlled  companies,  discussed  supra,  pp.   1373-83. 

^«  Public  Examination,  Financial  and  Industrial  Securities  Corporation,  Commission's 
Exhibit  No.  2096. 

«'  See  Part  One  (House  Doc.  No.  707,  75th  Cong.),  Ch.  Ill,  pp.  90-1 ;  op.  cit.  supra,  note 
436,  at  18900,  and  Commission's  Exhibit  No.  2097. 

«8  Public  Examination,  The  Goldman  Sachs  Trading  Corporation,  Commission's  Exhibit 
No.  1679. 

*»  Ibid.  Financial  and  Industrial  Securities  Corporation  had  originally  had  an  issue  of 
preferred  stock  outstanding  which,  however,  had  been  called  for  redemption  on  December 
31,  1928   (op.  cit.  supra,  note  436,  Commission's  Exhibit  No.  3008). 
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approximately  750,000  shares  or  45  percent  of  the  total  were  owned 
beneficially  by  Ralph  Jonas.*^°  By  far  the  largest  part  of  the  assets 
of  Financial  and  Industrial  Securities  Corporation  consisted  of  its 
holdings  of  32  percent  of  the  capital  stock  of  the  Manufacturers  Trust 
Co. ;  47  percent  of  the  stock  of  National  Liberty  Insurance  Co.  of 
America;  33  percent  of  the  stock  of  Baltimore  American  Insurance 
Co.  of  New  York,  and  49  percent  of  the  stock  of  Peoples  National 
Fire  Insurance  Co.  of  Delaware,*"  hereinafter  referred  to  as  the 
"National  Liberty  group"  of  insurance  companies. 

In  September  of  1928,  Sidney  J.  Weinberg,  a  partner  in  the  New 
York  investment  banking  firm  of  Goldman,  Sachs  &  Co.  informed 
Nathan  Jonas,  a  brother  of  Ralph  Jonas,  and  the  president  of  Manu- 
facturers Trust  Co.,  that  Goldman,  Sachs  &  Co.  would  like  "to  take 
an  interest"  in  the  bank.**^  Nathan  Jonas  referred  Goldman,  Sachs 
&  Co.  to  his  brother,  Ralph  Jonas,  the  chairman  of  the  board  of 
directors  and  largest  stockholder  of  Financial  and  Industrial  Securi- 
ties Corporation  which,  as  has  been  stated,  then  owned  approximately 
32  percent  of  the  stock  of  the  bank,  a  block  of  stock  sufficient  to  con- 
stitute working  control  of  the  bank.**^ 

Ralph  Jonas  suggested  that  Goldman,  Sachs  &  Co.  "take  a  sub- 
stantial position  in  Financial  and  Industrial  Securities  Corpora- 
tion." *^*  This  proposition,  howeA^er,  Goldman,  Sachs  &  Co.  refused 
to  consider  on  the  ground  that  it  preferred  to  form  its  own  invest- 
ment company.**^ 

On  December  4,  1928,  Goldman,  Sachs  &  Co.  caused  The  Goldman 
Sachs  Trading  Corporation  to  be  incorporated  in  Delaware  with  an 
authorized  capitalization  of  2,500,000  shares  of  capital  stock,  all  of 
one  class  and  without  par  value.***'  Goldman,  Sachs  &  Co.  on  the 
same  day  entered  into  a  mangement  contract**^  with  the  new  com- 
pany which  granted  to  the  investment  banking  firm  the  exclusive 
right  to  manage  the  affairs  of  the  corporation  for  a  period  of  10 
years.**^    All  of  the  partners  of  the  firm  of  Goldman,  Sachs  &  Co. 

^^o  Op.  cit.  supra,  note  438,  at  16281-2. 

«i  Id.,  at  14950-1,  and  Commission's  Exhibit  No.  1667.  The  total  market  value  of  the 
securities  of  the  bank  and  the  three  insurance  companies  held  by  Financial  and  Industrial 
Securities  Corporation  as  at  February  21,  1929,  the  date  of  the  sale  of  its  assets  to  The 
Goldman  Sachs  Trading  Corporation  was  approximately  $88,000,000,  or  75%  of  its  then 
total  assets  of  $117,500,000  (id.,  Commission's  Exhibit  No.  1683). 

<«  Id.,  at  16269-70. 

«s  Waddill  Catchings,  who  in  1929  was  the  senior  partner  in  Goldman,  Sachs  &  Co.  (id., 
at  15862),  denied  that  a  32%  interest  in  the  stock  of  the  bank  would  constitute  "control" 
(id.,  at  15946-7).  However,  Harvey  D.  Gibson,  the  present  president  of  Manufacturers 
Trust  Company,  who,  with  associates,  purchased  the  bulk  of  The  Goldman  Sachs  Trading 
Corporation's  holdings  of  the  stock  of  Manufacturers  Trust  Company  in  January  1931 
(id.,  at  17483  et  seq.),  conceded  that  a  32%  interest  in  the  stock  of  the  bank  was  "work- 
ing control." 

Q.  You  take  The  Goldman  Sachs  Trading  Corporation  which  owned  32%  of  the 
total  outstanding  stock  of  the  bank  directly  or  indirectly  either  through  itself  or 
through  its  insurance  companies,  and  that  is  virtually  control,  isn't  it? 

A.  That  is  working  control,  there  is  no  doubt  about  it     *      *      *      (id.,  at  17507-8). 
«*  Id.,  at  16271. 
♦«  Id.,  at  16269-72. 

*^»  Id.,  at  15862,  and  Commission's  Exhibit  No.  1652. 
«''  Id.,  Commission's  Exhibit  No.  1654. 

««  However,  the  contract  could  be  terminated  at  any  time  by  the  vote  of  the  holders  of 
a  majority  of  The  Goldman  Sachs  Trading  Corporation's  shares  (ibid.). 
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constituted  all  of  the  directors  of  The  Goldman  Sachs  Trading  Cor- 
poration.*^^ 

By  January  31,  1929,  the  corporation  had  issued  1,125,000  shares 
of  its  capital  stock  for  which  it  had  received  a  total  consideration 
of  approximately  $115,000,000.*^°  Goldman,  Sachs  &  Co.  had  ac- 
quired 100,000  shares  of  the  investment  company's  stock  at  a  cost 
of  $1,000,000.*^^ 

Financial  and  Industrial  Securities  Corporation  purchased  49,000 
shares  of  the  stock  of  The  Goldman  Sachs  Trading  Corporation  at 
$102  a  share,  the  price  at  which  the  stock  was  offered  to  the  group 
of  dealers  which  distributed  the  securities  of  The  Goldman  Sachs 
Trading  Corporation.*^^  -phe  imj)ortance  of  these  holdings  of  The 
Goldman  Sachs  Trading  Corporation  stock  by  Fina.ncial  and  Indus- 
trial Securities  Corporation  in  the  development  of  the  plans  to  com- 
bine the  two  companies  will  appear  later. 

The  prospectus  issued  in  connection  with  the  sale  of  the  securi- 
ties of  The  Goldman  Sachs  Trading  Corporation  stated  that  its 
purposes  were  to  buy,  sell,  trade  in,  or  hold  stocks  and  securities 
of  any  kind;  to  participate  in  syndicates  and  underwritings ;  and  to 
exercise  such  other  of  its  charter  powers  as  its  board  of  directors  may 
from  time  to  time  determine.*^^  The  statement  gave  no  inkling  of 
any  intention  upon  the  part  of  the  company's  management  to  invest 
its  funds  for  the  purpose  of  acquiring  control  of,  or  substantial  se- 
curity interests  in  financial  or  other  institutions.*^*  On  the  contrary, 
the  name  of  the  corporation  suggested  that  its  principal  purpose 
would  be  to  trade  in  securities.  In  fact,  in  a  letter  *^^  to  the  group 
of  dealers  who  had  sold  the  investment  company  securities  to  the 
public,  it  was  stated  that  the  company  would  have  "in  general  the 
purposes  of  a  trading  investment  trust."  Presumably  this  informa- 
tion was  communicated  by  the  dealers  to  their  customers.  Similarly, 
in  a  letter  *^®  written  by  Goldman,  Sachs  &  Co.  to  the  New  York  Stock 
Exchange  prior  to  the  formation  of  the  investment  company  it  was 
stated  that  the  firm  proposed  to  form  a  corporation  "whose  principal 
object  would  be  to  trade  in  securities." 

**9  The  management  contract  between  the  banking  firm  and  The  Goldman  Sachs  Trading 
Corporation  required  all  directors  of  the  corporation  to  be  approved  by  Goldman,  Sachs  & 
Co.  (ibid.). 

«» Id.,  Commission's  Exhibit  No.  1657. 

«i  Id.,  Commission's  Exhibit  No.  1656.  For  a  more  detailed  discussion  of  the  public  dis- 
tribution of  the  stock  of  The  Goldman  Sachs  Trading  Corporation  see  Ch.  Ill  of  this  part 
of  the  report,  pp.  922-8. 

«2  Op.  cit.  supra,  note  438,  at  16294-5. 

*«  Id.,  Commission's  Exhibit  No.  1656. 

■*"  Nevertheless,  by  September  1929,  within  10  months  after  the  organization  of  The 
Goldman  Sachs  Trading  Corporation,  approximately  75%  of  its  then  assets  of  approxi- 
mately $326,000,000  (id.,  at  16077-80)  was  invested  directly  or  through  subsidiaries  in 
either  controlling  or  influential  blocks  of  the  stock  of  5  commercial  banks  and  their  secu- 
rity affiliates  (2  situated  in  New  York,  1  in  Philadelphia,  1  in  Chicago,  and  1  in  San  Fran- 
cisco) ;  3  investment  companies ;  3  flre  insurance  companies ;  a  life  insurance  company ; 
8  investment  banking  corporations  ;  2  department  stores ;  a  real  estate  development  com- 
pany ;  a  barge  line  operating  on  the  Misssisssippi  River ;  a  mortgage  company ;  a  company 
engaged  in  the  exploitation  of  frozen  food  products ;  and  a  milk  products  company  (id., 
Commission's  Exhibit  No.  1667).  The  total  resources  of  these  various  enterprises  in 
which  The  Goldman  Sachs  Trading  Corporation  had  substantial  security  interests  as  at 
December  31,  1929,  was  approximately  $1,700,000,000  (id..  Commission's  Exhibit  No. 
1671). 

«5  Id.,  Commission's  Exhibit  No.  1674. 

«» Id.,  Commission's  Exhibit  No.  1673. 
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Mr.  Catchings  testified  that  the  purpose  of  The  Goldman  Sacha 
Tradino;  Corporation  was  to  "give  the  clients  and  customers  of  Gold- 
man, Sachs  &  Co.  the  same  kind  of  opportunity  of  making  money 
which  Goldman,  Sachs  &  Co.  as  a  firm  had  given  to  its  clients 
and  customers  in  previous  years."  *^^    Mr.  Catchings  testified :  *^^ 

Q.  What  was  the  experience  of  Goldman,  Sachs  &  Company  which  impelled 
you  to  bestow  the  same  favor  upon  anyone  of  the  American  public  who  would 
buy  shares  of  The  Goldman  Sachs  Trading  Corporation  stock  that  you  had 
bestowed  on  your  other  clients? 

A.  Throughout  the  whole  period  of  time  of  ins  and  outs  and  ups  and  downs 
of  business,  Goldman,  Sachs  &  Company  had  managed  to  select  for  issue  to 
the  public  securities  which  on  the  whole  had  turned  out  to  be  very  satisfactory 
investments,  and  it  was  the  opinion  of  the  firm  that  if  an  investment  and 
trading  company  was  formed  which  would  engage  in  somewhat  the  same  kind 
of  investment  policies  as  large  individuals  engaged  in  connection  with  securities 
issued  by  Goldman,  Sachs,  that  it  would  be  a  beneficial  thing  to  do. 

Q.  Then,  based  on  your  experience  you  were  organizing  this  investment  trust 
in  the  hope  that  you  would  be  able  to  duplicate  the  performance  of  your  client 
by  following  the  same  investment  policy,  namely,  investing  in  the  same  type 
of  stocks  that  you  had  sold  to  your  clients  as  a  banking  firm? 

A.  I  don't  think  we  had  any  anticipation  that  the  record  would  have  been 
made  during  a  period  when  a  great  many  private  companies  were  becoming 
public  companies,  and  there  was  a  great  increase  in  industrial  and  commercial 
activities — that  that  was  the  necessary  pattern  of  what  would  happen  in  the 
future,  but  we  all  felt  that  we  would  continue  to  be  able  to  select  enterprises 
which  in  their  early  stages  offered  such  terms,  under  such  able  management, 
because  our  whole  policy  had  been  to  issue  securities  where  the  management 
was  a  well-tried  management  and  knew  what  it  was  about,  and  in  issuing  that 
type  of  securities  these  men  were  successful  over  a  period  of  time,  and  the 
investor  made  money. 

Mr.  Catchings  further  testified :  ^^^ 

*  *  *  other  banking  houses  had  formed  investment  and  trading  com- 
panies and  more  were  doing  it,  and  we  felt  it  was  a  wise  thing  for  Goldman, 
Sachs  &  Company,  as  a  firm,  to  afford  to  its  clientele  the  same  type  of  invest- 
ment opportunity  and  service  which  every  house  was  affording  to  their  clientele. 

However,  despite  the  at  least  semipublic  declarations  of  a  policy 
of  The  Goldman  Sachs  Trading  Corporation  to  "trade  in  securities," 
Goldman,  Sachs  &  Co.  in  January  1929  again  approached  Ralph 
Jonas  to  negotiate  for  an  amalgamation  with  The  Goldman  Sachs 
Trading  Corporation  of  Financial  and  Industrial  Securities  Cor- 
poration, substantially  all  of  the  assets  of  which,  as  has  been  stated, 
consisted  of  controlling  blocks  of  the  stocks  of  Manufacturers  Trust 
Company  and  of  the  National  Liberty  group  of  fire-insurance  com- 

«T  Id.,  at  15888. 
«8Id.,  at  15889-94. 
«"  Id.,  at  15897. 


INVESTMENT    TRUSTS    AND    INVESTMENT    COMPANIES        1527 

panies.**'°  The  absorption  of  Financial  and  Industrial  Securities 
Corporation  by  The  Goldman  Sachs  Trading  Corporation  was  to  be 
accomplished  ultimately  by  an  exchange  of  The  Goldman  Sachs 
Trading  Corporation's  shares  for  those  of  Financial  and  Industrial 
Securities  Corporation. 

Although  Mr.  Catchings  denied  that  the  firm  of  Goldman,  Sachs  & 
Co,  had  any  personal  interest  ^"^^  in  the  contemplated  absorption  by 
The  Goldman  Sachs  Trading  Corporation  of  the  assets  of  Financial 
and  Industrial  Corporation,  he  admitted  that  banks  '^^-  and  insurance 
companies  were  "big  purchasers"  ^^^  of  securities  from  investment 
banking  firms  and  others.  And  from  February  21,  1929,  the  date  that 
the  assets  of  Financial  and  Industrial  Securities  Corporation  were 
acquired  by  The  Goldman  Sachs  Trading  Corporation,  the  firm  of 
Goldman,  Sachs  &  Co.,  which,  as  has  been  indicated,  controlled  the 
management  of  The  Goldman  Sachs  Trading  Corporation,*''*  sold 
approximately  $20,000,000  ^•'^  of  securities  to  the  Manufacturers  Trust 
Company  and  to  the  National  Liberty  group  of  insurance  companies. 

460  Waddill  Catchings,  the  senior  partner  of  Goldman,  Sachs  &  Co.  and  president  of 
The  Goldman  Sachs  Trading  Corporation,  testified  that  the  purpose  of  the  acquisition 
through  Financial  and  Industrial  Securities  Corporation  of  the  stock  of  the  bank  and  the 
insurance  companies  was  to  resell  a  large  proportion  of  such  stock  at  a  profit  after  the 
earnings  of  the  companies  had  increased  as  the  result  of  the  efforts  of  The  Goldman 
Sachs  Trading  Corporation  and  of  Goldman,  Sachs  &  Co.  to  "build  them  up"  (id.,  at 
16502),  a  procedure  which  he  characterized  as  "trading"  within  the  meaning  of  the  word 
as  used  in  the  letters  to  the  New  York  Stock  Exchange  and  to  the  dealers  who  had  sold 
the  investment  company's  securities  to  the  public  (id.,  at  16098-16100). 

*8ild.,  at  15899-90.     Mr.  Catchings  testified  (id.,  at  16631)  : 

Q.  I  suppose  you  today  reiterate  your  *  *  *  previous  assertion  that  the  di- 
rectors of  The  Goldman  Sachs  Trading  Corporation  weren't  even  remotely  interested 
in  acquiring  the  insurance  companies  because  of  their  potential  purchasing  power  of 
securities  In  which  Goldman,  Sachs  &  Company  were  the  bankers  ;  is  that  it  ? 

A.  Yes  ;  I  say  exactly  what  I  said  before.  I  think  the  word  "remotely"  isn't  in- 
volved in  what  I  said  before,  but  with  a  proper  understanding  of  the  word  "re- 
motely," I  say,  "yes." 

^82  Mr.  Catchings  testified  that  "a  bank  such  as  the  Manufacturers  Trust  Company,  of 
this  size  might  posssibly  at  times  have  been  a  large  buyer  of  securities  *  *  *"  (id., 
at  15954). 

^^  Mr.  Catchings  testified  that  "I  think  we  can  say  with  regard  to  insurance  com- 
panies that  they  are  what  you  would  call  'big  purchasers'  of  securities"    (id.,  at  15962). 

^^  Immediately  after  The  Goldman,  Sachs  Trading  Corporation  acquired  control  of  the 
Manufacturers  Trust  Company  and  of  the  National  Liberty  group  of  insurance  companies, 
Messrs.  Waddill  Catchings,  Walter  Sachs,  and  Sidney  J.  Weinberg  of  Goldman,  Sachs  & 
Co.  became  members  of  the  boards  of  directors  of  these  companies  (id.,  at  15948,  16614-9). 
In  the  case  of  the  Manufacturers  Trust  Company,  13  of  its  30  directors  either  were  part- 
ners in  the  firm  of  Goldman,  Sachs  &  Co.  or  were  directors  and  officers  of  banking  clients 
of  that  firm  (id.,  at  16020-24).  Mr.  Catchings  testified  that  "we  did  exercise  a  con.sider- 
able  influence  in  the  Manufacturers  Trust  Company"  (id.,  at  15949)  and  that  "Goldman, 
Sachs  &  Company  did  •  *  *  suggest  favorable  investment  opportunities  to  the  officials 
of  the  National  Liberty  group  of  insurance  companies  for  their  consideration"  (id.,  at 
16637). 

^"5  Id.,  Commission's  Exhibits  Nos.  1663  and  1664.  The  dollar  amount  of  the  sales  of 
securities  made  by  Goldman,  Sachs  &  Co.  to  the  bank  and  3  insurance  companies  during 
1929  was  as  follows  (ibid.)  : 

Manufacturers  Trust  Company $16,  122,  602.  86 

National  Liberty   Insurance  Company 2,  611,  993.  08 

Baltimore  American   Insurance  Company 774,'  13l!  25 

Peoples  National  Fire  Insurance  Company 342,  887.  50 

Of  the  $16,122,602.86  of  securities  sold  by  Goldman,  Sachs  &  Co.  to  Manufacturers  Trust 
Company,  approximately  $12,000,000  represented  participation  by  the  bank  in  underwrit- 
ing syndicates  headed  by  Goldman,   Sachs  &  Co.  or  in  which  Goldman,  Sachs  &  Co.  as  a 
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During  the  course  of  the  negotiations  in  January  1929  for  the 
acquisition  by  The  Goldman  Sachs  Trading  Corporation  of  the  assets 
of  Financial  and  Industrial  Securities  Corporation,  the  market  price 
of  the  stock  of  The  Goldman  Sachs  Trading  Corporation  on  the  New 
York  Curb  Exchange  ranged  from  $117  to  $136  per  share;  its  asset 
value  ranged  from  $100  to  approximately  $108  per  share.*^**  The 
market  value  of  the  stock  of  Financial  and  Industrial  Securities  Cor- 
poration as  quoted  over  the  counter  **'^  during  the  month  of  January 
1929  ranged  from  $133  to  $143  a  share,  although  the  asset  value  of  the 
stock  was  between  $70  and  $80  per  share.*^^ 

Because  of  the  greater  disparity  between  the  market  and  asset  value 
of  the  stock  of  Financial  and  Industrial  Securities  Corporation,  an 
exchange  of  shares  of  the  two  corporations  on  the  basis  of  their  mar- 
ket values  would  result  in  a  large  dilution  in  the  existing  participa- 
tion in  the  assets  of  their  company  by  the  stockholders  of  The  Gold- 
man Sachs  Trading  Corporation.     For  example,  on  the  basis  of  a 

participant  had  reallocated  a  portion  of  its  participation  to  the  bank  (id.,  at  15977  and 
Commission's  Exhibits  Nos.  1663  and  1664). 

In  addition  to  its  participation  in  underwriting  syndicates  with  Goldman,  Sachs  & 
Co.,  the  Manufacturers  Trust  Company  also  participated  with  Goldman,  Sachs  &  Co.  and 
others  in  accounts  formed  by  Goldman,  Sachs  &  Co.  in  September  and  December  1929,  to 
trade  in  the  stock  of  The  Goldman  Sachs  Trading  Corporation  (id..  Commission's  Exhibits 
Nos.  1692  and  1693).  On  its  participation  in  these  accounts,  the  bank  suffered  losses  in 
excess  of  $1,000,000  (id.,  at  16364-5  and  Commission's  Exhibits  Nos.  1692  and  1693).  When 
questioned  with  reference  to  the  participation  of  the  bank  in  these  trading  accounts,  Mr. 
Catchings  testified  (id.,  at  16357)  : 

Q.  You  had  no  feeling  of  hesitation  about  asking  the  Manufacturers  Trust  Com- 
pany which  was  a  commercial  bank  and  which  had  on  deposit  the  public's  funds,  to 
participate  in  an  account  which  was  speculating  in  Goldman  Sachs  Trading  Corpora- 
tion stock? 

A.  I  hadn't  the  slightest  question  about  asking  them  in,  and  I  haven't  got  it  now. 
I  think  it  was  an  entirely  proper  thing  for  them  to  do,  if  they  want  to  do  it. 

Harvey  D.  Gibson,  the  present  president  of  the  Manufacturers  Trust  Company,  who 
with  associates  purchased  the  bulk  of  The  Goldman,  Sachs  Trading  Corporation's  holding 
of  the  stock  of  the  Manufacturers  Trust  Company  in  January  1931  (id.,  at  17481,  et  seq.) 
testified  as  follows  with  reference  to  the  securities  contained  in  the  bank's  portfolio  at 
that  date  (id.,  at  17499-17500)  : 

Q.  Did  you  find  in  the  portfolio  of  the  bank  substantial  blocks  of  securities  of 
companies  which  were  affiliated  with  The  Goldman  Sachs  Trading  Corporation? 

A.  Oh,  yes  ;  that  is  true. 

Q.  What  do  you  mean  by  "affiliated"?    Maybe  we  are  not  using  the  same  expression. 

A.  Well,  securities  of  which  they  had  blocks  and  in  which  they  had  been  active  in 
distributing  to  the  public. 

Q.   Securities  like  Shenandoah   [Corporation]? 

A.  Shenandoah,  Blue  Ridge. 

Q.  The  Goldman  Sachs  Trading  Corporation? 

A.  And  The  Goldman   Sachs  Trading  Corporation,   large  blocks   of  these   securities. 

Q.  And  from  these  affiliated  companies,  did  you  have  a  sense  of  awareness  that 
the  portfolio  of  Manufacturers  Trust  Company  included  a  substantial  amount  of 
securities  of  corporations  for  whom  Goldman,  Sachs  &  Company  had  acted  as  bankers? 

A.  Yes  ;  in  a  considerable  amount. 

Prior  to  1929,  the  portfolio  of  the  National  Liberty  Insurance  Company  and  Baltimore 
American  Insurance  Company  consisted  primarily  of  holdings  of  the  stock  of  Manufac- 
turers Trust  Company  (id.,  at  16631  and  Commission's  Exhibits  Nos.  1714-5).  By  the 
end  of  1929,  the  portfolios  of  these  companies  included,  in  addition  to  the  stock  of  the 
Manufacturers  Trust  Company,  securities  of  24  companies  who  were  banking  clients  of 
Goldman,  Sachs  &  Co.    (id.,  at  16635,  et  seq.). 

<6i>  The  original  agreement  for  the  purchase  of  the  assets  of  Financial  and  Industrial 
Securities  Corporation  by  The  Goldman  Sachs  Trading  Corporation  placed  the  asset  value 
of  The  Goldman  Sachs  Trading  Corporation's  assets  at  $122,000,000  or  approximately 
$108  per  share  for  each  of  its  outstanding  1,125,000  shares  (id.,  Commission's  Exhibits 
Nos.  1665,  1679). 

*6'  The  stock  of  Financial  and  Industrial  Securities  Corporation  was  not  listed  on  any 
securities  exchange. 

«8  Op.  cit.  supra,  note  438,  at  16273. 
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market  value  at  the  end  of  January  1929  of  $143  for  the  stock  of 
Financial  and  Industrial  Securities  Corporation  and  a  market  value 
of  $136  for  the  stock  of  The  Goldman  Sachs  Trading  Corporation,  an 
exchange  of  the  shares  on  the  basis  of  market  value  would  result  in 
the  receipt  by  the  stockholders  of  Financial  and  Industrial  Securities 
Corporation  of  approximately  1.05  shares  of  the  stock  of  The  Gold- 
man Sachs  Trading  Corporation  having  an  asset  value  before  the 
combination  of  the  two  companies  of  approximately  $113.40  in  ex- 
change for  each  of  their  shares  of  the  stock  of  Financial  and  Indus- 
trial Securities  Corporation  which  possessed  an  asset  value  of  between 
$70  and  $80  a  share. 

As  a  consequence,  in  all  the  negotiations  for  the  acquisition  of  the 
assets  of  Financial  and  Industrial  Securities  Corporation  by  The 
Goldman  Sachs  Trading  Corporation,  Waddill  Catchings,  the  presi- 
dent of  The  Goldman  Sachs  Trading  Corporation  and  the  leading 
partner  in  Goldman,  Sachs  &  Co.*"^  took  the  position  "that  any  dis- 
cussion would  have  to  be  predicated  upon  asset  values."  However, 
Mr.  Jonas  at  least  initially  contended  that  market  values  would  have 
to  be  considered  in  determining  the  basis  for  the  exchange  of  the 
shares  of  the  two  companies.  Because  of  this  difference  in  viewpoint 
the  negotiations  were  abandoned  for  a  time.    Mr.  Jonas  testified :  *™ 

A.  *  *  *  There  had  been  some  discussion  of  a  possible  basis  of  combina- 
tion and  Mr.  Catchings  took  the  position  that  any  discussion  would  have  to  be 
predicated  on  asset  values. 

Q.  What  was  your  thought? 

A.  In  the  initial  stages  we  felt  there  should  be  some  consideration  for  the 
market  viewpoint,  and  the  discussions  broke  off  because  of  that  difference  in 
viewpoint,  and  after  discussing  the  matter  with  my  associates,  we  felt  that  it 
would  be  desirable  even  on  the  basis  of  an  asset  position  to  make  a  combination 
of  interests  between  the  F.  and  I.  [Financial  and  Industrial  Securities  Corpora- 
tion] and  The  Goldman  Sachs  Trading  Corporation,  and  the  discussions  were 
continued  on  that  basis  and  as  a  result  of  the  change  of  position  on  our  part 
the  negotiations  were  consummated  along  those  lines. 

As  a  result  of  Mr.  Jonas'  agreement  to  discuss  the  combination  of 
the  two  companies  on  the  basis  of  asset  value,  negotiations  were  re- 
sumed on  January  29,  1929,  and  on  February  3,  1929,  the  parties  had 
reached  a  tentative  oral  agreement  •*' ^  for  the  combination  of  the  two 
companies  upon  an  asset  value  basis  in  the  following  manner:  For 
the  purpose  of  the  transaction  the  assets  of  The  Goldman  Sachs 
Trading  Corporation  were  valued  at  $122,000,000  and  the  assets  of 
Financial  and  Industrial  Securities  Corporation  were  valued  at 
$111,000,000.  Financial  and  Industrial  Securities  Corporation  was 
to  increase  its  assets  to  $122,000,000  by  offering  to  its  stockliolders 


^•®  Mr.  Catchings  severed  his  connection  with  the  firm  of  Goldman,  Sachs  &  Co.  and 
with  The  Goldman  Sachs  Trading  Corporation  in  May  1930. 

^^0  Op.  cit.  supra,  note  438,  at  16272-3. 

^""^  Mr.  Catchings  testified  that  the  only  thing  that  was  certain  about  the  oral  agreement 
of  February  3,  1929,  was  that  the  companies  would  be  combined  on  an  asset  value  basis 
(id.,  at  16189).  In  fact,  the  actual  mechanics  for  the  consummation  of  the  transaction 
were  not  worked  out  until  February  6,  1929  (ibid.).  As  will  be  seen  infra,  the  substantial 
market  purchase  of  its  own  stock  by  The  Goldman  Sachs  Trading  Corporation  was  an  im- 
portant factor  in  the  alteration  of  the  plans  of  the  parties.  The  oral  agreement  of  Feb- 
ruary 3,  1929,  was  transformed  into  a  written  agreement  on  February  6,  1929  (id.. 
Commission's  Exhibit  No.  1679). 
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550,000  shares  of  its  stock  at  $20  a  share.  At  the  conclusion  of  this 
offering  of  its  own  stock  in  addition  to  bringing  the  vahie  of  its 
assets  to  a  parity  with  those  of  The  Goldman  Sachs  Trading  Cor- 
poration, Financial  and  Industrial  Securities  Corporation's  existing 
outstanding  1,700,000  shares  of  stock  would  be  increased  to  2,250,000 
shares.  The  Goldman  Sachs  Trading  Corporation  thereafter  would 
increase  its  existing  1,125,000  shares  to  2,250,000  shares  by  the  declara- 
tion of  a  100%  stock  dividend  or  expressed  in  another  way,  by  a 
two  for  one  "stock  split  up"  ^^^  of  its  existing  shares,  and  would  issue 
for  all  of  the  assets  of  Financial  and  Industrial  Securities  Corpora- 
tion an  additional  2,250,000  shares  of  stock  of  The  Goldman  Sachs 
Trading  Corporation.  Financial  and  Industrial  Securities  Corpora- 
tion after  these  transactions  would  dissolve  and  distribute  the  2,250,- 
000  shares  of  The  Goldman  Sachs  Trading  Corporation  which  it  had 
received  in  exchange  for  all  of  its  assets,  share  for  share  to  the  holders 
of  the  2,250,000  shares  of  the  stock  of  Financial  and  Industrial  Se- 
curities Corporation.*^^  At  the  conclusion  of  those  proposed  trans- 
actions. The  Goldman  Sachs  Trading  Corporation  would  have  assets 
of  $244,000,000  and  have  outstanding  4,500,000  shares  of  stock  of 
which  2,250,000  shares  would  be  held  by  the  stockholders  of  The 
Goldman  Sachs  Trading  Corporation  prior  to  the  combination  of  the 
companies,  and  2,250,000  shares  would  be  held  by  the  former  stock- 
holders of  Financial  and  Industrial  Securities  Corporation. 

Although  Mr.  Jonas  as  the  owner  of  approximately  745,000  shares 
of  the  stock  of  Financial  and  Industrial  Securities  Corporation  would 
become  the  largest  stockholder  of  the  combined  company,*'*  the 
agreement  further  provided  that  Goldman,  Sachs  &  Co.  was  to  obtain 
a  management  contract  with  the  combined  company  on  terms  identi- 
cal with  its  existing  contract  with  The  Goldman  Sachs  Trading  Cor- 
poration *^^  and  that  the  six  partners  in  that  firm  ^'^^  were  to  be  six 
of  the  seven  directors  of  the  combined  company.  The  other  director 
was  to  be  Ralph  Jonas.*"  However,  one  of  the  reasons  which  ap- 
parently impelled  Mr.  Jonas  to  combine  Financial  and  Industrial 
Securities  Corporation  with  The  Goldman  Sachs  Trading  Corpora- 
tion and  to  accede  to  the  placing  of  the  management  of  the  combined 
company  in  Goldman,  Sachs  &  Co.  was  the  fact  that  Mr.  Jonas  and 
his  associates  were  physically  incapable  of  continuing  to  manage 
Financial  and  Industrial  Securities  Corporation.*^^ 

Although  Mr.  Catchings  and  Mr.  Jonas,  as  the  heads  of  their 
respective  companies,  had  agreed  on  a  tentative  plan  for  their  com- 
bination, a  sale  of  all  of  the  assets  of  Financial  and  Industrial  Securi- 
ties Corporation  to  The  Goldman  Sachs  Trading  Corporation  would 
require  the  approval  of  the  holders  of  a  majority  of  its  outstanding 

^'2  Id.,  at  15869  and  Commisssion's  Exhibit  No.  1687  (p.  4). 

^™  Id.,  Commission's  Exhibit  No.  1679. 

^'*  Under  the  tentative  plan  of  February  3.  1929.  Mr.  Jonas  would  have  received 
745,000  shares  of  the  stock  of  the  combined  company.  On  the  other  hand,  Goldman, 
Sachs  &  Co.  would  hold,  after  the  declaration  of  the  100%  stock  dividend  on  the  existing 
shares  of  the  stock  of  The  Goldman  Sachs  Trading  Corporation,  only  approximately 
200,000  shares  of  the  stock  of  that  company  (id.,  at  16296-7). 

^"  Id.,  Commission's  Exhibit  No.  1679. 

^'"Waddill  Catchings,  Arthur  Sachs,  Walter  E.  Sachs,  Henry  S.  Bowers,  Sidney  J. 
Weinberg,  and  Howard  J.  Sachs  (ibid.). 

«^  Ibid. 
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shares.*'^  As  has  been  stated,  Mr.  Jonas  and  his  immediate  associates 
held  only  approximately  45%  of  the  outstanding  stock  of  Financial 
and  Industrial  Securities  Corporation,*®" 

Furthermore,  indirectly  at  least,  the  consent  of  a  majority  of  the 
stockholders  of  The  Goldman  Sachs  Trading  Corporation  to  the  pur- 
chase of  all  of  the  assets  of  Financial  and  Industrial  Securities  Cor- 
poration would  have  to  be  obtained.  The  then  authorized  and  unis- 
sued stock  of  The  Goldman  Sachs  Trading  Corporation  totaled 
1,375,000  shares.*®^  However,  under  the  tentative  plan  to  which  Mr. 
Catchings  and  Mr.  Jonas  had  agreed.  The  Goldman  Sachs  Trading 
Corporation  would  be  required  to  issue  an  additional  3,375,000  shares 
of  its  own  stock — 1,125,000  shares  as  a  100%  stock  dividend  in  its 
existing  shares  and  2,250,000  shares  in  payment  for  the  assets  of 
Financial  and  Industrial  Securities  Corporation.  In  order  to  fulfill 
its  part  of  the  plan,  therefore,  the  authorized  capital  stock  of  The 
Goldman  Sachs  Trading  Corporation  would  have  to  be  increased. 
Under  the  corporation  law  of  Delaware,  this  could  not  be  done  except 
by  the  affirmative  vote  of  the  holders  of  a  majority  of  the  corpora- 
tion's shares.  As  has  been  stated,  the  firm  of  Goldman,  Sachs  &  Co. 
then  held  100,000  shares  of  The  Goldman  Sachs  Trading  Corporation 
or  slightly  less  than  10%  of  the  outstanding  1,125,000  shares  of  the 
company's  stock. 

Although  the  acquisition  by  The  Goldman  Sachs  Trading  Corpora- 
tion of  the  assets  of  Financial  and  Industrial  Securities  Corporation 
would  be  advantageous  to  the  firm  of  Goldman,  Sachs  &  Co.  by  bring- 
ing under  its  dominion  a  controlling  interest  in  a  bank  and  three 

■•^8  In  a  letter  dated  February  18,  1929,  to  the  stockholders  of  Financial  and  Industrial 
Securities  Corporation,  Mr.  Jones  stated   (id..  Commission's  Exhibit  No.  1687)  : 

A  great  many  other  stockholders  have  had  this  same  viewpoint,  and  have  urged 
that  the  only  weakness  in  F.  &  I.  was  that  its  operation  so  largely  depended  upon  a 
small  number  of  individuals.  Two  of  my  associates  have  broken  down  under  the 
strain.  A  third  is  now  ill,  and  I  myself  have  not  had  a  day's  vacation  in  two  and 
a  half  years.  It  is  not  prudent  to  trust  new  associates  with  large  responsibilities 
until  they  have  been  tried.  Under  these  circumstances  it  seemed  easier  to  combine 
with  some  existing  organization  of  standing  and  tried  and  trusted  ability  and  suc- 
cess. 

In  the  same  letter,  Mr.  Jonas  advanced  as  another  reason  for  the  combination  of  Finan- 
cial and  Industrial  Securities  Corporation  with  The  Goldman  Sachs  Trading  Corporation 
the  fact  that  "we  [the  management  of  Financial  and  Industrial  Securities  Corporation] 
believed  also  that  The  Goldman  Sachs  organization  could  materially  aid  the  growth  and 
profits  of  the  Manufacturers  Trust  Company  and  the  National  Liberty  group  of  Insurance 
Companies,  and  that  this  in  turn  would  likewise  result  in  direct  benefit  to  the  stock- 
holders of  the  investment  company  owning  large  blocks  of  these  securities"  (ibid.).  How- 
ever, The  Goldman  Sachs  Trading  Corporation  by  January  1931,  within  two  years  after 
it  had  acquired  the  assets  of  Financial  and  Industrial  Securities  Corporation,  had  sold  at 
tremendous  losses  the  bulk  of  the  shares  of  the  Manufacturers  Trust  Company  and  the 
National  Liberty  group  of  insurance  companies  which  had  been  included  in  the  assets  of 
Financial  and  Industrial  Securities  Corporation.     See  infra,  pp.  ]  560-1. 

<""  Although  the  Maryland  Corporation  law  in  general  provides  that  a  sale  of  all  the 
assets  of  a  company  must  be  approved  by  the  holders  of  two-thirds  of  its  shares  [Mary- 
land Code  Ann.  (Flack  1935),  Art.  23,  §  36],  it  permits  a  corporation  to  provide  in  its 
certificate  of  incorporation  for  the  approval  of  a  sale  of  the  corporate  assets  by  the  holders 
of  only  a  majority  of  the  shares  (id.,  §  23).  The  certificate  of  incorporation  of  Financial 
and  Industrial  Securities  Corporation  contained  such  a  provision  (op.  cit.  supra,  note  436, 
Commission's  Exhibit  No.  2096). 

«<)  Op.  cit.  supra,  note  438,  at  16281-2. 

«i  The  authorized  capital  stock  of  the  company  consisted  of  2,500,000  shares  of  which 
it  had  already  issued  1,125,000  shares.     See  supra,  pp.  1524-5. 
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insurance  companies,  all  of  which  were  "big  purchasers"  of  securities 
from  investment  bankers,*®^  conceivably  the  other  stockholders  of  The 
Goldman  Sachs  Trading  Corporation  might  have  objections  to  the 
amalgamation  of  the  two  companies.  A  substantial  portion  of  the 
assets  of  the  combined  companies  would  be  invested  in  controlling 
blocks  of  the  stock  of  a  bank  and  three  insurance  companies,  a  dis- 
tinct departure  from  the  semi-public  statement  that  "the  policy  of  The 
Goldman  Sachs  Trading  Corporation  would  be  to  trade  in  securities." 

The  purchase  of  the  assets  of  Financial  and  Industrial  Securities 
Corporation,  which  as  has  been  stated  consisted  primarily  of  control- 
ling interests  in  a  bank  and  three  insurance  companies,  was  also  a 
distinct  departure  from  a  policy  of  investing  in  industrial  securities 
of  a  type  previously  offered  to  the  public  by  the  firm  of  Goldman, 
Sachs  &  Co.,  a  policy  which,  as  Mr.  Catchings  testified,*^^  had  moti- 
vated that  firm  to  form  The  Goldman  Sachs  Trading  Corporation. 
Mr.  Catchings  conceded  that  the  actual  investment  policy  of  The  Gold- 
man Sachs  Trading  Corporation  was  not  "dominated"  by  the  original 
concept  of  the  investment  policy  which  the  company  would  pursue :  *^* 

Q.  And  you  say  that  was  the  policy  that  dominated  the  investments  of  Gold- 
man Sachs  Trading  Corporation,  Mr.  Catchings? 

A.  No ;  I  do  not.    I  didn't  say  that  was  the  policy  that  dominated  it.     *     *     * 

Moreover,  the  firm  of  Goldman,  Sachs  &  Co.,  although  experienced 
in  the  fields  of  investment  banking  and  in  the  discounting  of  commer- 
cial paper,*®^  had  never  managed  or  controlled  banks  and  insurance 
companies.    Mr.  Catchings  testified :  *^^ 

Q.  Had  you  ever  been  in  the  commercial  banking  business? 

A.  We  had  done  a  great  deal  of  business  in  Goldman  Sachs  that  was  very 
similar  to  commercial  banking. 

Q.  You  don't  say  the  business  of  owning  37  percent  of  the  stock  of  a  bank 
with  46  branches  (Manufacturers  Trust  Company)  is  analogous  to  discounting 
commercial  paper? 

A.  No ;  but  knowledge  of  business  conditions  and  risk  and  the  possibility  of 
lending  money  is  something  acquired  in  Goldman  Sachs  that  is  the  same  as  in 
the  commercial  banking  business. 

Q.  Had  you  ever  been  in  the  insurance  business  in  your  life? 

A.  Let  me  put  it  another  way.  With  the  exception  of  being  in  the  iron  busi- 
ness and  a  few  other  businesses  I  have  described  here,  I  have  never  actually 
been  in  any  other  kind  of  business.  I  have  been  combating  the  point  of  view 
that  you  are  presenting  to  me  for  a  great  many  years,  and  I  have  discovered 
that  in  the  shoe  business,  in  the  iron  business,  and  the  department  store  business 
the  executive  problems  of  business  are  very  much  the  same. 

However,  a  sharp  increase  in  the  market  value  of  the  stock  of  The 
Goldman  Sachs  Trading  Corporation  as  a  result  of  the  announcement 
of  the  plan  to  amalgamate  the  two  companies  would  do  much  to  over- 

*52  See  notes  462  and  463,  supra. 

^83  Op.  cit.  supra,  note  438,  at  15888-94. 

«*ld.,  at  15894. 

«5  Id.,  at  15886. 

^^  Id.,  at  16091-2.  In  fact  prior  to  the  acquisition  of  the  assets  of  Financial  and 
Industrial  Securities  Corporation  by  The  Goldman  Sachs  Trading  Corporation,  Mr.  Catch- 
ings had  never  .been  a  director  of  any  bank  (id.,  at  16527). 
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come  any  objections  of  the  stockholders  to  the  combination  of  the  two 
companies.  As  will  be  described  later,  The  Goldman  Sachs  Trading 
Corporation  took  steps  to  increase  artificially  the  market  value  of  its 
own  stock  before  announcing  a  final  plan  for  the  combination  of  the 
two  companies. 

Similar  objections  to  the  plan  might  be  urged  by  the  stockholders 
of  Financial  and  Industrial  Securities  Corporation.  As  has  been 
stated,  under  the  plan  of  February  3,  1929,  the  management  of  the 
combined  companies  was  to  be  vested  in  Goldman,  Sachs  &  Co.,  which 
had  never  been  connected  with  the  management  of  any  investment 
company  other  than  The  Goldman  Sachs  Trading  Corporation,  then 
only  two  months  old.  Nor  had  the  firm  had  any  experience  in  the 
control  and  management  of  banks  and  insurance  companies.  On  the 
other  hand,  Financial  and  Industrial  Securities  Corporation  had  been 
very  successful  during  the  three  years  that  it  had  been  managed  by 
Mr.  Jonas.^*^  Clearly  the  stockholders  of  Financial  and  Industrial 
Securities  Corporation  might  not  agree  to  a  shift  of  their  assets  to 
the  untried  management  of  Goldman,  Sachs  &  Co.  In  fact,  Mr.  Jonas 
testified  that  he  discussed  this  point  with  Mr.  Catchings  during  the 
course  of  their  negotiations :  *^^ 

Q.  And  during  the  years  that  F.  &  I.  had  been  in  existence  the  management 
had  been  very  successful,  isn't  that  so,  from  the  point  of  view  of  at  least  policies 
and  unrealized  appreciation  on  their  securities? 

A.  That  seemed  to  be  the  general  opinion. 

Q.  And  did  you  discuss  with  Mr.  Catchings  the  problem  of  persuading  the 
stockholders  in  F.  &  I.  of  turning  in  their  stock  of  the  trust  that  had  had  such 
a  success  for  three  years  with  a  corporation  which  had  just  been  organized  one 
month  on  the  basis  of  assets  for  assets  and  not  market  for  market? 

A.  Well,  I  didn't  discuss  it  from  the  viewpoint  of  persuading  the  stock- 
holders, but  I  discussed  it  and  Mr.  Catchings  felt  that  the  prestige  and  standing 
and  fifty  years  of  existence  of  Goldman,  Sachs  &  Company  at  least  equaled  or 
offset  the  good  will  that  we  had  in  the  Financial  and  Industrial  Securities 
Corporation. 

Q.  Of  course,  Mr.  Waddill  Catchings  had  not  handled  any  investment  com- 
pany before  that  you  know  of? 

A.  No;  I  didn't  know  of  any. 

Q.  You  know  that  a  substantial  part  of  the  business  of  Goldman,  Sachs  & 
Company  was  discount  business  and  underwriting,  but  it  didn't  involve  invest- 
ment of  substantial  funds  of  money  in  either  a  diversified  portfolio  or  in  special 
situations.    That  wasn't  their  business,  was  it? 

A.  "Well,  I  can't  tell  you  specifically  what  their  business  was  except  by  general 
reputation,  Mr.  Schenker,  and  that  I  heard  Mr.  Catchings  refer  to  here. 

In  fact  this  objection  to  the  combination  of  the  two  companies  was 
apparently  later  urged  publicly  by  some  stockholders  of  Financial 
and  Industrial  Securities  Corporation  who  according  to  Mr.  Jonas 
"were  rather  vitriolic  in  their  attack  upon  the  deal  and  in  writing  to 

*^''  From  December  9,  1925,  to  December  31,  1928,  the  assets  of  Financial  and  Industrial 
Securities  Corporation  had  increased  from  $45,000,000  of  contributed  capital  to  upwards 
of  1111,000,000  (op.  cit.  supra,  note  436,  at  19034)  and  it  had  earned  between  $55,000,000 
and  $60,000,000,  of  which  approximately  one-third  had  been  paid  out  as  dividends  (id  , 
at  19040-1). 

^  Op.  cit.  supra,  note  438,  at  16273-4. 
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one  or  more  of  their  newspapers  about  it."  *®^  In  a  letter  dated  Feb- 
ruary 18,  1929,  written  by  Mr.  Jonas  to  the  stockholders  of  Financial 
and  Industrial  Securities  Corporation  recommending  their  approval 
of  the  sale  of  the  company's  assets  to  The  Goldman  Sachs  Trading 
Corporation,  it  was  stated :  ^^'^ 

They  [Goldman,  Sachs  &  Company]  further  said  that  they  could  not  concede 
that  their  stockholder's  dollar  was  worth  less  than  F.  &  I.'s,  and  that  as  against 
our  three  years  of  successful  operation  Goldman,  Sachs  &  Company  had  had 
upwards  of  half  a  century  of  successful  operation  in  every  phase  of  investment 
banking  which,  taken  together  with  the  earnings  and  appreciation  of  The  Gold- 
man Sachs  Trading  Corporation  of  $6,000,000  in  six  weeks'  time,  justified  the 
viewpoint  that  they  would  do  quite  as  well,  operating  independently,  as  F.  &  I. 
would  do. 

However,  there  would  be  a  far  more  serious  objection  upon  the 
part  of  the  stockholders  of  Financial  and  Industrial  Securities  Cor- 
poration to  the  tentative  plan  of  combination  of  February  3,  1929. 
On  February  2,  1929,  the  market  value  of  the  existing  stock  of 
The  Goldman  Sachs  Trading  Corporation  was  $136.50  per  share. 
After  the  two-for-one  split  up  of  the  stock  contemplated  by  the 
plan  it  would  presumably  sell  for  $68.25  per  share.  On  the  other 
hand,  the  stock  of  Financial  and  Industrial  Securities  Corporation 
on  the  same  date  had  a  market  value  of  $145  a  share.  In  other 
words,  under  the  plan  of  February  3,  1929,  which  contemplated  a 
share  per  share  exchange  of  securities,  the  stockholders  of  Financial 
and  Industrial  Securities  Corporation  would  be  asked  to  accept  a 
stock  having  a  market  value  of  $68.25  per  share  for  stock  having  a 
market  value  of  $145  a  share.  Clearly,  as  Mr.  Catchings  testified,*^^ 
"no  fifteen  or  twenty  thousand  F.  &  I.  stockholders  are  going  to 
make  a  deal  to  exchange  their  stock  marketwise  for  a  stock  that 
was  selling  at  half  the  price  it  was  selling  for  before  they  made  the 
exchange.  That  is  not  in  the  realm  of  fact  at  all."  Mr.  Catchings 
further  testified :  ^^^ 

Q.  The  F.  &  I.  stockholders  would  never  make  that  deal  on  the  basis  of 
asset  value  because  the  only  thing  he  knew  was  that  he  had  a  stock  with  a 
higher  market  value  than  Goldman  Sachs,  and  unless  you  could  give  him 
asset  for  asset  and  market  for  market,  you  could  not  persuade  him  to  make 
the  exchange;  isn't  that  so? 

A.  Yes;  I  think  it  is  not  a  matter  of  persuasion.  It  seems  to  me  that  in 
any  exchange  of  stock  the  exchange  when  you  get  something  else  you  are 
considering  the  market  price  of  what  you  get. 


«« Id.,  at  16289.     Mr.  Jonas  further  testified  (id.,  at  16282,  16289)  : 

Q.  Was  there  any  manifestation  of  dissension  or  disapproval  or  dissatisfaction  with 
the  terms  of  the  merger  among  the  stockholders,  public  expression? 

A.  Yes ;  out  of  about  15,000  stockholders,  I  think  there  were  approximately  30  who 
took  the  position  in  opposition  to  the  others. 

Q.  You  mean  at  the  meeting? 

A.  At  the  meeting  or  by  communication  to  us  or  otherwise.  I  don't  know  what 
happened  at  the  Goldman-Sachs  end  of  it,  but  I  am  talking  about  the  Financial  and 
Industrial  Securities  end. 

*  ****** 

Q.  Had  the  newspapers  been  carrying  stories  of  people  who  were  objecting  to  the 

merger  ? 

A.  I  think  they  carried  stories     *     *     *, 

*»»  Id.,  Commission's  Exhibit  No.  1687. 
^"1  Id.,  at  16158. 
«2  Id.,  at  16185-6. 
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Conceivably  therefore,  unless  by  the  date  of  the  stockholders' 
meetings  called  to  ratify  any  plan  for  the  combination  of  the  two 
companies,  the  market  value  of  The  Goldman  Sachs  Trading  Cor- 
poration stock  was  at  a  parity  with  the  stock  of  Financial  and  Indus- 
trial Securities  Corporation,  it  was  at  least  doubtful  that  a  majority 
of  the  stockholders  of  Financial  and  Industrial  Securities  Corpo- 
ration would  approve  the  plan.  Moreover,  even  if  the  plan  was 
approved  by  a  majority  of  the  stockholders  of  Financial  and  Indus- 
trial Securities  Corporation,  dissenting  stockholders  might  exercise 
their  right  under  the  Maryland  law  to  receive  in  cash  the  appraised 
"fair  value"  of  their  shares.*"^ 

Mr.  Catchings  conceded  in  his  testimony^***  that  on  February  3, 
1929,  he  had  only  a  "business  judgment"  that  the  approval  of  the 
stockholders  of  Financial  and  Industrial  Securities  Corporation  to 
the  merger  would  be  obtained : 

Q.  Now  this  involved,  did  it  not,  Mr.  Catchings,  the  sale  of  all  the  assets 
including  the  good  will  of  F.  &  I. ;  isn't  that  so? 

A.  Yes. 

Q.  And  that  required  a  certain  percentage  of  the  vote  of  the  stockholders 
of  F.  &  I. ;  isn't  that  so? 

A.  Yes. 

Q.  And  the  stockholders'  meeting  hadn't  even  been  fixed  on  that  day  [Feb- 
ruary 3,  1929]  ;  isn't  that  so?     It  ultimately  was  fixed  for  February  21,  1929? 

A.  Yes. 

Q.  So  that  up  to  the  time  that  the  stockholders  approved  this  merger,  you 
couldn't  possibly  tell  whether  it  was  going  to  be  effective? 

A.  "We  could  only  have  a  business  judgment  as  to  whether  it  was  going 
to  be  effective. 

The  disparity  in  market  price  of  the  stocks  of  the  two  companies 
had  occupied  a  prominent  place  in  the  discussion  between  Mr. 
Catchings  and  Mr.  Jonas.  It  will  be  recalled  that  in  the  early  ne- 
gotiations, Mr.  Jonas  had  insisted  on  an  exchange  of  the  securities 
of  the  two  companies  on  the  basis  of  their  market  values.  After 
Mr.  Jonas  had  assented  to  a  combination  of  the  companies  on  an 
asset  value  basis,  the  difference  in  the  market  values  of  the  securities 
of  the  company  was  again  discussed.  Mr.  Jonas  testified  ^^^  that 
he  believed  that  the  loss  in  market  value  which  the  stockholders  of 
Financial  and  Industrial  Securities  Corporation  would  suffer 
initially  "would  be  more  than  made  up  in  a  comparatively  short 
time" : 

Q.  At  the  time  that  the  exchange  was  suggested  on  the  basis  of  assets  for 
assets,  of  course  there  was  this  discrepancy  in  market  price. 

A.  Yes. 

Q.  And  what  discussions  did  you  have  with  Mr.  Catchings  with  respect  to 
this  discrepancy  in  market  price? 


«3Md.  Code  Ann.  (Flack  1935),  Art.  23,  §§  36,  36%,  which  provide  that  dissenting 
stockholders  on  following  the  procedure  specified  in  the  law  for  obtaining  an  appraisal 
of  their  shares,  are  entitled  to  receive  the  "fair  value"  of  such  shares. 

«*  Op.  cit.  supra,  note  438,  at  16247. 

*«6Id.,  at  16275-7. 
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A.  Well,  tile  conversation  was  as  I  have  indicated  along  the  line  of  the 
basis  of  an  agreement  for  exchange  and  that  conversation  was  extended  over 
several  sessions. 

Q.  You  misunderstand  me.  You  had  already  decided  on  the  basis  of  an  ex- 
change of  asset  for  asset,  but  you  still  had  the  problem  that  you  had  to  ask 
the  F.  &  I.  stockholders  to  give  up  a  stock  selling  at  a  100%  premium  for  a 
stock  that  was  selling  at  a  30%  premium.  You  were  going  to  ask  him  to  make 
a  sacrifice  in  market  value. 

A.  On  the  face  of  it,  apparently  yes.  Our  feeling  was  that  with  the  prestige 
at  that  time  of  Goldman,  Sachs  &  Company  and  with  their  resources  added  to 
ours,  and  their  management,  that  the  stock  would  rapidly  equalize  itself  and 
that  whatever  present  discount  the  F.  &  I.  stockholders  might  waive  or 
have,  would  be  more  than  made  up  in  a  comparatively  short  time.  That  was 
our  feeling  and  the  feelings  of  those  around  me. 

Q.  But  the  fact  is  that  at  that  time  you  were  asking  him  to  give  up  a 
premium  value  there  of  70  points,  isn't  that  so? 

******* 

A.  We  were  asking  them  to  give  up  the  difference  between  the  market 
value  and  the  book  value  and  the  Goldman  Sachs  market  value  and  book 
value. 

Q.  And  wasn't  there  any  talk  at  that  time,  Mr.  Jonas,  that  that  might  be 
a  serious  obstacle  in  the  effecting  of  the  merger  between  F.  &  I.  and  Goldman 
Sachs  because  a  fellow  knew  he  had  the  70  points  difference.  What  you 
were  holding  out  to  him  was  a  hope  that  not  only  would  he  recoup  that  70 
but  would  get  more;  isn't  that  so? 

******* 

A.  I  said  we  took  the  position  we  were  more  interested  in  the  stockholder 
who  was  going  to  be  a  permanent  investor  in  the  *  *  *  combined  com- 
panies than  we  were  in  the  one,  the  stockholder  trading  in  and  out  of  the 
stock,  or  simply  speculating  in  it,  and  we  felt  that  for  a  long  time  investor 
the  markets  would  not  only  equalize  themselves  but  we  believed  sincerely 
they  would  have  a  great  advantage  in  the  combination. 

Mr.  Catchings  testified  ^^^  as  follows  as  to  his  discussion  with  Mr. 
Jonas  with  respect  to  the  disparity  in  the  market  price  of  the  stocks 
of  their  two  companies  : 

Q.  *  *  *  -^j^g  there  any  discussion  as  to  what  the  elfect  on  the  market 
would  be? 

A.  There  were  discussions  with  him  at  the  time,  yes. 

Q.  Do  you  remember  what  those  discussions  were? 

A.  It  is  possible  now  to  remember  them  only  vaguely,  of  course,  but  they 
were  to  the  effect  that  The  Goldman  Sachs  Trading  Corporation  stock  after 
the  exchange  would  sell  on  a  parity  with  the  price  theretofore  existing  for 
Financial  and  Industrial  stock. 

Q.  You  were  convinced  of  that  fact? 

A.  I  don't  say  one  was  convinced  of  it  but  it  was  our  expectation  that  that 
would  be  the  fact, 

Mr.  Catchings'  "expectation"  that  the  stocks  of  The  Goldman  Sachs 
Trading  Corporation  would  eventually  sell  in  the  market  at  a  price 
equivalent  to  that  of  the  stock  of  Financial  and  Industrial  Securi- 
ties Corporation  was  based  on  what  he  characterized  as  the  "wildest 
kind  of  opinion"  that  by  the  mere  force  of  the  agreement  of  the  two 

*»«  Id.,  at  16329-30. 
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companies  to  combine  it  was  "inevitable"  that  the  market  price  of 
the  stock  of  The  Goldman  Sachs  Trading  Corporation  would  reach 
its  "natural  level" ;  *^^  that  is,  a  price  equivalent  to  the  market  value 
of  the  stock  of  Financial  and  Industrial  Securities  Corporation.  Mr. 
Catchings  testified :  *^^ 

Q.  Is  this  a  correct  statement?  Was  the  deal  between  you  and  Mr.  Jonas, 
each  representing  your  corporation,  that  the  exchange  of  stock'  would  be 
on  the  basis  of  equal  asset  values  for  equal  asset  value  as  between  Goldman 
Sachs  Trading  Corporation  and  F.  &  I.? 

A.  That  is  correct. 

Q.  At  the  time  you  made  that  deal,  Goldman  Sachs  Trading  Corporation 
was  selling  on  the  market  at  about  30  percent  above  its  asset  value? 

A.  That  is  correct. 

Q.  And  F.  &  I.  stock  was  selling  at  about  100  percent  above  asset  value? 

A.  That  is  right ;  at  about  twice  its  asset  value,  approximately.^^ 

Q.  If  then  the  deal  was  finally  to  be  consummated,  with  the  approval  of  the 
stockholders  of  F.  &  I.  who  exchanged  the  assets  of  F.  &  I.  for  Goldman 
Sachs  Trading  stock  on  the  basis  of  equal  asset  value  for  equal  asset  value, 
or  equal  market  value  for  equal  market  value,  the  parity  of  the  two  stocks 
on  the  basis  of  the  trade  would  ha,ve  been  at  a  price  of  approximately  218  to 
220  per  share '°°  for  Goldman  Sachs  Trading  stock? 

A.  That  is  correct. 

Q.  If  the  deal  was  to  be  consummated  by  an  actual  merger  of  the  two 
corporations  or  the  sale  of  F.  &  I.  assets  to  The  Goldman  Sachs  Trading 
Corporation  on  that  basis  it  was  inevitable,  was  it,  that  these  stocks  would 
come  together  at  some  market  price? 

A.  That  is  correct,  because  there  was  going  to  be  one  stock  only  out  of 
the  deal,  and  that  was  going  to  be  The  Goldman  Sachs  Trading  Corporation 
so  that  the  F.  &  I.  stockholders  would  only  have  The  Goldman  Sachs  Trading 
Corporation  as  representing  the  market  value,  whatever  it  might  be. 


^^  Id.,  at  16130-2. 

■^  Id.,  at  16159-60. 

^"s  As  at  February  3,  1929,  the  market  value  of  the  stock  of  The  Goldman  Sachs  Trading 
Corporation  was  $136%  a  share  ;  its  as.set  value  was  $108  per  share.  The  market  value 
of  the  stock  of  Financial  and  Industrial  Securities  Corporation  on  the  same  date  was 
$145  a  share  and  its  asset  value  was  approximately  $75  a  share.     See  supra,  p.  1534. 

^0"  This  figure  represented  the  market  value  which  the  existing  1,125,000  shares  of  The 
Goldman  Sachs  Trading  Corporation  stock,  before  giving  effect  to  the  100%  stock  dividend 
to  be  declared  on  such  stock,  would  have  to  attain  in  order  to  achieve  a  parity  with  the 
market  value  of  the  Financial  and  Industrial  Securities  Corporation  stock  under  the  final 
plan  of  combination  decided  upon  by  Mr.  Catchings  and  Mr.  Jonas.  This  final  plan  re- 
quired the  issuance  of  2,250,000  shares  of  The  Goldman  Sachs  Trading  Corporation  stock 
for  the  outstanding  1,700,000  shares  of  the  stock  of  Financial  and  Industrial  Securities 
Corporation.  In  other  words,  under  the  final  plan  1—11/34  shares  of  The  Goldman  Sachs 
Trading  Corporation  stock  were  to  be  issued  for  each  share  of  the  stock  of  Financial  and 
Industrial  Securities  Corporation.  Since  the  market  value  of  Financial  and  Industrial 
Securities  Corporation  stock  was  $145  a  share,  the  stock  of  The  Goldman  Sachs  Trading 
Corporation  after  the  100%  split-up  would  have  to  sell  at  $110  a  share  if  the  stockholders 
of  Financial  and  Industrial  Securities  Corporation  were  to  receive  shares  of  stock  in  the 
combined  company  having  a  market  value  equivalent  to  the  market  value  of  their  own 
stock.  However,  under  the  tentative  plan  of  February  3,  1929,  which  contemplated  a 
share-for-share  exchange  of  stock  of  the  two  companies,  after  a  100%  split-up  of  the  stock 
of  The  Goldman  Sachs  Trading  Corporation,  the  existing  1,125,000  shares  of  the  stock  of 
The  Goldman  Sachs  Trading  Corporation  would  have  had  to  reach  a  market  value  of 
approximately  $290  a  share  if  a  parity  with  the  market  price  of  the  stock  of  Financial 
and  Industrial  Securities  Corporation  was  to  be  achieved.  The  reason  for  the  abandonment 
of  the  tentative  plan  of  combination  of  February  3,  1929  is  described  infra. 
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Q.  Well,  you  tell  us  what  is  your  reason  for  believing  it  is  inevitable  that 
the  two  stocks  would  come  together  by  reason  of  making  this  deal  at  approxi- 
mately $218  to  $220  per  share  for  The  Goldman  Sachs  Trading  Corporation 
stock. 

A.  My  reason  for  believing  it  is  that  under  the  conditions  existing  at  that 
time  a  price  of  twice  the  asset  value  for  the  investment  company  stock  was  a 
reasonable  price  and  it  had  existed  for  a  long  time  through  the  F.  &  I.  stock. 
They  have  a  very  large  number  of  stockholders  and  a  recognition  on  the  part 
of  the  F.  &  I.  stockholders  that  they  were  willing  to  have  the  Goldman  Sachs 
stock  in  exchange  share  for  share  for  their  stock  was  a  recognition,  in  my 
opinion,  that  the  Goldman  Sachs  stock  was  worth,  under  the  conditions  that 
prevailed  at  the  time,  marketwise,  $215  to  $220  a  share. 

Mr.  Catchings  further  testified :  ^^'^ 

A.  *  *  *  What  I  do  say  to  you  is  that  it  would  have  gotten  to  the  level 
at  which  it  did  get  and  where  it  stayed  for  a  long  time  thereafter  °""  even  if  we 
hadn't  bought  a  share  of  stock. 

Q.  That  is  the  wildest  kind  of  conjecture. 

A.  It  is  absolutely  the  wildest  kind  of  opinion. 

******* 

The  very  nature  of  the  deal  with  F.  &  I.  involved  a  recognition  of  the  fact 
that  The  Goldman  Sachs  Trading  Corporation  stock  should  be  selling  around 
$220  to  $230  a  share  because  that  is  the  basis  on  which  the  F.  &  I.  stockholder 
agreed  to  take  it. 

However,  as  Mr.  Catchings  conceded,  the  100%  premium  over  its 
asset  value  at  which  the  stock  of  Financial  and  Industrial  Securities 
Corporation  was  selling  in  the  open  market  was  a  reflection  of  the 
three  years  of  successful  operation  of  the  company  and  constituted 
the  public's  estimate  of  the  capability  of  Mr.  Jonas'  management. 
On  the  other  hand.  The  Goldman  Sachs  Trading  Corporation  had 
been  in  existence  only  two  months.  It  had  no  sustained  record  of 
management  success.  '  Presumably  the  public's  appraisal  of  the  man- 
agement ability  of  Goldman,  Sachs  &  Co.  was  reflected  in  the  market 
value  of  the  stock  of  Goldman,  Sachs  &  Co.  which  on  February  2, 1929, 
was  selling  at  $136.50  a  share,  a  figure  only  30%  in  excess  of  its  asset 
value.    When  questioned  on  this  point,  Mr.  Catchings  testified :  ^°^ 

Q.  And  F.  &  I.  had  made,  as  you  recall  it,  $35,000,000  during  the  year  1928, 
exclusive  of  its  unrealized  appreciation  on  its  securities. 

A.  I  think  that  is  a  little  larger  than  it  was,  but  it  was  approximately  that. 

Q.  Do  you  recall  what  their  profit  was  in  the  year  1927,  exclusive  of  its  un- 
realized appreciation  on  securities? 

A.  My  recollection  is  somewhere  around  nine  to  ten  million  dollars     *     *     *. 

Q.  So  that  F.  &.  I.  up  to  January  1,  1929,  had  had  a  successful  record. 

A.  Yes. 


ti"!  Op.  cit.  supra,  note  438,  at  16132,  16137. 

502  The  record  indicates  that  the  market  price  of  the  stock  of  The  Goldman  Sachs  Trad- 
ing Corporation  was  substantially  influenced  throughout  the  year  1929  by  trading  accounts 
operated  in  such  stock  by  the  investment  company  itself  (see  infra),  by  Goldman,  Sachs  & 
Co.  and  by  W.  C.  Durant  who  conducted  a  trading  account  in  the  stock  from  March  to 
July  1929,  sharing  at  least  some  of  his  profits  and  losses  with  The  Goldman  Sachs  Trad- 
ing Corporation  which  had  granted  him  options  (which  were  in  part  exercised)  to  pur- 
chase its  own  treasury  stocks.     See  infra  and  Ch.  1  of  this  part  of  the  report,  pp.  13  16. 

"<»  Op.  cit.  supra,  note  438,  at  16197-9. 
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Q.  And  of  course  that  was  reflected  in  its  market  premiums,  isn't  tlaat  so? 

A.  Yes. 

Q.  The  fact  is  that  the  premium  just  means  that.  It  means  the  value  that 
you  put  upon  the  belief  or  faith  that  you  have  in  the  management  to  handle  the 
money,  isn't  that  so? 

A.  That  is  correct. 

Q.  Over  a  period  of  years,  the  public,  basing  its  decision  upon  the  perform- 
ance of  the  Jonases  in  F.  &  I.  placed  a  100%  premium  upon  their  management, 
isn't  that  so? 

A.  Yes. 

Q.  Now,  The  Goldman  Sachs  Trading  Corporation  had  only  been  in  existence 
two  months. 

A.  Yes. 

Q.  And  you  said  it  was  natural  that  it  would  reach  a  premium  of  1007c  too. 

A.  Yes.  In  the  course  of  time  it  seemed  to  m.e  that  The  Goldman  Sachs 
Trading  Corporation  stock  would  sell  on  the  same  basis  as  other  companies. 

Q.  You  will  pardon  me,  but  that  sounds  a  little  conceited  to  me,  because  you 
had  nothing  to  calculate  what  premium  would  be  placed  on  your  management 
of  $100,000,000  of  liquid  funds.  You  determined  that  the  premium  that  should 
be  placed  upon  your  future  management  of  that  fund  should  be  100  percent  and 
then  you  started  putting  up  the  stock  to  where  you  thought  the  premium  should 
be,  isn't  that  so? 

A.  No. 

Since  most  of  the  stockholders  of  Fmancial  and  Industrial  Securi- 
ties Corporation  were  unaware,  on  February  3,  1929,  of  the  nego- 
tiations for  the  combination  of  their  company  with  The  Goldman 
Sachs  Trading  Corporation,  it  is  obvious  that  they  could  not  have 
"recognized"  any  relationship  between  the  market  price  of  their  stock 
and  that  of  The  Goldman  Sachs  Trading  Corporation.  Mr.  Jonas 
and  his  associates,  who  together  owned  45%  of  the  stock  of  Financial 
and  Industrial  Securities  Corporation,  evidently  did  not  "recognize" 
that  as  a  mere  result  of  their  agreement  to  combine  the  two  com- 
panies, the  market  price  of  the  stock  of  The  Goldman  Sachs  Trading 
Corporation  would  appreciate  in  value  to  a  point  where  it  would 
be  on  a  parity  with  that  of  Financial  and  Industrial  Securities 
Corporation.    Mr.  Jonas  testified :  ^°* 

Q.  Did  he  [Mr.  Catchings]  tell  you  that  he  hoped  The  Goldman  Sachs  Trad- 
ing Corporation  would  go  to  220  where  it  would  be  on  a  parity  with  the  F.  &  I. 
stock? 

A.  I  don't  recall. 

Q.  You  had  that  anticipation  or  hope,  or  else  I  think  you  told  us  that  you 
felt  that  through  the  combination  of  both  companies  that  the  stock  would  go 
to  220  based  upon  their  50  years  of  reputation. 

A.  I  didn't  mention  its  going  to  220.  I  said  I  felt  the  stocks  would  adjust 
themselves  to  a  mutual  position.  Whether  one  was  up  or  one  was  down,  I  felt 
that  sooner  or  later  the  Financial  and  Industrial  Securities  stockholders  would 
get  the  advantage  of  the  combination  with  Goldman  Sachs. 

Q.  The  only  way  they  could  get  the  advantage  of  that  combination  is  that 
they  would  receive  ultimately  a  market  price  more  than  they  were  giving  up ; 
isn't  that  so? 

A.  Yes. 


Id.,  at  16287-8. 
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Q.  And  they  were  giving  up  70  points  in  premium,  isn't  tbat  so? 
A.  I  didn't  have  in  mind  whether  that  would  come  in  one  week  or  thirty  days 
or  six  months. 

*  *  H:  *  *  *  * 

Q.  Now,  you  say  you  knew,  Mr.  Jonas,  that  either  the  F.  &  I.  would  go  down 
or  the  Goldman  Sachs  would  go  up.  You  weren't  certain  that  the  Goldman 
Sachs  would  go  up  to  the  level  of  the  F.  &  I.  The  possibility  was  that  people 
might  make  a  blocked  arbitrage  and  bring  the  F.  &  I.  down  to  the  level  of 
Goldman  Sachs. 

A.  I  didn't  know  what  might  happen  in  the  immediate  time  at  that  period, 
but  I  felt  very  confident  that  the  ultimate  result  would  be  a  desirable  result. 
That  was  my  best  judgment  at  that  period. 

Despite  Mr.  Catchings'  belief  in  the  "inevitability"  of  a  rise  in  the 
market  value  of  the  stock  of  The  Goldman  Sachs  Trading  Corpora- 
tion to  a  point  equivalent  to  the  market  value  of  the  stock  of  Financial 
and  Industrial  Securities  Corporation,  it  is  significant  that  no  imme- 
diate announcement  of  the  prospective  combination  of  the  two  com- 
panies was  made  to  their  stockholders.  Instead,  as  part  of  the  Feb- 
ruary 3,  1929,  plan,  an  account  ^°^  was  formed  to  trade  in  the  stock 
of  both  The  Goldman  Sachs  Trading  Corporation  and  Financial  and 
Industrial  Securities  Corporation.  The  participants  in  this  account 
were  The  Goldman  Sachs  Trading  Corporation  and  Delmar  Capital 
Corporation,  one  of  Mr.  Jonas'  "office  corporations"  ^°®  which  he  con- 
trolled and  of  which  he  was  the  largest  stockholder.^°^  The  agree- 
ment^"^ creating  the  account  recited  that  "In  connection  with  the 
proposed  acquisition  by  The  Goldman  Sachs  Trading  Corporation  of 
the  assets  of  Financial  and  Industrial  Securities  Corporation,  this  is 
to  confirm  our  understanding  that  we  both  deem  it  expedient  to  arbi- 
trage in  the  stock  of  these  two  companies  *  *  *."  The  account 
was  to  operate  for  30  days  unless  sooner  terminated  by  the  purchase 
by  The  Goldman  Sachs  Trading  Corporation  of  all  of  the  assets  of 
Financial  and  Industrial  Securities  Corporation.  The  agreement  of 
the  parties  further  provided  that  if  the  purchase  of  the  assets  of 
Financial  and  Industrial  Securities  Corporation  by  The  Goldman 
Sachs  Trading  Corporation  occurred  within  the  30-day  period  of  the 
duration  of  the  account,  the  entire  profit  and  loss  in  the  account  was 
to  be  borne  by  The  Goldman  Sachs  Trading  Corporation,  which  also 
was  to  receive  all  of  the  stock  accumulated  by  the  account.^°^  How- 
ever, if  the  purchase  by  The  Goldman  Sachs  Trading  Corporation  of 
the  assets  of  Financial  and  Industrial  Securities  Corporation  was  not 
consummated  within  the  30-day  period  of  the  duration  of  the  account, 
then  Delmar  Capital  Corporation  was  to  have  a  one-half  interest  in 
the  account  and  was  to  share  equally  in  its  profits  and  losses.^^" 

The  Goldman  Sachs  Trading  Corporation  was  to  be  the  manager  of 
the  account  and  was  "in  its  uncontrolled  discretion"  to  have  full  power 
to  buy,  sell,  and  generally  trade  in  the  stock  of  the  two  companies.^^^ 

="5  The  terms  of  this  account  were  put  in  writing  on  February  4,  1929  (id.,  Commission's 
Exhibit  No.  1677). 
509  Id.,  at  16126. 
»M  Id.,  at  16264. 

"OS  Id.,  Commission's  Exhibit  No.  1677. 
«<»Id.,  at  16135. 
«o  Ibid. 
»«  Id.,  Commission's  Exhibit  No.  1677. 


INVESTMENT   TRUSTS   AND   INVESTMENT   COMPANIES        1541 

As  will  be  seen  hereafter,  the  purchase  of  all  the  assets  of  Financial 
and  Industrial  Securities  Corporation  by  The  Goldman  Sachs  Trad- 
ing Corporation  occurred  within  the  30-day  period  of  the  duration  of 
the  account,  so  that  under  its  terms  The  Goldman  Sachs  Trading  Cor- 
poration became  the  sole  owner  of  the  stock  accumulated  by  the 
account. 

Mr.  Jonas  testified  that  he,  through  his  controlled  company,  Delmar 
Capital  Corporation,  agreed  to  participate  in  this  account  because 
Mr.  Catchings  thought  it  was  desirable  to  do  so  ^^^  "from  the  view- 
point of  buying  and  selling  the  stock."  ^^^  Mr.  Jonas  also  conceded  in 
his  testimony  that  this  account,  which,  as  will  be  described  later,  con- 
centrated its  activities  in  purchases  of  the  stock  of  The  Goldman 
Sachs  Trading  Corporation  on  the  market,  was  not  in  fact  an  "arbi- 
trage" account  although  it  was  so  labeled  in  the  agreement  creating 
the  account.    Mr.  Jonas  testified :  ^^* 

Q.  Now,  Delmar  Capital  Corporation  did  enter  into  the  joint  account  with  The 
Goldman  Sachs  Trading  Corporation  to  trade  in  the  stock  of  The  Goldman 
Sachs  Trading  Corporation.  What  did  you  conceive  the  purpose  of  the  account 
to  be,  Mr.  Jonas? 

A.  To  arbitrage  in  the  stock  or  to  buy  and  sell  the  stock,  in  the  discretion  of 
The  Goldman  Sachs  Trading  Corporation,  who  were  the  managers  of  the  account. 

Q.  Did  it  turn  out  to  be  an  arbitrage  account? 

A.  I  don't  know  how  much  arbitraging  there  was  done  in  the  stock. 

Q.  Arbitrage  means  you  buy  one  and  sell  the  other,  but  this  trading  was  just 
with  the  Goldman  Sachs  Trading  Corporation  common  stock? 

A.  I  understand  that  a  substantial  amount  of  The  Goldman  Sachs  Trading 
Corporation  stock  was  purchased,  and  a  part  of  it  resold.  That  apparently  was 
the  main  thing  for  which  the  account  was  used. 

Q.  That  is  not  arbitrage,  that  is  just  trading  in  the  stock. 

A.  Yes. 

Mr.  Catchings  testified  that  the  account  was  formed  "for  the  purpose 
of  being  active  in  the  market  during  the  time  until  the  stock  [of  The 
Goldman  Sachs  Trading  Corporation]  reached  its  natural  level,"  "^ 
that  is,  until  the  stock  of  The  Goldman  Sachs  Trading  Corporation 
attained  a  market  value  on  a  parity  with  that  of  Financial  and  Indus- 
trial Securities  Corporation.  Mr.  Catchings  contended  that  since  the 
stock  of  The  Goldman  Sachs  Trading  Corporation  would  "inevitably" 
appreciate  in  market  value  to  a  parity  with  that  of  the  Financial  and 
Industrial  Securities  Corporation,  the  trading  account  which  had  been 
formed  on  February  4, 1929,  would  enable  The  Goldman  Sachs  Trading 
Corporation  to  derive  the  profit  which  otherwise  would  be  made  by 
"speculators"  who  would  have  bought  the  stock  in  connection  with  the 
"advance"  ^^^  which  "would  have  taken  place  in  connection  with  the 
consummation  of  the  merger  deal."  ^^'^ 

However,  on  February  4, 1929,  when  the  trading  account  formed  by 
Delmar  Capital  Corporation  and  The  Goldman  Sachs  Trading  Cor- 

=12  Ibid. 

»«« Id.,  at  16286-7. 
^*  Id.,  at  16277. 
"^  Id.,  at  16131. 
"'Id.,  at  16161. 
=1^  Ibid. 
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poration  commenced  to  purchase  substantial  blocks  of  The  Goldman 
Sachs  Trading  Corporation  stock  in  the  open  market,  the  general 
public  was  unaware  of  the  precise  details  of  the  plan  to  combine  the 
companies.  In  fact,  Mr.  Catchings  and  Mr.  Jonas,  themselves,  al- 
though they  were  aware  that  the  combination  would  take  place  on  the 
basis  of  the  asset  values  of  the  stocks  of  the  two  companies,  "didn't 
know  at  that  time  what  machinery  was  going  to  be  adopted  for  carry- 
ing it  out."  "^ 

On  February  4, 1929,  the  general  public  was  only  aware  of  a  rumor 
that  the  two  companies  were  to  combine.  Wliether  the  basis  of  com- 
bination was  to  be  the  asset  value  or  the  market  value  of  the  respective 
stocks  was  unknown.^^^  Nor  were  the  "speculators"  aware  of  the  value 
of  the  assets  of  The  Goldman  Sachs  Trading  Corporation  which  had 
as  yet  published  no  reports.  The  value  of  the  assets  of  Financial  and 
Industrial  Securities  Corporation  on  February  4,  1929,  was  also  not 
disclosed  to  the  public.^^°  More  important,  the  public  was  not  aware 
of  the  terms  of  the  exchange  of  shares.  They  were  unaware  of  the 
fact  that  it  was  the  then  intention  of  the  parties  to  increase  the  exist- 
ing The  Goldman  Sachs  Trading  Corporation  stock  to  2,250,000  shares 
by  means  of  a  two-for-one  split-up  of  the  stock  and  to  issue  an  addi- 
tional 2,250,000  shares  to  the  stockholders  of  Financial  and  Industrial 
Securities  Corporation.  Nor  was  the  public  aware  of  the  fact  that  it 
was  contemplated  that  the  outstanding  1,700,000  shares  of  Financial 
and  Industrial  Securities  Corporation  were  to  be  increased  to  2,250,000 
by  an  offering  of  550,000  shares  of  such  stock  to  the  company's  existing 
stockholders.^^^ 

Certainly  without  a  knowledge  of  these  facts,  it  would  be  difficult 
for  "speculators"  to  trade  in  the  stock  of  The  Goldman  Sachs  Trading 
Corporation  or  of  Financial  and  Industrial  Securities  Corporation.^^^ 
Moreover,  the  speculators  may  have  shared  Mr.  Jonas'  opinion  that  it 
was  possible  that  the  market  price  of  the  Financial  and  Industrial 
Securities  Corporation  stock  would  decline  to  the  level  of  the  stock  of 
The  Goldman  Sachs  Trading  Corporation  as  a  result  of  the  announce- 
ment of  the  merger. 

Not  until  February  11,  1929,  was  a  final  plan  for  a  combination  of 
the  two  companies,  which  differed  radically  from  the  original  plan  of 
February  3,  1929,  announced.  On  that  date,  however,  as  a  result  pri- 
marily of  previous  substantial  market  purchases  of  the  stock  of  The 
Goldman  Sachs  Trading  Corporation  by  the  trading  account  formed  on 
February  4,  1929,  the  market  price  of  The  Goldman  Sachs  Trading 
Corporation's  existing  stock  had  reached  a  parity  with  that  of  Finan- 

=18  Id.,  at  16189. 

™Id.,  at  16177-84. 

520  Ti^g  annual  report  of  Financial  and  Industrial  Securities  Corporation  for  the  year 
ending  December  31,  1928,  was  not  completed  by  the  company's  auditors  until  February 
28,  1929  (op.  cit.  supra,  note  436,  Commission's  Exhibit  No.  3006). 

=21  Op.  cit.  supra,  note  438,  at  16188. 

=23  On  February  7,  1929,  there  appeared  in  The  Netc  York  Times,  p.  36,  a  report  of  the 
impending  combination  of  the  two  companies  which  was  derived  from  an  interview  with 
Mr.  Catchings.  The  plan  of  combination  as  described  in  the  report  was  substantially 
that  upon  which  Mr.  Jonas  and  Mr.  Catchings  had  tentatively  agreed  on  February  3, 
1929.  However,  the  report  added  :  "The  terms  on  which  the  Financial  and  Industrial 
will  increase  its  capital  have  not  yet  been  announced  and  until  this  is  done  it  will  not  be 
known  exactly  the  basis  on  which  the  shares  of  the  two  companies  will  be  exchanged 
for  stock  of  the  new  company." 
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cial  and  Industrial  Securities  Corporation,  on  the  basis  of  the  final  plan 
for  the  combination  of  the  two  companies. 

On  February  2,  1929  (Saturday),  the  stock  of  The  Goldman  Sachs 
Trading  Corporation  closed  on  the  New  York  Curb  Exchange  at 
$136.50  a  share. ^-^  The  volume  of  trading  on  that  day  was  14,800 
shares.  On  the  following  Monday,  February  4,  1929,  The  Goldman 
Sachs  Trading  Corporation,  as  the  manager  of  the  joint  account  be- 
tween itself  and  Delmar  Capital  Corporation,  commenced  market  oper- 
ations in  its  own  stock.  On  that  day,  as  a  result  of  a  "leak,"  "-*  from 
an  undisclosed  source,  of  the  impending  combination  of  the  two  com- 
panies, "there  was  a  tremendous  hullabaloo"  ®-=  and  the  market  in  the 
stock  of  The  Goldman  Sachs  Trading  Corporation  did  not  open  until 
11  o'clock  in  the  morning.  At  that  time,  the  specialist  in  the  stock  had 
bids  of  $175  a  share  for  the  stock,^-*'  a  price  approximately  40  points 
higher  than  the  previous  closing  price  for  the  stock.  Despite  the  sub- 
stantial advance  in  the  price  of  the  stock  and  the  opportunity  to  make 
a  40-point  profit.  The  Goldman  Sachs  Trading  Corporation,  although 
requested  to  do  so  by  the  specialist  in  the  stock,  refused  to  supply  stock 
to  meet  the  bids  on  his  book.''-^  Instead,  The  Goldman  Sachs  Trading 
Corporation  put  in  buying  orders  for  its  own  stock  and  at  the  end  of  the 
day's  trading  had  purchased  53,200  shares  of  its  own  stock  or  54%  of 
the  total  of  98,600  shares  traded  on  the  New  York  Curb  Exchange  for 
the  day.^^^  Not  a  share  of  its  own  stock  was  sold  by  The  Goldman 
Sachs  Trading  Corporation  in  the  market. ^-^  The  price  of  the  stock 
closed  at  $178  a  share.^^'^ 

On  February  5,  1929,  Tlie  Goldman  Sachs  Trading  Corporation 
as  manager  of  the  joint  account  with  Delmar  Capital  Corporation 
purchased  42,300  shares  of  its  own  stock  on  the  New  York  Curb 
Exchange,  or  76%  of  the  total  of  56,500  shares  of  such  stock 
traded  on  the  New  York  Curb  Exchange  for  the  day.  Again  no 
shares  were  sold  by  The  Golchnan  Sachs  Trading  Corporation. 
The  closing  market  price  for  the  stock  on  February  5,  1929,  was 
$179%.  On  February  6,  The  Goldman  Sachs  Trading  Corpora- 
tion in  its  capacity  as  manager  of  the  joint  account  purchased 
9,100  shares  of  its  own  stock  on  the  New  York  Curb  Exchange,  or 
the  equivalent  of  33  %o  of  the  total  of  28,000  shares  traded  on  the 
New  York  Curb  Exchange  for  the  day.  The  Goldman  Sachs  Trading 
Corporation  again  did  not  sell  a  share  of  its  stock  on  the  New  York 

=23  Op.  cit.  supra,  note  438,  at  16137. 

«24  Id.,  at  16128. 

525  Ibid. 

=^  Id.,  at  16137. 

^^'Id.,  at  16136. 

=28  Id.,  at  16140-1. 

^  Ibid. 

^0  Ibid.  These  and  subsequent  purchases  of  its  own  stock  were  made  by  The  Goldman 
Sachs  Trading  Corporation  notwithstanding  a  resolution  of  its  directors  on  December  14, 
1928,  that  "the  officers  of  this  corporation  are  instructed  that  in  exercising  the  corporate 
power  of  dealing  in  the  stock  of  the  corporation  they  be  governed  by  the  principle  of 
making  such  transactions  only  when  the  purchases  or  sales  at  the  prices  at  which  made 
are,  in  their  opinion,  for  the  best  interest  of  the  corporation  and  not  merely  for  the  pur- 
poses of  affecting  the  price  of  the  stock  in  the  market."  (Derived  from  supplementary 
information  supplied  the  Commission  for  The  Goldman  Sachs  Trading  Corporation  [min- 
utes of  the  meeting  of  the  Board  of  Directors  of  The  Goldman  Sachs  Trading  Corporation, 
December  14,  1928].) 
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Curb  Exchange.  The  closing  price  of  the  stock  for  the  day  was 
$187%-  On  February  7,  1929,  The  Goldman  Sachs  Trading  Corpo- 
ration purchased  69,8(30  shares  of  its  own  stock  on  the  New  York  Curb 
Exchange  or  77%  of  the  total  of  89,500  shares  of  such  stock  traded 
on  the  exchange  that  day.  On  the  same  day,  The  Goldman  Sachs 
Trading  Corporation  sold  4,500  shares  of  its  own  stock  on  the  market. 
The  closing  market  price  of  the  stock  of  The  Goldman  Sachs  Trading 
Corporation  on  February  7, 1929,  was  $221  a  share.  To  sum  up,  from 
February  4,  1929,  to  February  7,  1929,  inclusive.  The  Goldman  Sachs 
Trading  Corporation  purchased  on  the  New  York  Curb  Exchange 
174,400  shares  of  its  own  stock  at  a  total  cost  of  approximately  $33,- 
325,000  and  sold  only  4,500  shares  for  total  proceeds  of  approximately 
$975,000.  Its  purchases  over  the  4-day  period  constituted  64%  of  the 
total  purchases  of  the  stock  on  the  New  York  Curb  Exchange.^^^ 

The  price  of  the  stock  rose  from  $136.50  a  share  on  February  2, 
1929,  a  price  30%  in  excess  of  its  asset  value,^^^  ^o  $221  a  share  on 
February  7, 1929,  a  price  roughly  equivalent  to  twice  its  asset  value.^^^ 

The  purchasing  activities  of  the  joint  account  in  the  stock  of  The 
Goldman  Sachs  Trading  Corporation  from  February  4  to  February 
7,  1929,  reflected  all  of  the  techniques  of  a  typical  pool  or  trading 
account  which  has  for  its  purpose  the  manipulation  of  the  market 
price  of  a  security  to  a  point  higher  than  its  previously  existing  level. 
The  account  confined  its  activities  primarily  to  buying;  its  predomi- 
nant purchasing  resulted  in  a  sharp  increase  in  the  volume  of  trading 
in  the  stock,^^*  a  factor  which  alone  would  attract  the  public's  atten- 
tion to  the  stock.  Furthermore,  the  activities  of  the  account  included 
purchases  of  the  stock  at  the  opening  of  each  day's  trading  at  higher 
levels  than  the  previous  day's  closing  price  for  the  stock,^^^  and  "run 

sa  Op.  cit.  supra,  note  438,  at  16141-3. 

M2  Id.,  at  16157. 

«3  Id.,  at  16144. 

5**  The  daily  volume  of  trading  in  the  stock  of  The  Goldman  Sachs  Trading  Corporation 
on  the  New  York  Curb  Exchange  for  the  four  days  prior  to  February  4,  1929,  and  for  the 
period  February  4  to  February  7,  1929,  was  as  follows  : 


Date 

Volume      of 
trading  on 
New  York 
Curb    Ex- 
change 

Jan.  30, 1929 .  _          .      . 

Shares 

9,800 

Jan.  31, 1929 

16, 200 

Feb.  1,1929 

17,  400 

Feb.  2,1929  ....             .             ....             

14,  800 

Feb.  4, 1929 

98, 600 

Feb.  5,1929 

56,  500 

Feb.  6, 1929  ... 

28, 000 
89  500 

Feb.  7, 1929 

^^  On  February  5,  1929,  the  market  in  the  stock  of  The  Goldman  Sachs  Trading  Cor- 
poration opened  at  $178,  the  previous  day's  closing  prices  and  The  Goldman  Sachs  Trading 
Corporation  bought  41,300  shares  at  this  price  (op.  cit.  supra,  note  438,  at  16149).  On 
February  6,  1929,  the  market  opened  at  $180%,  %  up  from  the  previous  day's  closing 
prices,  and  The"  Goldman  Sachs  Trading  Corporation  bought  500  shares  at  this  price  (id., 
at  16150).  On  February  7,  the  market  opened  at  $195,  %  up  from  the  previous  day's 
closing,  and  the  corporation  bought  14,700  shares  at  this  price   (id.,  at  16152). 
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lips'-  of  the  stock  to  new  highs  at  the  close  of  each  day's  trading.'^^*' 
In  other  words,  the  account  itself  established  the  market  price  of  the 
stock  on  the  New  York  Curb  Exchange  at  the  opening  and  closing  of 
each  day's  trading  in  the  stock. 

Sidney  J.  Weinberg,  a  partner  in  Goldman,  Sachs  &  Co.  and  one  of 
the  directors  of  The  Goldman  Sachs  Trading  Corporation,  when 
examined  on  market  activities  of  this  character,  testified :  ^" 

Q.  Let  me  ask  you  an  elementary  question,  Mr.  Weinberg.  If  you  keep  buy- 
ing on  the  Exchange  continuously,  without  any  counter-selling  on  the  Exchange, 
it  is  almost  inevitable  that  the  state  of  the  market  must  be  improved? 

A.  Well,  buying  actually  improves  the  market;  we  know  that. 

Q.  It  is  an  almost  foregone  conclusion  that  the  price  will  go  up ;  isn't  that  so? 

A.  It  depends,  I  say,  upon  the  security,  Mr.  Schenker,  and  the  way  you  do  it. 

Q.  Well,  now,  just  take  the  ordinary  case  where  a  fellow  goes  in  and  buys  50 
to  60  percent  of  all  of  the  stock  offered  on  the  Exchange;  would  that  put  the 
price  up? 

A.  I  will  take  your  word  that  if  a  man  goes  in  and  buys  it  that  way.  It 
depends  upon  how  you  do  it,  but  it  has  a  tendency  to  put  it  up. 

******* 

Q.  Now,  in  any  pool,  Mr.  Weinberg,  there  are  certain  well  known  techniques. 
If  you  want  to  create  the  impression  that  there  is  a  public  demand  for  the  stock, 
the  way  to  do  it,  is  it  not,  is  to  have  what  we  call  "run-ups,"  to  have  the  stock 
come  up  at  say  30,  301/2  and  30%  and  31. 

A.  We  [Goldman,  Sachs  &  Co.]  didn't  practice  it. 

Q.  I  am  not  saying  that  you  did,  but  I  am  trying  to  get  the  indicia  of  a  pool. 

A.  Yes ;  there  are  many  ways  to  do  it,  I  suppose ;  yes. 

Q.  Well,  when  a  fellow  sees  it  coming  on,  the  stock  30,  3OV2,  30y2,  and  30%, 
he  thinks  the  public  is  feverish  for  it? 

A.  Yes;  that  might  be  so. 

Q.  And  another  thing  to  do  is  to  try  to  offer  the  stock  at  a  little  higher  price 
than  the  close  of  the  night  before;  isn't  that  so? 

A.  Yes;  I  suppose  so. 

Q.  And  then  another  favorite  device  (we  hope  used  to  be  and  is  not  now) 

A.  "Is  not  now"  is  right. 

Q.  We  hope — is  to  make  a  new  high  at  the  close;  isn't  that  so? 

A.  Well,  I  suppose  those  were  practices;  yes. 

Q.  And  then,  of  course,  another  factor  in  any  manipulative  account  is  mere 
force  of  volume;  isn't  that  so? 


K«0n  February  4,  1929,  the  stock  of  The  Goldman  Sachs  Trading  Corporation  closed 
at  $178  a  share  as  the  result  of  the  purchase  by  The  Goldman  Sachs  Trading  Corporation 
of  19,300  shares  of  the  stock  at  the  end  of  the  day's  trading  (id.,  at  16149).  On  Feb- 
ruary 5,  1929,  The  Goldman  Sachs  Trading  Corporation's  stock  closed  at  $179%.  The 
last  trades  in  the  stock  for  the  day,  all  of  which  were  purchases  by  The  Goldman  Sachs 
Trading  Corporation,  were  200  shares  at  $179i^  ;  200  shares  at  $179%  ;  200  shares  at 
$179%  ;  200  shares  at  $179%  ;  and  100  shares  at  $179%,  the  closing  price.  The  stock 
thus  closed  a  point  and  five-eighths  above  the  previous  day's  closing  price  (ibid.).  On 
February  6,  1929,  the  last  four  trades  in  the  stock  represented  purchases  by  The  Gold- 
man Sachs  Trading  Corporation  at  progressively  higher  prices  to  create  a  price  of 
$187%,  a  new  high  level  for  the  stock.  The  purchases  made  by  The  Goldman  Sachsi 
Trading  Corporation  at  the  close  of  the  market  on  this  day  were  300  shares  at  $185  ; 
100  shares  at  $1871/3;  100  shares  at  $187?4  ;  and  100  shares  at  $187%  (id.,  at  16150). 
On  February  7,  1929,  the  closing  market  price  of  the  stock  was  $211,  which  was  estab- 
lished by  a  purchase  by  The  Goldman  Sachs  Trading  Corporation  of  1,000  shares  at  that 
price  at  the  end  of  the  day  (id.,  at  16152). 

6ST  Public  Examination,   Central  States  Electric  Corporation,  at  13457-8  and  13511-16. 
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A.  I  am  taking  your  assumptions,  that  tliey  are  all  correct ;  yes.  You  seem 
to  know  more  about  it  than  I  do. 

Q.  Are  you  serious  about  that? 

A.  I  am  serious  about  that. 

Q.  How  long  have  you  been  in  Wall  Street? 

A.  Thirty  years. 

Q.  You  mean  to  say  it  is  the  first  time  that  you  have  heard  that? 

A.  No ;  I  have  heard  of  it  before. 

Q.  And  you  have  seen  it,  too,  haven't  you? 

A.  I  have  heard  of  it  and  I  probably  have  seen  it,  too. 

Q.  And  even  if  the  price  is  stable,  if  there  is  a  large  volume,  that  will  excite 
interest  in  the  stock;  isn't  that  so? 

A.  Probably;  yes. 

Q.  The  mere  impact  of  the  volume  of  trading  attracts  attention  to  the  stock ; 
isn't  that  so? 

A.  I  suppose  so. 

Mr.  Catchings,  however,  denied  that  the  account  was  a  manipula- 
tive one,  apparently  because,  in  his  "wild  opinion,"  irrespective  of 
the  activities  of  the  trading  account  the  market  price  of  the  stock  of 
The  Goldman  Sachs  Trading  Corporation  would  have  risen  to  $220  a 
share  by  the  mere  force  of  the  agreement  of  the  two  companies  to 
combine.  Mr.  Catchings,  however,  did  not  deny  that  the  operations 
of  the  trading  account  may  have  accelerated  the  rise  of  the  market 
price  of  the  stock  of  The  Goldman  Sachs  Trading  Corporation  from 
$136%  per  share  to  $221  a  share  between  February  4  and  February  7, 
1929,  although  he  denied  that  that  was  the  purpose  of  the  account. 
He  testified :  ^^^ 

A.  *  *  *  I  say  the  facts  as  I  formed  the  account  and  as  I  handled  it  and 
directed  its  activities,  I  tell  you  with  great  positiveness,  that  the  account  was 
not  formed  for  the  purpose  of  putting  up  stock  and  that  it  was  not  formed  for 
the  sake  of  manipulating  the  market  but  was  formed  for  the  purpose  of  being 
active  in  the  market  during  the  time  until  the  stock  reached  its  natural  level. 

Q.  That  is  assuming  that  it  was  going  to  reach  a  level? 

A.  Stocks  always  reach  a  level ;  they  are  always  on  a  level. 

Q.  And  do  you  deny  that  your  trading  in  that  stock  helped  to  place  the  stock 
at  what  its  level  was? 

A.  You  and  I  have  gone  over  this  ground,  before  and  I  say  to  you  now  the 
same  thing  I  said  to  you  then  that  I  think  the  stock  would  have  gone  to  precisely 
the  same  point  it  did  go  whether  we  bought  the  stock  or  didn't. 

Q.  That  is  why  I  was  meticulously  careful  the  first  day  to  have  you  repeat 
the  statement,  "Let's  not  say  what  would  have  happened  had  something  else 
happened." 

A.  That  is  correct. 

Q.  And  you  say  that  regardless  of  the  trading  that  was  done  in  that  stock  by 
The  Goldman  Sachs  Trading  Corporation,  that  stock  would  have  gone  to  $220, 
which  it  ultimately  reached  on  February  7,  which  was  four  days  after  the  news 
came  out. 

A.  I  don't  say  it  would  have  gone  there  on  February  7th. 

Q.  But  you  do  deny  that  with  your  trading  you  put  it  there  on  February  7th? 

A.  I  don't  know  whether  our  trading  put  it  there  or  whether  it  didn't.  I  say 
it  got  there  on  February  7th,  that  is  a  certainty,  and  I  am  not  saying  to  you 


^^  Op.  cit.  supra,  note  438,  at  16131-2. 
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that  it  would  or  would  not  have  gotten  there  if  we  hadn't  bought  stucli  during 
these  few  days,  but  what  I  do  say  to  you  is  that  it  would  have  gotten  to  the 
level  at  which  it  did  get  where  it  stayed  for  a  long  time  thereafter/'-'  even  if 
we  hadn't  bought  a  share  of  stock. 

Q.  That  is  the  wildest  kind  of  conjecture. 

A.  It  is  absolutely  the  wildest  kind  of  opinion. 

Mr.  Catchings  further  testified :  ^^° 

A.  *  *  *  The  very  nature  of  the  deal  with  F.  &  I.  involved  a  recognition 
of  the  fact  that  The  Goldman  Sachs  Trading  Corporation  stock  would  be  sell- 
ing around  $220  to  $230  a  share  because  that  is  the  basis  on  which  the  F.  &  I. 
stockholders  agreed  to  take  it. 

Q.  When  you  say  involved  a  recognition,  that  is  you  and  Mr.  Jonas  sat 
down  and  said,  "this  stock  should  sell  at  $220"  and  you  were  going  to  put  it 
there? 

A.  Most  emphatically  no ;  you  can  argue  that  all  you  want,  I  am  trying  to 
tell  you  what  the  facts  are. 

Q.  You  told  me  that  the  whole  basis  of  the  deal  involved  a  recognition  that 
the  Goldman  Sachs  stock  should  be  selling  at  $220  because  that  was  the  basis 
upon  which  the  exchange  was  made,  so  you  and  Jonas  sat  down  and  said 
"Goldman  Sachs  should  be  selling  at  $220." 

A.  No,  sir. 

Q.  It  wasn't  selling  at  .$220  before  that  time? 

A.  No ;  but  the  F.  &  I.  stock  was  selling  at  or  above  that  price     *     *     *. 

Q.  To  my  mind  that  has  absolutely  nothing  to  do  with  what  transactions 
you  consummated  on  the  New  York  Curb  Exchange  because  what  was  jonv 
subjective  intent  with  respect  to  what  the  price  should  be  or  was  has  nothing  to 
do  with  what  the  effect  of  your  purchases  was  on  the  market. 

A.  My  subjective  intent  hasn't  anything  to  do  with  it.  What  was  actually 
the  situation  was  that  a  deal  was  made  between  two  great  groups  where  one 
group  was  willing  to  take  The  Goldman  Sachs  Trading  Corporation  stock  as  of 
the  market  parity  with  their  own  and  that  was  the  whole  point  of  the  thing. 
The  deal  was  made  on  that  basis     *     *     *. 

Q.  I  am  not  denying  that,  but  I  am  saying  that  the  deal  having  been  made 
on  that  basis,  you  went  out  deliberately  with  your  purchases  to  get  it  at  that 
parity. 

A.  No ;  the  whole  point  is  that  the  stock  went  there,  we  didn't  have  to  put  it 
there :  it  would  have  gone  there  itself. 

Mr.  Jonas,  on  the  other  hand,  when  interrogated  as  to  the  effect  on 
the  market  price  of  the  stock  of  The  Goldman  Sachs  Trading  Corpo- 
ration created  by  the  purchasing  activities  of  the  joint  account,  testi- 
fied :  ^^" 

Q.  Did  you  know  that  on  *  *  *  February  4,  when  the  news  of  the  merger 
leaked  out,  that  they  [The  Goldman  Sachs  Trading  Corporation  on  behalf  of  the 
joint  account]  purchased  a  substantial  block  of  stock,  53,200  shares  for  $9,376,- 
250.  and  didn't  sell  a  single  share  upon  the  exchange?  Did  they  tell  you  that  was 
their  first  day's  business,  Mr.  Jonas? 

A.  I  don't  recall  having  been  told. 


^■®  See  note  502,  supra. 

=^»  Op.  cit.  supra,  note  438,  at  161.37-9. 

"'  Id.,  at  16278. 
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Q.  Do  you  also  take  the  position  that  the  purchase  of  53,200  shares  on  that  date 
which  constituted  55%  of  the  vohime  of  trading  on  the  New  York  Curb  Exchange, 
had  no  effect  on  moving  the  price  of  that  stock  up,  and  that  it  would  have  gone  up 
with  that  rapidity  whether  you  did  that  buying  or  not? 

A.  I  don't  know,  it  would  be  a  mere  guess  on  my  part.  I  assume  that  buying  a 
large  block  would  affect  the  market.  I  thought  the  market  would  adjust  itself 
regardless  of  this  account. 

In  contrast  to  the  sharp  rise  in  the  market  price  of  the  stock  of  The 
Goldman  Sachs  Trading  Corporation  between  February  4  and  Febru- 
ary 7,  1929,  the  stock  of  Financial  and  Industrial  Securities  Corpora- 
tion, which  was  traded  only  over  the  counter,  remained  fairly  stable 
at  a  price  between  $136  and  $150  a  share  between  February  4, 1929,  and 
February  21,  1929,  the  date  that  a  majority  of  the  stockholders  of 
Financial  and  Industrial  Securities  Corporation  approved  the  sale  of 
its  assets  to  The  Goldman  Sachs  Trading  Corporation.^*^  However, 
the  stability  of  the  market  price  of  the  stock  of  Financial  and  Indus- 
trial Securities  Corporation  may  have  been  the  result  of  the  purchase 
by  The  Goldman  Sachs  Trading  Corporation  between  February  6  and 
February  21, 1929,  of  70,318  shares  of  the  stock  of  Financial  and  Indus- 
trial Securities  Corporation  at  prices  between  $135%  to  $1461/4  a  share 
and  sales  by  The  Goldman  Sachs  Trading  Corporation  over  the  same 
period  of  26,257  shares  of  the  stock  of  Financial  and  Industrial  Securi- 
ties Corporation  at  prices  between  $127  and  $152  a  share.^''^ 

As  has  been  stated,  the  result  of  the  purchasing  activities  of  the  joint 
account  was  to  establish  on  February  7,  1929,  a  market  value  of  $221 
a  share  for  each  of  the  existing  1,125,000  shares  of  the  stock  of  The 
Goldman  Sachs  Trading  Corporation.  A  100%  stock  dividend  on  the 
stock  at  this  time  woulcl  create  2,250,000  shares  of  The  Goldman  Sachs 
Trading  Corporation  stock  which  presumably  would  have  a  market 
value  of  $110.50  a  share.  And  if  an  additional  2,250,000  shares  of  new 
stock  of  The  Goldman  Sachs  Trading  Corporation  were  issued  for  the 
1,700,000  shares  of  the  stock  of  Financial  and  Industrial  Securities 
Corporation,  each  existing  share  of  Financial  and  Industrial  Securi- 
ties Corporation  stock  would  be  exchangeable  for  1^^A4,  shares  of  the 
stock  of  The  Goldman  Sachs  Trading  Corporation.  Since  the  market 
value  of  the  stock  of  Financial  and  Industrial  Securities  Corporation 
was  then  approximately  $145  a  share,  I1I/34  shares  of  The  Goldman 
Sachs  Trading  Corporation,  with  a  market  value  of  $110.50  per  share, 
would  have  a  market  value  approximately  equivalent  to  the  market 
value  of  the  stock  of  Financial  and  Industrial  Securities  Corporation. 
In  other  words,  the  market  price  of  $221  per  share  for  the  existing 
shares  of  stock  of  The  Goldman  Sachs  Trading  Corporation  created 
by  the  purchasing  activities  of  the  joint  account  was  on  a  parity  with 
the  market  price  of  the  stock  of  Financial  and  Industrial  Securities 
Corporation,  on  the  basis  of  an  exchange  of  2,250,000  shares  of  new 
stock  of  The  Goldman  Sachs  Trading  Corporation  for  the  1,700,000 
outstanding  shares  of  the  stock  of  Financial  and  Industrial  Securities 
Corporation. 

^2  On  February  4,  5,  and  6,  1929,  the  stock  of  Financial  and  Industrial  Securities  Cor- 
poration was  quoted  over  tlie  counter  at  $150  a  share.  However,  by  February  19,  1929, 
the  price  had  dropped  to  $144  a  share. 

^■'^  Op.  cit.  supra,  note  438,  Commission's  Exhibit  No.  1685.  In  addition  to  the  pur- 
chases and  sales  of  Financial  and  Industrial  Securities   Corporation  stock  referred  to  in 
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Apparently  because  of  this  fact,  Mr.  Catchings  and  Mr.  Jonas  deter- 
minecl  on  February  7,  1929,  to  abandon  the  tentative  plan  of  February 
3,  1929,  in  favor  of  the  exchange  ratio  for  the  shares  of  the  company 
which  has  just  been  described.^^* 

Under  this  revised  plan,  the  combined  company  would  have  out- 
standing 4,500,000  shares  of  stock  equally  distributed  among  the  former 
stockliolders  of  the  individual  companies,  and  the  exchanging  Financial 
and  Industrial  Securities  Corporation  stockholders  would  obtain 
securities  in  the  new  company  having  a  market  value  equivalent  to  the 
market  value  of  their  existing  shares. 

However,  as  has  been  stated,  the  value  of  the  assets  of  The  Goldman 
Sachs  Trading  Corporation  had  been  fixed  at  $122,000,000  on  Febru- 
ary 3,  1929,  and  on  the  same  date  the  value  of  the  assets  of  Financial 
and  Industrial  Securities  Corporation  had  been  fixed  at  $111,000,000. 
Unless  under  the  new  plan  the  assets  of  the  two  companies  were  equal- 
ized in  value,  the  exchange  would  result  in  a  gain  in  asset  value  to  the 
stockholders  of  Financial  and  Industrial  Securities  Corporation.  Ac- 
cordingly, on  February  7, 1929,  a  readjustment  of  the  value  of  the  assets 
of  the  two  companies  was  made.  The  market  value  of  the  assets  of 
Financial  and  Industrial  Securities  Corporation  was  revised  upwards 
to  $117,500,000,  and  the  original  plan  to  have  Financial  and  Inclustrial 
Securities  Corporation  increase  its  assets  to  $122,000,000  by  selling  to 
its  stockliolders  550,000  additional  shares  of  its  stock  at  $20  a  share  was 
abandoned.  Instead,  The  Goldman  Sachs  Trading  Corporation 
agreed  to  reduce  the  value  of  its  existing  assets  from  $122,000,000  to 
$117,500,000  by  the  payment  of  a  cash  dividend  of  $4,500,000  to  its 
existing  stockholders.^'*^  Thus  the  two  companies  would  be  combined 
on  an  equal  asset  value  as  well  as  on  an  equal  market  value  basis. 

Although  on  February  7,  1929,  the  assets  of  Financial  and  Indus- 
trial Securities  Corporation  were  valued  at  $117,500,000,  it  will  be 
recalled  that  on  February  3,  1929,  such  assets  were  valued  at  $111,- 
000,000.  The  $6,500,000  increase  in  the  value  of  the  assets  of  Finan- 
cial and  Industrial  Securities  Corporation  in  the  4-day  period  from 
February  4  to  February  7  were  attributed  by  Mr.  Catchings  ^^^  to  a 
rise  in  the  market  A^alue  of  the  company's  portfolio  securities.    How- 


the  text,  The  Goldmau  Sachs  Trading  Corporation  between  February  21  and  March  12, 
1929,  purchased  12,696  shares  of  the  stock  of  Financial  and  Industrial  Securities  Corpora- 
tion and  sold  375  shares  of  such  stock.  On  March  12,  1929,  The  Goldman  Sachs  Trading 
Corporation  had  accumulated  and  held  56,352  shares  of  the  stock  of  Financial  and  Indus- 
trial Securities  Corporation  at  an  average  cost  of  $146.24  a  share.  These  shares  were, 
pursuant  to  the  final  plan  for  the  combination  of  the  two  companies  adopted  on  Feb- 
ruary 7,  1929  (see  infra),  converted  into  74,623  shares  of  the  new  stock  of  The  Goldman 
Sachs  Trading  Corporation  on  the  basis  of  1-11/34  shares  of  the  stock  of  The  Goldman 
Sachs  Trading  Corporation  for  each  share  of  the  stock  of  Financial  and  Industrial  Securi- 
ties Corporation  and  added  to  the  other  shares  of  its  own  stock  which  The  Goldman 
Sachs  Trading  Corporation  had  accumulated  as  the  result  of  its  participation  in  the 
joint  account  with  Delmar   Capital  Corporation    (id..   Commission's  Exhibit  No.  16S5). 

5^  The  agreement  of  the  parties  to  the  new  plan  was  expressed  in  written  form  on 
February  9,  1929  (id.,  Commission's  Exhibit  No.  1680). 

w^  Ibid.  This  cash  dividend  was  actually  paid  on  March  15,  1929,  but  amounted  to 
only  $3,481,230  (id.,  at  15870  and  Commission's  Exhibit  No.  1657),  since  no  dividends 
were  paid  on  the  holdings  of  its  own  stock  which  The  Goldman  Sachs  Trading  Corpora- 
tion had  accumulated  as  the  result  of  its  market  purchasing  activities.  The  dividend 
was  paid  from  "paid-in  surplus"  and  therefore  was  in  effect  a  return  of  the  capital  con- 
tributed by  the  stockholders  to  the  enterprise  (id..  Commission's  Exhibit  No.  1657). 

&*«  Id.,  at  16202. 
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ever,  $4,000,000  or  two-thirds  of  the  total  appreciation  in  the  assets 
of  Financial  and  Industrial  Securities  Corporation  in  the  4-day 
period  was  the  result  of  the  increase  in  the  market  value  of  the 
49,000  shares  of  the  stock  of  The  Goldman  Sachs  Trading  Corporation 
in  the  portfolio  of  Financial  and  Industrial  Securities  Corpora- 
tion from  $136.50  to  $221  a  share,  an  increase  which  was  solely  the 
result  of  the  trading  activities  in  its  own  stock  by  The  Goldman 
Sachs  Trading  Corporation  as  manager  of  its  joint  trading  account 
with  Delmar  Capital  Corporation.  Despite  the  fact  that  the  $4,000,000 
appreciation  in  the  stock  of  The  Goldman  Sachs  Trading  Corporation 
held  by  Financial  and  Industrial  Securities  Corporation  had  been 
the  result  of  the  market  purchases  by  The  Goldman  Sachs  Trading 
Corporation  itself,  Mr.  Catchings  denied  that  the  value  of  the  assets 
of  Financial  and  Industrial  Securities  Corporation  had  been  arti- 
ficially "jacked  up"  by  $4,000,000 :  ^'*- 

Q.  Substantially,  Mr.  Catchings,  I  think  you  will  agree  that  the  major  por- 
tion of  the  portfolio  of  Financial  and  Industrial  Securities  Corporation  was  the 
Manufacturers  Trust  Company,  the  insurance  companies,  the  Pick  Barth  pic- 
ture, the  Stern  Brothers  picture,  and  The  Goldman  Sachs  Trading  Corporation 
stock  and  cash,  wasn't  that  so? 

A.  Yes. 

Q.  And  the  first  agreement,  February  6th,  said  "We  will  take  these  assets  at 
$111,000,000,"  on  February  9th  they  said,  "We  will  takei  these  assets  at  $117,- 
500,000."  During  this  period  the  Manufacturers  Trust  stock  had  not  moved 
uip  substantially,  had  it? 

A.  I  don't  recall,  but  I  don't  believe  it  had. 

Q.  The  insurance  stock  had  not  moved  up  substantially,  had  they? 

A.  No. 

Q.  The  Broadmoor  stock  had  not  moved  up? 

A.  No. 

Q.  It  had  no  market? 

A.  No. 

Q.  Stern  Brothers  had  not  moved  up  substantially? 

A.  No. 

Q.  Pick  Barth  had  not  moved  up  substantially? 

A.  No. 

Q.  Your  [Financial  and  Industrial  Securities  Corporation]  cash  had  not 
moved  up? 

A.  No. 

Q.  So  the  only  thing  that  could  possibly  have  moved  up  was  The  Goldman 
Sachs  Trading  Corporation  stock? 

A.  Yes. 

Q.  And  that  increase  was  $4,000,000,  isn't  that  so,  because  the  increase  was 
approximately  85  points  and  you  had  49,000  shares  of  The  Goldman  Sachs 
Trading  Corporation  stock  there.  And  those  $4,000,000  resulted  from  the  fact 
that  you  jacked  up  the  assets  of  F.  &  I.  on  the  basis  of  the  increase  in  price 
in  The  Goldman  Sachs  Trading  Corporation  stock,  isn't  that  so? 

A.  Don't  ask  me  to  say  jacked  up 

Q.  All  right. 

A.  Let  us  get  along  without  adjectives.  If  you  want  me  to  testify  that  the 
market  prices  of  The  Goldman  Sachs  Trading  Corporation  stock  in  the  F.  &  I. 


Id.,  at  1619.S-G 
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porfolio  was  increased  by  whatever  the  amount  was,  approximately  $4,000,000, 
I  will  say  yes. 

Q.  And  that  increase  was  during  the  period  that  The  Goldman  Sachs  Trading 
Corporation  purchased  stock  on  the  New  York  Curb  Exchange  on  February  4th, 
purchased  on  February  5th,  and  purchased  on  February  6th,  which  had  abso- 
lutely nothing  to  do  with  the  rise  in  the  price  of  The  Goldman  Sachs  Trading 
Corporation  stock,  is  that  it? 

A.  I  say  that  the  nature  of  the  agreement  on  February  3d  was  to  recognize 
that  as  a  proper  market  price  for  The  Goldman  Sachs  Trading  Corporation,  but 
of  course  these  activities  had  taken  place  in  the  meantime. 

Q.  So  that  you  say  on  February  6th  or  on  February  3d  it  was  already  agreed 
that  The  Goldman  Sachs  Trading  Corporation  stock  in  the  portfolio  of  F.  &  I. 
would  be  taken  at  $221? 

A.  No ;  I  say  this,  I  don't  think  that  the  market  activity  of  the  stock  during 
these  days  was  of  importance  so  much  as  the  fact  that  by  the  very  nature  of 
the  agreement  the  Goldman  Sachs  stock  was  taken  as  being  worth,  marketwise, 
twice  its  asset  value. 

Q.  I  am  going  to  discuss  that  with  you,  but  first  let  me  get  the  facts.  The 
fact  is  you  say  you  did  take  it  in  originally  at  $221  on  February  3d? 

A.  I  say  when  you 

Q.  On  February  3d  you  did  take  in  your  Goldman  Sachs  Trading  Corporation 
stock  in  computing  the  asset  value  of  F.  &  I.  at  $221,  did  you? 

A.  All  that  was  done  on  February  3d — you  can't  do  everything  in  one  minute — 
all  that  was  done  on  February  3d  was  to  reach  an  agreement  that  a  plan  would 
be  worked  out  on  the  basis  of  the  consolidation  of  the  two  companies  on  relative 
assets. 

Q.  But  the  more  important  thing  is  that  the  assets  of  both  companies  were 
fixed  at  that  date  at  $111,000,000  for  F.  &  I.  and  $122,000,000  for  The  Goldman 
Sachs  Trading  Corporation,  isn't  that  so? 

A.  That  is  what  is  in  the  letter  of  February  6th. 

Q.  We  find  on  February  9th  there  is  computed  for  the  purpose  of  this  ex- 
change an  asset  value  to  the  portfolio  of  F.  &  L  of  $117,500,000  which  is  $6,500,- 
000  in  excess  of  what  was  fixed  in  the  3d  and  it  was  during  this  period  from 
the  4th  to  7th  that  The  Goldman  Sachs  Trading  Corporation  was  doing  this 
substantial  buying  on  the  New  York  Curb  Exchange,  isn't  that  so? 

A.  Yes. 

As  has  been  described,  on  February  7,  1929,  the  market  price  of  the 
stock  of  The  Goldman  Sachs  Trading  Corporation  had  reached  a 
parity  with  that  of  the  stock  of  Financial  and  Industrial  Securities 
Corporation  on  the  basis  of  the  plan  for  the  combination  of  the  two 
companies  which  was  finally  worked  out  by  Mr.  Catchings  and  Mr. 
Jonas  on  the  same  day. 

On  February  7.  1929,  The  Goldman  Sachs  Trading  Corporation 
announced  the  declaration  of  a  100%  stock  dividend  on  its  existing 
shares  payable  on  February  25,  1929 ;  and  on  February  11,  1929,  the 
stockholders  were,  for  the  first  time,  fully  informed  of  the  final  plan 
for  the  merging  of  the  two  companies. ^'^^  On  that  day,  both  corn- 
ea r/^e  New  York  Times,  February  12,  1929,  p.  41.  Previously,  on  February  7,  1929, 
there  had  appeared  in  the  same  newspaper  an  announcement  of  the  prospective  combina- 
tion of  the  two  companies  on  the  basis  of  the  original  plan  of  February  3,  1929  (The 
New  York  Times,  February  7,  1929,  p.  36). 
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panies  addressed  letters  to  their  stockholders  announcing  meetings  of 
such  stockholders  to  be  held  on  February  21,  1929,  and  soliciting 
proxies — in  the  case  of  the  Financial  and  Industrial  Securities  Corpo- 
ration stockholders  for  their  approval  of  the  sale  of  the  company's 
assets  to  The  Goldman  Sachs  Trading  Corporation,^^^  and,  in  the  case 
of  the  stockholders  of  The  Goldman  Sachs  Trading  Corporation,  for 
their  approval  of  an  increase  in  its  authorized  capital  stock  from 
2,500,000  to  10,000,000  shares.^^" 

However,  The  Goldman  Sachs  Trading  Corporation  did  not  termi- 
nate its  trading  activities  in  its  own  stock  on  February  7,  1929,  but 
continued  to  trade  in  its  existing  shares  imtil  February  20,  1929,  and 
in  its  new  stock,  after  giving  effect  to  the  100%  stock  dividend,  until 
March  14, 1929.  From  February  7  to  February  21, 1929,  the  old  stock 
of  The  Goldman  Sachs  Trading  Corporation  fluctuated  in  price  from 
$207  to  $225.60  a  share,  or  within  the  range  of  its  approximate  parity 
with  the  market  value  of  the  stock  of  Financial  and  Industrial  Securi- 
ties Corporation  which  ranged  in  price  over  the  same  period  from 
$133  to  $150  a  share.  Similarly,  over  the  same  period  the  market  price 
of  the  new  stock  of  The  Goldman  Sachs  Trading  Corporation  created 
by  the  100%  stock  dividend  and  which  was  admitted  to  trading  on  the 
New  York  Curb  Exchange  on  a  "when  issued"  basis  on  February  8, 
1929,  fluctuated  between  $103  and  $112  a  share,  its  approximate  market 
parity  with  the  stock  of  Financial  and  Industrial  Securities  Corpora- 
tion. 

Although  after  February  7,  1929  The  Goldman  Sachs  Trading  Cor- 
poration engaged  to  some  extent  in  selling  activities  in  its  own  stock, 
such  selling  activities  were  exceeded  by  its  purchasing  activities. 
Presumably  the  net  purchases  of  its  own  stock  supported  the  price 
of  the  stock  at  a  market  parity  with  that  of  Financial  and  Industrial 
Securities  Corporation.^^^  Tables  24  and  25  indicate  the  trading  by 
The  Goldman  Sachs  Trading  Corporation  from  February  4  to  Febru- 
ary 20,  1929,  in  its  original  stock,  and  in  its  new  stock  from  February 
8,  1929,  after  the  declaration  of  the  100%  stock  dividend  to  March 
14,  1929. 

Expressed  in  terms  of  the  new  stock  of  The  Goldman  Sachs  Trading 
Corporation,  after  giving  effect  to  the  two-for-one  split-up  in  its 
original  stock,  the  volume  of  trading  in  such  stock  on  the  New  York 
Curb  Exchange  from  February  4  to  March  14,  1929,  totaled  1,140,400 
shares.  During  the  same  period.  The  Goldman  Sachs  Trading  Corpo- 
ration purchased  557,670  shares  of  such  stock,  or  approximately  50% 
of  the  total  number  of  such  shares  purchased  on  the  New  York  Curb 
Exchange,  and  sold  133,660  of  such  shares,  or  approximately  12%  of 
the  total  volume  of  the  stock  sold  on  the  New  York  Curb  Exchange. ^^^ 


^■*^  Op.  cit.  supra,  note  438,  Commission's  Exhibit  No.  1687. 

6=0  Id.,  Commission's  Exliibit  No.  1680A. 

f^^i  The  announcement  on  February  7  of  the  prospective  100%  stock  dividend  would 
also  presumably  have  a  supporting  effect  on  the  market  price  of  the  stock  of  The  Gold- 
man Sachs  Trading  Corporation  which  that  corporation  had  created  as  the  result  of  its 
purchases  of  such  stock  between  February  4  and  February  7,  1929. 

^=3  Op.  cit.  supra,  note  438,  Commission's  Exhibit  No.  1678.  The  Goldman  Sachs  Trading 
Corporation,  during  the  period  February  4  to  March  14,  1929,  also  sold  over-the-counter 
85,909  shares  of  stock  which  it  had  acquired  in  the  open  market.  As  the  result,  on  March 
14,  1929,  the  corporation  held  a  total  of  388,101  shares  of  its  own  stock  which  it  had 
acquired  as  the  result  of  its  market  activities.     In  addition,  it  had  acquired  the  98,000 
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From  these  figures  it  is  apparent  that  The  Goldman  Sachs  Trading 
Corporation's  activities  in  its  own  stock  were  the  substantial  factor  in 
the  establishment  and  maintenance  of  the  market  value  of  its  shares 
at  a  price  equal  to  the  market  value  of  the  shares  of  Financial  and 
Industrial  Securities  Corporation  on  the  basis  of  the  ratio  in  which 
the  shares  of  the  two  companies  Avere  to  be  exchanged  under  the  final 
plan  for  the  combination  of  the  two  companies. 


Table  24. — Tradinr/  in  original  shares  of  The  Goldman  Sachs  Trading  Corporation 


Trading  by  The  Goldman  Sachs 
Trading  Corporation 

Reported  trading  on  the  New 
York  Curb  Exchange 

Ratio  of  trading 
to  New  York 
Curb   Ex- 

Trade dates  (1929) 

Pur- 
chases 
(shares) 

Sales 
(shares) 

Price  range 

Total 

sales 

(shares) 

Price  range 

change   vol- 
ume 

High 

Low 

Close 

Pur- 
chases 

Sales 

Feb.    4  (Monday) --- 
Feb.    5. 

53,  200 
42, 300 

9,100 

69, 800 
28,000 

19,  500 

2,900 

6,700 

4,700 
11,  500 

7,100 

2,400 
3,300 

4,500 
2,000 

1,700 

8,100 

4,600 
200 

100 

700 
100 

$170    -$180 
178    -  179^^ 
1  178    -  191 
1  19334:-  221 
{'■202    -  222 
I  200    -  222M 

"2211^-  222 

f  22254-  224 
i"223    -  223J^ 

[  224    -  225 

^224V^  225 

I  225    -  225H 

U225y2-  226 

1  2241^-  225H 

"226          — 

2203^-  224 

191 H-  216 

"207          - 

207    -  217 

"20834-  21834 

219    -  22034 

"221          - 

98,  600 
56,  500 

1  2S,  000 

[  89,500 
31, 900 

1  22,  500 

i  13,  200 

12,200 

5,100 
11,600 

23,  500 

8,700 
5,000 

$181 
179^ 

192M 
2223^ 

225 

226 

226 
224 

21634 

219% 
221^ 

$170 
178 

18034 

19434 
2203i 

22231 

224 

225 

2243i 
22034 

1903^2 

207 
219 

$178 
17954 

221 

2223i 
224 

225 

2253^ 

225 
22034 

207 

216 
2193^ 

Percent 
55 

75 

33 

78 
88 

22 

92 
99 

30 

28 
66 

Percent 

Feb.    6 

Feb.    7 

5 

Feb.    8 

7 

Feb.    9  !- 

_ 

Feb.  11  (Monday)..  _ 
Feb.  12  ^ 

8 

Feb.  13 

61 

Feb.  14 _ 

38 

Feb  15 

2 

Feb.  16 

Feb.  18  (Monday) ___ 

Feb.  19 

8 

Feb.  20 

2 

Total 

260,  560 

22,  000 

-          - 

406,  300 

- 

- 

- 

64 

5 

"  Price  range  on  sales. 
t  Exchange  closed. 
'  Lincoln's  Birthday. 

Source:  Pubhc  Examination,  The  Goldman  Sachs  Trading  Corporation,  Commission's  Exhibit  No.  1665. 


shares  of  its  own  stock  which  were  included  in  the  portfolio  of  Financial  and  Industrial 
Securities  Corporation.  These  shares  represented  the  two-for-one  split-up  of  the  49,000 
shares  of  original  stock  which  Financial  and  Industrial  Securities  Corporation  had  ac- 
quired in  December  1928.  Finally,  The  Goldman  Sachs  Trading  Corporation's  holdings 
of  its  own  stock  as  at  March  14,  1929,  were  augmented  by  an  additional  74,623  shares 
as  the  result  of  the  conversion  into  its  own  shares  of  the  56,352  shares  of  stock  of  Finan- 
cial and  Industrial  Securities  Corporation  which  The  Goldman  Sachs  Trading  Corporation 
had  accumulated  as  the  result  of  its  trading  in  the  stock  of  Financial  and  Industrial 
Securities  Corporation.  (See  note  543,  supra.)  To  sum  up,  as  a  consequence  of  its  trad- 
ing in  the  stock  of  the  two  companies  and  of  the  acquisition  of  the  assets  of  Financial 
and  Industrial  Securities  Corporation,  The  Goldman  Sachs  Trading  Corporation  had,  on 
March  14,  1929,  acquired  560,724  shares  of  its  own  stock  at  a  cost  of  $57,021,936  (op. 
cit.  supra,  note  438,  at  16221-3). 
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Table  25. — Trading  in  newly  issued  capital  stock  of  The  Goldman  Sachs  Trading 

Corporation 


Traded  by  The  Goldman  Sachs  Trading 
Corporation 

Reported  trading  on  the  New 
York  Curb  Exchange 

Ratio  of  trading 
by  The  Gold- 
man Saehs 

Trade 
date 
(1929) 

Pur- 
chases 
(shares) 

Sales 
(shares) 

Price  range 

Total 

sales 

(shares) 

Price  range 

Trading  Corp. 

to  New  York 

Curb  Exchange 

volume 

Purchases 

Sales 

High 

Low 

Close 

Pur- 
chases 

Sales 

Percent 

Percent 

Febr?"-^. 

— 

— 

_       _ 

—     — 

— 

— 

— 

— 

— 

— 

Feb.8._.. 

1,250 

6,160 

$112    -$1141^ 

$112    -$115M 

6,800 

$112M 

$111M 

$112 

18 

96 

Feb.  11... 

3,200 

18, 100 

1111^-  1131^ 

1123^-  1141^ 

39,  600 

114J^ 

111% 

114 

8 

46 

Feb.  13... 

1,400 

11,800 

113    -  114 

113^-  113^ 

24, 600 

114 

112^ 

113% 

48 

Feb.  14... 

3,600 

200 

113    -  113M 

113M-    — 

6,300 

113M 

113 

113% 

57 

3 

Feb.  15... 

200 

400 

113    -  113M 

113M-  113J^ 

6,100 

113% 

113 

113 

3 

7 

Feb.  16... 

5,900 

— 

llOM-  112J^ 

--          — 

8,400 

112H 

110% 

110% 

70 

— 

Feb.  18... 

900 

800 

104    -  107M 

106K-  108M 

15,  600 

109J^ 

93 

J  03 

6 

5 

Feb.  19... 

— 

8,700 

—          — 

105    -  111^ 

25,000 

111^ 

105 

108% 

— 

35 

Feb.  20... 

400 

8,500 

111    -  1111-^ 

110    -  1123^ 

14,  400 

112% 

110 

110% 

3 

59 

Feb.  21... 

2,700 

300 

109M-  IWVi 

w^Yi-  111 

6,600 

111 

109% 

109% 

41 

5 

Feb.  25... 

— 

600 

_          _ 

110    -  110}^ 

5,000 

1103^ 

109% 

no 

— 

12 

Feb.  26... 

— 

1,000 

—          — 

no  -  iioj^ 

4,300 

111 

109% 

1091/2 

— 

23 

Feb.  27... 

3,600 

600 

109    -  109M 

1096^-  109^ 

9,900 

109% 

108% 

109% 

16 

6 

Feb.  28... 

200 

6,600 

lllH 

109    -  112^ 

14, 800 

112M 

108% 

112% 

1 

45 

Mar.  1... 

800 

18,  300 

my2-  iiiH 

111    -  112M 

36, 800 

IK 

,   (Ex.) 
Ill   (div.) 

2 

50 

Mar.  2... 

2,000 

1,500 

iiOM-  iiiJ^ 

112    -  112M 

6,500 

112 

110% 

110% 

31 

23 

Mar.  4... 

1,000 

1,100 

no  -  mVi 

1113^-  lllH 

22,  300 

lllH 

no 

no 

4 

5 

Mar.  5... 

4,000 

— 

108}^-  mvs 

—          — 

10,  500 

110 

108% 

108% 

38 

— 

Mar.  6... 

1,500 

— 

mVr-  108 

_          _ 

5,200 

109 

107% 

108% 

29 

— 

Mar.  7... 

500 

— 

106^ 

5,300 

108 

106% 

108 

9 

— 

Mar.8-.. 

400 

— 

106H      - 

6,600 

108J^ 

106% 

107% 

6 

— 

Mar.  9... 

2,200 

— 

1073^-  109 

—          — 

4,600 

109 

107% 

109 

48 

— 

Mar.  11.. 

2,200 

1,000 

107    -  109 

106          - 

9,900 

109% 

106% 

106% 

22 

10 

Mar.  12.. 

100 

— 

106H      - 

6,200 

107% 

106% 

106% 

— 

Mar.  13. . 

500 

— 

106          - 

9,000 

107M 

105% 

107 

6 

— 

Mar.  14.. 

- 

4,000 

-          - 

106          - 

17,  500 

109% 

106% 

109% 

— 

23 

36, 550 

89,  660 

-          - 

-          - 



327,  800 

- 

- 

- 

- 

- 

"  New  stock  not  quoted  until  Feb.  8,  1929. 

Source:  Public  Examination,  The  Goldman  Sachs  Trading  Corporation,  Commission's  Exhibit  No.  1684. 

However,  in  none  of  the  public  announcements  of  the  impending 
combination  of  the  two  companies  w^as  there  any  reference  either  to  the 
existence  of,  or  to  the  trading  activities  in,  the  stock  of  both  companies 
conducted  by  the  joint  account  operated  by  The  Goldman  Sachs  Trad- 
ing Corporation  and  Delmar  Capital  Corporation,  "the  office  corpora- 
tion" controlled  by  Mr.  Jonas.  In  fact,  on  February  18,  1929,  three 
days  prior  to  the  stockholders'  meeting  to  pass  upon  the  plan,  Mr. 
Jonas,  in  order  to  combat  the  efforts  of  several  stocldiolders  who  were 
in  opposition  to  the  plan  and  who  had  formed  a  minority  stockholders' 
committee  and  had  publicized  their  opposition  in  newspapers,*^^^  ad- 

==^  Id.,  at  16289.  J.  J.  Farber,  who  stated  he  represented  the  holders  of  approximately 
165,000  shares  of  the  stock  of  Financial  and  Industrial  Securities  Corporation,  had  formed 
a  committee  of  the  company's  minority  stockholders  and  had  retained  counsel  to  institute 
a  legal  attack  upon  the  impending  combination  of  the  two  companies  (The  New  York 
Times,  February  17,  1929,  p.  14). 
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dressed  a  letter  ^°^  to  the  stockliolders  of  his  company  which  omitted 
to  state  facts  necessary  to  make  the  facts  stated  not  misleading. 

It  will  be  recalled  that  Delmar  Capital  Corporation,  of  which  Mr. 
Jonas  was  the  largest  stockholder,  was  to  have  a  half  interest  in  and 
to  share  equally  in  the  profits  or  losses  of  the  joint  account  if  the  com- 
bination of  the  companies  was  not  effected  during  the  30-day  period 
of  its  activities.  On  February  18,  1929,  the  joint  account  had  accumu- 
lated large  blocks  of  the  stocks  of  Financial  and  Industrial  Securities 
Corporation  and  The  Goldman  Sachs  Trading  Corporation  at  a  total 
cost  of  $49,54:7,689.62.^='5  Unless  the  combination  of  the  two  companies 
was  effected  at  the  stockholders'  meetings  on  February  21,  1929,  Mr. 
Jonas,  through  the  Delmar  Capital  Corporation,  would  be  required  to 
pay  approximately  $25,000,000  for  his  share  in  the  stocks  held  by  the 
joint  account.  Mr.  Jonas  thus  possessed  a  special  pecuniary  interest 
in  facilitating  the  sale  of  the  as;  ets  of  Financial  and  Industrial  Securi- 
ties Corporation  to  The  Goldman  Sachs  Trading  Corporation.  Never- 
theless, in  his  letter  of  February  18,  1929,  to  the  stockholders  of 
Financial  and  Industrial  Securities  Corporation,  not  only  did  Mr. 
Jonas  fail  to  disclose  the  existence  of  the  trading  activities  of  the  joint 
account,  but  he  made  the  affirmative  statement  that  "I  have  never  per- 
sonally owned,  nor  has  anyone  owned  for  me,  a  single  share  of  Gold- 
man Sachs  Trading  Corporation     *     *     *."  ^^® 

Mr.  Jonas  justified  his  failure  to  mention  the  $25,000,000  contingent 
interest  of  Delmar  Capital  Corporation  in  the  joint  account  on  the 
ground  that  it  had  never  been  been  a  personal  commitment  of  his  own 
since  it  had  been  his  intention  to  transfer  the  participation  of  Delmar 
Capital  Corporation  in  the  joint  account  to  Financial  and  Industrial 
Securities  Corporation  itself,  if  its  combination  with  The  Goldman 
Sachs  Trading  Corporation  was  not  consummated.  When  interro- 
gated on  the  contents  of  his  letter  of  February  18,  1929,  to  the  stock- 
holders of  Financial  and  Industrial  Securities  Corporation,  Mr.  Jonas 
testified :  °" 

Q.  That  statement  is  not  true. 

A.  What  part  of  it? 

Q.  The  statement :  "I  have  never  personally  owned  nor  has  anyone  owned  for 
me  a  single  share  of  Goldman  Sachs  Trading  Corporation,  and  the  same  applies 
to  every  other  director  and  officer  of  Financial  and  Industrial  Securities  Corpo- 
ration."    That  statement  is  not  true. 

A.  I  think  it  is  true. 

Q.  This  letter  was  sent  on  February  IS,  1929,  and  on  that  date  Delmar  Capital 
Corporation  owned  $25,000,000  worth  of  Goldman  Sachs  stock;  isn't  that  so? 

A.  You  are  talking  about  the  trading  account. 

Q.  Yes. 

A.  Well,  I  didn't.  In  the  first  place,  as  I  have  indicated,  I  had  no  recollection 
of  knowing  the  amount  at  any  time.  Secondly,  I  didn't  regard  that  as  a  holding 
we  had. 

Q.  Well,  it  was  an  absolute  fact,  was  it  not,  that  until  all  of  the  stockholders  of 
F.  &  I.  had  consented  to  the  merger,  Delmar  Capital  Corporation  was  a  half 


=^  Op.  cit.  supra,  note  438,  Commission's  Bshibit  No.  1687. 
^=^5  Id.,  Commission's  Exhibit  No.  1685. 
^=''  Id.,  Commission's  Exhibit  No.  1687. 
5=''  Id.,  at  16290-4. 
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owner  in  that  account,  and  on  February  18  the  account  had  $47,000,000  worth  of 
stock  and  Delmar  owned  approximately  $23,000,000  worth  of  this  stocli?  You 
and  your  associates  owned  $23,000,000  of  Goldman  Sachs  stock  on  that  date. 
There  is  no  doubt  about  that. 

A.  I  think  there  is  a  different  way  of  putting  it. 

Q.  How  would  you  put  it? 

A.  I  didn't  regard  it  that  way  unless  the  merger  was  not  effected. 

Q.  The  way  this  agreement  is  drawn  it  says  that  you  are  committed  unless 
the  merger  is  effected.  Then  you  are  relieved  of  your  commitment.  So  you  had 
a  one-half  interest  in  that  30-day  account  and  the  only  way  you  would  be  relieved 
of  that  commitment  is  if  the  stockholders  approved  the  merger  ;  isn't  that  soV 

A.  Well,  I  never  regarded  that  we  had  a  commitment  except  the  one  commit- 
ment on  the  merger  not  going  through. 

Q.  But  the  money  was  expended  in  that  trading  account  and  as  it  was  being 
expended  you  had  a  commitment  or  an  obligation  to  the  extent  of  one-half  of  the 
money  expended? 

A.  I  didn't  have  it  personally ;  it  was  the  commitment  of  the  corporation  with 
which  I  was  connected. 

Q.  You  said,  "I  have  never  owned  nor  has  anyone  owned  for  me  a  single  share 
of  this  stock,"  and  the  fact  was  that  on  February  18  Delmar  owned  $23,000,000 
of  it? 

A.  Of  course,  in  your  presentation,  the  holdings  of  Financial  and  Industrial 
might  be  said  to  be  held  for  me  personally  because  I  was  a  substantial  stock- 
holder there. 

Q.  In  the  first  place,  you  did  disclose  in  this  letter  that  F.  &  I.  had  this  stock. 
In  the  second  place,  the  Delmar  Capital  Corporation  was  a  closed  corporation 
owned,  by  you  and  the  very  associates  that  you  refer  to  there;  isn't  that  so? 

A.  No ;  at  that  time  the  commitment  of  Delmar  Capital  Corporation  was 
intended,  as  a  matter  of  fact,  to  be  for  the  Financial  and  Industrial  Securities 
Corporation. 

*  *  ***** 

Q.  I  frankly  don't  understand  how  you  made  the  positive  unequivocal  repre- 
sentation in  the  letter  which  was  sent  to  the  stockholders  to  persuade  them  to 
vote  in  favor  of  the  merger  on  the  representation  that  you  didn't  directly  or 
indirectly  own  a  single  share  of  The  Goldman  Sachs  Trading  Corporation.  That 
is  the  impression  you  wanted  to  give? 

A.  The  impression  I  wanted  to  give  was  that  there  was  no  special  consideration 
shown  to  any  of  the  officers  or  directors  of  Financial  and  Industrial. 

Q.  If  the  deal  didn't  go  through,  the  Delmar  Capital  Corporation  would  have 
had  to  take  up  $25,000,000  of  The  Goldman  Sachs  Trading  Corporation  stock? 

A.  The  imderstanding  among  the  directors  of  Financial  and  Industrial  Securi- 
ties Corporation  was  that  if  the  deal  did  not  go  through,  Financial  and  Industrial 
would  take  that  stock. 

As  a  result  of  this  letter  and  a  meeting  held  by  Mr.  Jonas  with  the 
minority  stockholders  of  Financial  and  Industrial  Securities  Corpora- 


ls On  February  20,  1929,  The  Neio  York  Times  (p.  32)  reported  that  Mr.  Jonas  had  held 
an  open  meeting  with  the  minority  stockholders  of  Financial  and  Industrial  Securities 
Corporation  who  had  been  in  opposition  to  the  combination  of  the  two  companies.  (See 
note  553,  supra.)  At  this  meeting  counsel  for  the  minority  stocliholders  stated  that  the 
contents  of  the  letter  of  February  18,  1929,  written  by  Mr.  Jonas,  had  explained  the  there- 
tofore unknown  aspects  of  the  plan  and  had  convinced  them  that  Mr.  Jonas  was  acting 
in  the  best  interests  of  the  stockholders.  The  minority  stockholders  then  agreed  to  dis- 
continue their  objections  to  the  sale  of  the  company's  assets  to  The  Goldman  Sachs  Trading 
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tion  ^^®  who  had  objected  to  the  merger  of  the  two  companies,  all  oppo- 
sition to  the  combination  of  the  two  companies  was  overcome,  and  on 
February  21,  1929,  the  stockholders  of  Financial  and  Industrial  Secu- 
rities Corporation  voted  to  approve  the  sale  of  its  assets  to  The  Gold- 
man Sachs  Trading  Corporation.  On  the  same  day,  the  stockholders 
of  The  Goldman  Sachs  Trading  Corporation,  in  order  to  make  the 
purchase  possible,  voted  to  increase  the  authorized  stock  of  the  corpo- 
ration to  10,000,000  shares.  The  Goldman  Sachs  Trading  Corporation 
thus  acquired  the  assets  of  Financial  and  Industrial  Securities  Corpo- 
ration, which  had  a  market  value  of  $117,500,000,  by  the  issuance  of 
2,250,000  shares  of  stock  having  a  market  value  of  $108  a  share,  or  a 
total  market  value  of  $235,000,000,  twice  the  value  of  the  assets  which 
The  Goldman  Sachs  Trading  Corporation  received  for  such  stock.^^-' 
This  market  value  for  its  own  stock,  as  has  been  described,  was  almost 
exclusively  the  creation  of  The  Goldman  Sachs  Trading  Corporation 
itself. 

Moreover,  the  stockholders  of  the  combined  companies  were  unaware 
of  the  fact  that  approximately  24%  of  the  combined  assets  of  $235,000,- 
000  of  the  two  companies  consisted  of  holdings  of  the  stock  of  The 
Goldman  Sachs  Trading  Corporation  itself.  As  a  result  of  its  trading 
activities  in  its  own  stock  and  in  the  stock  of  Financial  and  Industrial 
Securities  Corporation  and  of  the  acquisition  of  the  assets  of  the  latter 
company.  The  Goldman  Sachs  Trading  Corporation  held  in  its  treas- 
ury, by  March  14,  1929,  a  total  of  560,724  shares  of  its  own  stock  at  a 
cost  of  $57,021,936.  These  shares  were  equivalent  to  12%%  of  the 
4,500,000  shares  which  the  company  had  issued  in  the  course  of  its 
existence.  More  importantly,  the  cost  of  these  shares  exceeded  their 
asset  value  by  approximately  $23,000,000.     In  other  words,  $23,000,000 


Corporation.  However,  the  newspaper  report  does  not  indicate  that  Mr.  Jonas  had  in- 
formed the  minority  stoelvholders  of  the  marlvet  purchases  which  had  been  made  in  the 
stock  of  The  Goldman  Sachs  Trading  Corporation  by  the  joint  account  in  which  his  con- 
trolled company,  Delmar  Capital  Corporation,  was  then  a  participant. 

^  Op.  cit.  supra,  note  438,  at  16463.  To  appreciate  the  effect  of  this  willingness  of 
The  Goldman  Sachs  Trading  Corporation  to  pay  twice  the  value  of  the  assets  of  Finan- 
cial and  Industrial  Securities  Corporation  in  terms  of  the  market  value  of  its  own  stock, 
it  is  necessary  to  examine  more  specifically  the  assets  of  Financial  and  Industrial  Secu- 
rities Corporation.  The  assets  of  Financial  and  Industrial  Securities  Corporation  on 
February  21,  1929,  consisted  primarily  of  $7,000,000  in  cash  ;  98,000  shares  of  the  new 
stock  of  The  Goldman  Sachs  Trading  Corporation  having  a  market  value  of  $108  a  share 
or  a  total  market  value  of  $10,633,000  ;  179,247  shares  of  the  stock  of  Manufacturers 
Trust  Company  with  a  market  value  of  $264  a  share  or  a  total  market  value  of  $47,316,- 
745  ;  and  blocks  of  the  stocks  of  National  Liberty  Insurance  Company,  Baltimore  American 
Insurance  Company,  and  Peoples  National  Fire  Insurance  Company,  having  a  total  market 
value  of  approximately  $41,000,000  (id..  Commission's  Exhibit  No.  1683).  For  the 
$7,000,000  of  cash  held  by  Financial  and  Industrial  Securities  Corporation  which  Mr. 
Catchings  conceded  "was  no  different  .than  anybody's  cash"  (id.,  at  16472)  and  would 
have  purchased  only  67,500  shares  of  the  stock  of  The  Goldman  Sachs  Trading  Corpora- 
tion in  the  open  market.  The  Goldman  Sachs  Trading  Corporation  issued  approximately 
135,000  shares  of  its  stock  having  a  market  value  of  approximately  $14,000,000  (id.,  at 
16474-7).  For  the  98,000  shares  of  its  own  stock  with  a  market  value  of  $10,633,000 
held  by  Financial  and  Industrial  Securities  Corporation,  The  Goldman  Sachs  Trading 
Corporation  issued  to  Financial  and  Industrial  Securities  Corporation  196,000  shares  of 
The  Goldman  Sachs  Trading  Corporation  stock  having  a  market  value  of  $21,266,000. 
Moreover,  the  asset  value  of  the  stock  of  The  Goldman  Sachs  Trading  Corporation  held 
by  Financial  and  Industrial  Securities  Corporation  was  approximately  $5,300,000,  so  that 
as  the  result  of  the  combination  of  the  companies  The  Goldman  Sachs  Trading  Cor- 
poration acquired   98,000   shares   of  its   own   stock  for  a   consideration,   in   terms   of  the 
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of  tlie  $235,000,000  of  assets  of  the  combined  company  represented  a 
self -created  artificial  evaluation  of  its  own  stock.  As  Mr.  Catcliings 
conceded,  this  $23,000,000  valuation  in  excess  of  the  actual  asset  value 
of  the  treasury  shares  represented  only  a  self-appraisal  by  Goldman, 
Sachs  &  Co.  of  the  value  of  its  management  ability.  Moreover,  Mr. 
Catchings  conceded  that  at  the  time  the  company  was  accumulating 
these  shares  of  its  own  stock  he  had  no  concrete  plan  for  their  dis- 
position.    Mr.  Catchings  testified :  ^*^° 

A.  *  *  *  Your  question,  as  I  understand  it,  is  what  does  tliat  $23,000,000 
represent  to  me.  I  say  that  represents  to  me  that  part  of  the  market  price  of 
the  stock  or  the  cost  *  *  *  which  was  in  addition  to  the  asset  value  and 
that  it  was  part  of  the  total  market  price  of  the  stock.  It  could  be  used  in  sale 
or  exchanged  for  property. 

Q.  You  bought  that  stock? 

A.  You  know  perfectly  well  what  it  is ;  it  is  a  premium  on  asset  value. 

Q.  Now  that  premium  is  attributable  or  is  paid  for  management. 

A.  It  is  paid  for  the  possibility  of  making  money. 


Q.  So  you  are  not  disputing  that  the  ultimate  management  is  the  biggest  single 
factor  in  the  premium  aspect? 

A.  Not  bigger  than  business  conditions,  but  I  will  say  it  is  a  great  element. 

Q.  So  that  as  a  necessary  conclusion  to  that  statement  it  seems  to  me  that 
Goldman,  Sachs  &  Company  was  paying  $23,000,000  premium  for  its  own  manage- 
ment;  isn't  that  so? 

*  :i:  *  *  *  *  * 

A.  Twenty-three  million  dollars  premium  on  the  stock,  a  considerable  part  of 
which  was  predicated  on  management  of  the  corporation  by  Goldman,  Sachs  & 
Company.     That  is  correct. 


market  value  of  its  owu  stock  which  it  issued  for  such  shares,  equal  to  four  times  the 
asset  value  of  the  stock  acquired. 

The  Manufacturers  Trust  Company  stock  in  the  portfolio  of  Financial  and  Industrial 
Securities  Corporation  had  a  market  value  of  $264  a  share,  a  price  equivalent  to  approxi- 
mately Sy^  times  its  asset  value  of  $74  a  share  (id.,  at  16487)  and  to  approximately  8614 
times  its  current  earnings  (id.,  at  16497).  Since  the  stock  of  The  Goldman  Sachs  Trading 
Corporation  issued  for  the  assets  of  Financial  and  Industrial  Securities  Corporation  had  a 
market  value  equal  to  twice  the  value  of  the  assets  of  Financial  and  Industrial  Corpora- 
tion, for  each  share  of  the  stock  of  Manufacturers  Trust  Company  held  by  Financial  and 
Industrial  Securities  Corporation,  there  was  Issued  by  The  Goldman  Sachs  Trading  Cor- 
poration shares  of  its  own  stock  having  a  market  value  equivalent  to  twice  the  market 
value  of  the  stock  of  Manufacturers  Trust  Company.  In  other  words.  The  Goldman  Sachs 
Trading  Corporation  paid  $528  a  share  for  the  Manufacturers  Trust  Company  stock  held 
by  Financial  and  Industrial  Securities  Corporation,  a  figure  equal  to  7  times  the  asset 
value  and  70  times  the  current  earnings  on  the  bank's  stock  (id.,  at  16495,  16497). 

Finally,  the  portfolios  of  the  National  Liberty  group  of  insurance  companies  consisted 
aimost  entirely  of  holdings  in  the  aggregate  of  76,000  shares  of  the  stock  of  Manufac- 
turers Trust  Company  (id.,  at  16499  and  16501).  The  stocks  of  the  insurance  companies 
themselves  were  selling  at  twice  their  asset  value,  so  that  roughly  it  may  be  said  that 
the  stock  of  the  insurance  companies  at  market  values  represented  a  valuation  of  twice 
the  market  value  of  the  Manufacturers  Trust  Company  stock  which  they  owned  ;  that  is, 
a  value  of  $528  a  share.  In  effect,  therefore.  The  Goldman  Sachs  Trading  Corporation, 
by  using  its  own  stock  having  a  market  value  twice  that  of  the  value  of  the  assets  of 
Financial  and  Industrial  Securities  Corporation,  in  return  for  such  asseets  acquired 
through  the  insurance  companies  an  additional  76,000  shares  of  the  stock  of  Manufac- 
turers Trust  Company  at  a  price  of  $1,058  a  share  (id.,  at  16499-500),  a  price  equivalent 
to  14  times  its  asset  value  and  140  times  its  earnings   (id.,  at  16501). 

BOO  Id.,  at  16231-5. 
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Q.  *  *  *  Investmeut,  to  my  mind,  denotes  investing  in  another  ijerson's 
ability,  but  I  have  difficulty  in  visualizing  a  corporation  paying  $23,000,000 
premium  on  its  own  management. 

A.  I  don't  think  you  have  much  difficulty  with  that  if  you  take  into  considera- 
tion the  fact  that  the  stock  was  actually  used  to  acquire  property  from  other 
people  and  actually  sold  for  cash.  I  grant  you  it  would  be  a  silly  thing  to  pay 
that  premium  for  the  stock  and  then  retire  it.  I  don't  see  any  reason  to  do  that, 
but  to  pay  the  premium  for  the  stock  and  then  use  that  stock  to  buy  other  prop- 
erty, or  to  sell  it  for  cash,  I  don't  think  anything  is  wrong. 

Q.  At  that  time  you  had  that  position  you  had  no  assurance  that  you  could 
dispose  of  that  stock? 

A.  AVe  had  only  a  business  expectation  that  we  could  be  able  to  do  it. 

Q.  So  that  at  that  physical  point  of  time  the  situation  was  that  you  had  a  block 
of  your  own  stock  upon  which  you  paid  a  premium  of  $23,000,000,  which  repre- 
sented substantially  your  own  management;  isn't  that  so? 

A.  We  have  covered  that  point  before.     I  say  partially  so.'^"' 

As  has  been  stated,  the  stockholders  of  The  Goldman  Sachs  Trading 
Corporation  apparently  never  became  aware  of  the  substantial  repur- 
chases of  its  own  stock  which  the  company  had  made  in  connection 
with  its  acquisition  of  the  assets  of  Financial  and  Industrial  Securities 
Corporation.  By  September  1929,  prior  to  the  publication  of  any 
financial  report  to  its  stockholders,  The  Goldman  Sachs  Trading  Cor- 
poration had  succeeded  in  selling  or  exchanging  for  other  securities 
all  of  its  holdings  of  its  own  stock.  As  will  be  seen  later,  substantial 
losses  were  suffered  by  the  company  on  the  securities  which  it  had 
acquired  in  exchange  for  its  own  repurchased  stock. 

The  sales  made  of  its  treasury  shares  were  made  in  connection  with 
further  market  activities  in  the  company's  own  stock.  In  March  192S| 
approximately  225,000  shares  of  the  560,724  shares  of  its  own  stock 
then  held  in  the  treasury  of  The  Goldman  Sachs  Trading  Corporation 
were  sold  at  prices  below  the  then  current  market  price  to  W.  C. 
Durant,  who  conducted  trading  operations  in  tlie  stock  of  The  Gold- 
man Sachs  Trading  Corporation  until  July  1929.  The  Goldman 
Sachs  Trading  Corporation  had  knowledge  of  Mr.  Durant's  activities 
and  to  some  extent  shared  in  his  profits  and  losses. ^^^^ 


=«  The  purchases  by  The  Goldman  Sachs  Trading  Corporation  of  its  own  stock  at  prices 
above  the  asset  value  of  such  stock  is  one  of  the  few  instances  of  this  practice  which  the 
Coniniission"s  study  disclosed  (id.,  at  1623.5^6.  See  also  Ch.  Ill  of  this  part  of  the 
report).  In  April  1929,  the  New  York  Curb  Exchange  amended  its  regulations  for  the 
listing  of  the  securities  of  investment  companies  to  require  that  listed  investment  com- 
panies agree  not  to  effect  repurchases  of  their  own  securities  at  prices  higher  than  the 
asset  value  of  such  securities.  (See  Part  Two  (House  Doc.  70,  76th  Cong.),  Ch.  IV, 
Appendix  F,  p.  795'.) 

=(52  The  Goldman  Sachs  Trading  Corporation,  through  the  Ralph  Jonas-controlled  Delmar 
Capital  Corporation  as  an  intermediary,  granted  to  W.  C.  Durant  options  to  purchase  a 
total  of  450,000  shares  of  its  treasury  stock  at  prices  below  the  current  market  price  of 
the  stock  (op.  cit.  supra,  not.  438,  Commission's  Exhibit  No.  1688).  Concurrently  with 
the  granting  of  these  options  to  Mr.  Durant,  there  was  a  sharp  increase  in  the  volume  of 
trading  on  the  New  York  Curb  Exchange  in  the  stock  of  The  Goldman  Sachs  Trading- 
Corporation.  From  February  14  to  March  14,  1929,  the  daily  average  of  the  volume  of 
trading  in  the  stock  was  12,000  shares.  On  March  15,  1929,  the  day  the  options  were 
granted  to  W.  C.  Durant,  the  volume  of  trading  increased  to  187,200  shares  and  the  mar- 
ket price  of  the  stock  rose  4%  points  (id.,  at  16835).  On  March  15,  1929  and  March  19, 
1929,  the  volume  of  trading  in  the  stock  was  93,200  and  55,900  shares,  respectively  (id., 
at  1633G).  Mr.  Catchings  testified  that  he  was  aware  that  Mr.  Durant  was  trading  in 
the  stock  of  The  Goldman  Sachs  Trading  Corporation  on  those  days   (id.,  at  16336).     By 
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By  September  1929  tlie  remainder  of  the  shares  of  its  own  stock  held 
by  The  Goldman  Sachs  Trading  Corporation  was  exchanged  for  the 
securities  of  various  investment  banking  firms,  banks,  and  bank 
holding  companies  located  for  the  most  part  on  the  Pacific  Coast,  On 
these  investments,  two  of  which  were  known  to  be  of  dubious  value  at 
the  time  they  were  made,  The  Goldman  Sachs  Trading  Corporation 
eventually  suffered  substantial  losses.'^^^ 

As  has  been  stated,  the  principal  assets  of  Financial  and  Industrial 
Securities  Corporation  acquired  by  The  Goldman  Sachs  Trading 
Corporation  were  large  blocks  of  the  stocks  of  the  Manufacturers 
Trust  Company  and  of  the  National  Liberty  group  of  insurance  com- 


March  21,  1929,  Mr.  Durant  had  exercised  his  options  to  the  extent  of  200,000  shares. 
Delmar  Capital  Corporation,  which  had  a  half  interest  in  Mr.  Durant's  activities,  had 
turned  over  to  The  Goldman  Sachs  Trading  Corporation  $265,000  as  its  share  of  the 
profits  in  the  accounts  (id.,  at  16336-7). 

Subsequently,  Mr.  Durant  purchased  an  additional  50,000'  shares  of  the  treasury  stock 
of  The  Goldman  Sachs  Trading  Corporation  (id.,  at  16388)  and  conducted  further  trading 
operations  in  the  stock  until  July  1929  (id.,  Commission's  Exhibit  No.  1689).  Between 
March  21  and  July  24,  1929,  Mr.  Durant  purchased  93,283  shares  of  the  stock  of  The 
Goldman  Sachs  Trading  Corporation  and  sold  67,269%  of  such  shares.  On  July  24,  1929, 
Mr.  Durant  held  a  balance  of  26,013  shares  of  the  stock  of  The  Goldman  Sachs  Trading 
Corporation,  which  had  cost  him  $3,004,419  and  in  the  acquisition  of  which  he  had  suf- 
fered a  trading  loss  of  $378,128  (ibid.).  On  July  24,  1929,  The  Goldman  Sachs  Trading 
Corpoi-ation  repurchased  the  26,013  shares  of  its  own  stock  held  by  Mr.  Durant  at  their 
■cost  to  him  plus  one-half  of  the  trading  losses,  or  at  a  total  cost  of  $3,193,483  (ibid.). 
"The  repurchased  shares  were  exchanged  by  The  Goldman  Sachs  Trading  Corporation  for 
various  properties  on  the  Pacific  Coast.     (See  note  563,  infra.) 

E63  The  Goldman  Sachs  Trading  Corporation  exchanged  334,055  shares  of  its  treasury 
stock  at  their  market  value,  approximately  $34,000,000,  for  all  of  the  then  outstanding 
stock  of  Pacific  Trust  Company,  a  New  York  bank,  and  the  real  estate  on  which  the 
bank  was  situated  ;  Bond  &  Goodwin  &  Tucker,  Inc.,  a  California  investment  banking  firm  ; 
Hunter,  Dulin  &  Company,  another  California  investment  banking  firm  ;  Pacific  American 
Associates,  Inc.,  later  known  as  Pacific  American  Company,  Ltd.,  a  California  investment 
Company  ;  and  for  large  blocks  of  the  stocks  of  Pacific  Lighting  Corporation  and  American 
Company,  a  California  holding  company  owning  all  of  the  stock  of  American  Trust  Com- 
pany, a  California  commercial  bank  (op.  cit.  supra,  note  438,  at  16726-31  and  Commis- 
sion's Exhibits  Nos.  1737  and  1749).  In  connection  with  the  exchange  of  shares  of  the 
stock  of  The  Goldman  Sachs  Trading  Corporation  for  the  shares  of  both  Hunter,  Dulin  & 
Company  and  Bond  &  Goodwin  &  Tucker,  Inc.,  The  Goldman  Sachs  Trading  Corporation 
exacted  guarantees  from  the  stockholders  of  these  companies  that  certain  of  the  assets  of 
these  companies  which  were  of  dubious  value  would  realize  stated  amounts  on  their  liquida- 
tion (id.,  Commission's  Exhibits  Nos.  1743,  1750,  and  1751).  Subsequently,  these  stock- 
holders of  these  companies,  who  were  retained  by  The  Goldman  Sachs  Trading  Corporation 
to  manage  its  Pacific  Coast  investments,  were  released  from  their  guarantees  at  substantial 
losses  to  The  Goldman  Sachs  Trading  Corporation  (id.,  at  16785-7).  In  the  case  of  Hunter, 
Dulin  &  Company  the  loss  suffered  by  The  Goldman  Sachs  Trading  Corporation  was  at  least 
$385,000  and  the  loss  on  Bond  &  Goodwin  &  Tucker,  Inc.  stock  was  approximately  $2,200,- 
000  (id.,  Commission's  Exhibit  No.  1747). 

By  September  1929,  most  of  these  securities  which,  as  has  been  described,  were  acquired 
in  exchange  for  its  treasury  stock,  were  placed  by  The  Goldman  Sachs  Trading  Corpora- 
tion in  Pacific  American  Company,  Ltd.,  which  became  the  holding  company  for  the  Pacific 
Coast  assets  of  The  Goldman  Sachs  Trading  Corporation  (id.,  at  16727-31).  In  the  same 
month  The  Goldman  Sachs  Trading  Corporation  acquired  all  of  the  remaining  outstanding 
stock  of  American  Company,  which  was  also  transferred  to  Pacific  American  Company, 
Ltd.  (ibid.).  By  September  1929,  The  Goldman  Sachs  Trading  Corporation  had  invested 
approximately  $110,000,000  in  the  securities  of  the  Pacific  American  Company,  Ltd.,  and 
in  the  various  companies  which  were  transferred  to  it  by  The  Goldman  Sachs  Trading 
Cornoration  (id.,  at  16731  and  Commission's  Exhibit  No.  1736).  By  December  31,  1935, 
The  Goldman  Sachs  Trading  Corporation  had  suffered  a  realized  and  unrealized  loss  of 
approximately  $88,400,000  on  its  investments  in  the  securities  of  Pacific  American  Com- 
pany, Ltd.,  and  its  other  Pacific  Coast  properties  (ibid.). 
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panies.     By  the  middle  of  1933  the  holding's  of  these  securities,  which 

had  been  in  the  portfolio  of  Financial  and  Industrial  Securities  Cor- 
oration,  together  with  additional  blocks  which  had  been  acquired 
y  The  Goldman  Sachs  Trading-  Corporation  from  other  sources,  had 

been  sold  at  an  aggTegate  loss  of  approximately  $102,170,000,  nearly 

all  of  which  represented  a  realized  loss.^^* 


I 


««  Op.  eit.  supra,  note  438,  Commission's  Exhibit  No.  1702.  The  stock  of  the  National 
Liberty  group  of  insurance  companies  was  sold  to  the  Home  Fire  Securities  Corporation 
as  early  as  April  1930,  at  a  loss  of  approximately  $24,000,000  (id.,  at  16565)  in  order 
to  derive  cash  to  meet  $20,000,000  of  bank  loans  which  The  Goldman  Sachs  Trading  Cor- 
poration had  incurred  in  1929  (id.,  at  16561-3).  The  largest  portion  of  the  stock  of  the 
Manufacturers  Trust  Company  was  sold  to  Harvey  D.  Gibson  and  associates  in  January 
1931  at  a  loss  of  approximately  $57,000,000  (id.,  at  16567-9). 


Chapter  V 

PROBLEMS   IN   CONNECTION   WITH   CAPITAL 

STRUCTURE 

I.  INTRODUCTION 

A.  Scope  of  the  Chapter 

This  chapter  will  discuss  the  problems  in  the  investment  company 
industry  which  are  created,  or  are  substantially  intensified,  by  certain 
patterns  of  capital  structure.  The  single-security  structure,  by  reason 
of  its  simplicity  and  the  absence  of  disparity  between  the  rights  and 
privileges  of  security  holders,  does  not  present  the  problems  which 
tend  to  be  evolved  from  the  multiple-security  structure.  Hence,  this 
chapter  will  discuss  primarily  the  abuses  attributable  to  the  multiple- 
security  structure. 

The  discussion  will  be  confined  principally  to  investment  companies 
of  the  closed-end  type.^  In  the  closed-end  type  of  company  no  pro- 
vision is  made  for  the  redemption  or  repurchase  of  shares  by  the 
company  at  approximately  their  net  asset  value  on  demand  of  the 
security  holder.  Comi^anies  of  the  "open-end"  type,  which  do  extend 
such  a  privilege  to  the  stockholder,  are  almost  invariably  single- 
security  companies  -  and  are  thus  free  from  such  problems  as  are 
traceable  to  complexity  in  capital  structure. 

Moreover,  this  chapter  will  deal  primarily  with  investment  com- 
panies of  the  management  type,^  including  management  investment 
companies  proper  (investment  companies  which  diversified  their  port- 
folio holdings)  and  management  investment-holding  companies* 
(companies  which  had  concentrated  investments  in  particular  com- 
panies sufficient  to  give  some  influence  or  control.)  There  are  a  few 
instances  of  investment  companies  with  more  than  one  class  of  secu- 
rity outstanding  (both  a  senior  and  a  junior  security)  which  possessed 
"open-end"  features.  AA-liile  these  anomalies  will  be  referred  to  in 
the  appropriate  connection,  it  should  be  understood  that  observations 

1  For  a  discussion  of  the  differentiation  between  open-end  and  closed-end  investment 
companies,  see  Pt.  One  (House  Doc.  No.  707,  75tli  Cong.),  CIi.  II,  pp.  21-34. 

2  Tlie  single  type  of  participation  in  the  open-end  company  is  evidenced  by  a  common  stock 
or  a  certificate  of  beneficial  interest.  Affiliated  Fund,  Inc.,  one  of  the  few  open-end  com- 
panies which  issued  debentures,  is  discussed  infra,  pp.  1872-3. 

3  This  chapter  does  not  treat,  therefore,  with  fixed  and  semifixed  investment  trusts, 
installment  investment  plans,  and  face  amount  installment  certificate  companies,  which 
generally  issue  only  one  class  of  security  or  certificate. 

*  For  a  detailed  discussion  of  the  nature  of  management  investment  companies  proper  and 
management  investment-holding  companies,  see  Pt.  One  (House  Doc.  No.  707,  75th  Cong.), 
Ch.  II,  pp.  21-34.  Most  management  investment  companies  proper  and  all  management 
investment-holding  companies  are  of  the  "closed-end"  type. 
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of  a  general  nature  relative  to  the  manner  of  operation  and  function- 
ing of  investment  companies  are  intended  to  embrace  only  manage- 
ment investment  companies  proper  of  the  closed-end  type  and  invest- 
ment-holding companies. 

B.  Definition  of  "Capital  Structure"  of  Investment  Companies 

The  "capital"  or  "capitalization"  of  an  investment  trust  or  invest- 
ment company  is  the  fund  raised  by  the  trust  or  company 
to  devote  to  the  purpose  for  which  the  trust  or  company  has 
been  formed.  The  capital  may  be  entirely  capital  contributed  or 
may  be  in  part  capital  contributed  and  in  part  capital  loaned. 

In  exchange  for  the  cash,  property,  or  services  contributed  to  the 
investment  trust  or  investment  company,  capital  stock,  evidencing 
a  proprietary  interest  with  respect  to  the  company,  or  the  equivalent 
(certificates  of  beneficial  interest  or  participation  in  noncorporate 
enterprise) ,  is  issued  by  the  trust  or  company.  In  exchange  for  the 
funds  loaned  to  the  company,  if  any,  which  increase  the  capital  of 
the  company,  bonds  or  indentures  are  issued  embodying  a  promise  to 
repay  the  principal  at  maturity  and  to  pay  interest  in  the  meantime. 
The  capital  stock  and  the  instruments  evidencing  the  long-term 
promises  to  repay  constitute  the  "capital  securities"  of  the  company.^ 

The  cash,  property,  or  services  contributed  to  the  company  are  not 
all  turned  over  on  the  same  terms;  nor  are  all  capital  loans  advanced 
on  identical  conditions.  Consequently,  various  classes  of  securities 
are  issued  conferring  different  rights  and  privileges.  Some  types  of 
securities  extend  to  the  holder  a  right  to  vote  with  respect  to  the 
management  of  the  company ;  some  types  prescribe  a  right  to  a  fixed 
rate  of  interest ;  others  accord  a  claim  to  the  first  profits  of  the  com- 
pany. All  types  of  securities  define  the  rights  of  its  holders  upon 
the  liquidation  or  dissolution  of  the  company.  Where  there  is  more 
than  one  type  of  security,  the  respective  priorities  in  voting  and  in  the 
assets  and  earnings  of  the  fund  are  defined. 

The  term  "capital  structure,"  as  technically  understood,  connotes 
the  quantitative  and  qualitative  character  of  the  outstanding  securi- 
ties of  a  compan}^;  in  substance,  the  capital  structure  discloses  the 
type  or  types  of  claims  and  the  nature  of  the  participating  interests 
which  the  company  has  conferred  upon  the  holders  of  its  various 
securities. 

The  company  generally  regards  its  entire  capital  as  a  single  fund 
irrespective  of  the  sources  from  which  it  is  raised.  Hence,  the  dis- 
tinction between  capital  contributed  to  the  company  and  capital 
loaned  to  the  company,  as  well  as  the  differences  in  the  obligations 
undertaken  by  the  company  in  consideration  of  obtaining  the  capital, 
although  important  from  the  point  of  view  of  financing  policy  and 
from  the  standpoint  of  the  legal  status  of  the  respective  contributors, 
is  not  generally  reflected  in  the  use  of  the  fund.  Although  the  British 
investment  trusts  have  acknowledged  to  some  extent  the  materiality  of 
such  considerations  by  attempting  some  conformity  between  the  classes 

5  Promises  to  repay  short-term  loans  are  not  generally  considered  capital  securities 
because  the  money  advanced  does  not  constitute  a  sufficiently  stable  increase  in  the  capital 
fund  of  the  company,  and  the  relationship  between  the  company  and  the  creditor  is  transient. 
It  is  not  to  be  inferred  that  such  promises  may  not  constitute  securities  under  the  Securities 
Act  of  1933. 
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of  securities  in  their  portfolio  and  the  classes  of  securities  in  their 
own  capital  structure,''  the  American  investment  companies  have  not 
generally  sought  any  such  correlation. 

The  subject  matter  of  capital  structure  as  treated  in  this  chapter 
is  not  limited  to  enterprises  maintaining  the  corporate  form.  Invest- 
ment companies  under  a  noncorporate  form  of  organization,  such  as 
the  Massachusetts  or  comnion-law  type  trust,  the  joint  stock  company 
or  even  an  "agency"  relationship  between  contributor  and  manage- 
ment, frequently  issue  more  than  one  type  of  security  and  thus  pre- 
sent the  same  problem  of  capital  structure  as  the  more  common  form 
of  incorporated  company. 

C.  Classification  of  Investment  Companies  From  the  Standpoint 
of  Capital  Structure 

All  investment  companies  have  common  stock  or  certificates  of 
beneficial  interest  outstanding.^  Some  investment  companies  have 
common  stock  only  and  but  a  single  class  of  common  stock  which  is 
designated  at  times  simply  as  "capital  stock."  Other  companies,  in 
addition  to  common  stock,  have  outstanding  securities  other  than 
common  stock,  such  as  bonds,  debentures,  and  preferred  stock,  or 
while  having  no  securities  other  than  common  stock  have  more  than 
one  class  of  common  stock,  such  as  Class  A  common  stock  and  Class  B 
common  stock. 

The  most  significant  classification  of  investment  companies,  from 
the  standpoint  of  capital  structure,  is  based  upon  this  distinction : 

(a)  Companies  which  have  but  one  uniform  class  of  securities 
(common  stock) — these  constitute  the  single-security  or  simple-struc- 
ture companies ;  and 

(b)  Companies  which  have  more  than  one  class  of  securities  out- 
standing (bonds  or  preferred  stock  in  addition  to  common  stock,  or 
several  classes  of  common  stock) — these  constitute  the  multiple- 
security  or  complex-structure  companies. 

The  importance  of  this  classification  is  that  in  the  single-security 
companies  all  the  security  holders  have  the  same  rights  and  privi- 
leges with  respect  to  the  management,  the  earnings,  and  the  assets 
of  the  company,  and  the  same  obligations  and  liabilities ;  whereas  in 
the  complex-structure  companies  the  several  categories  of  security 
holders  have  widely  differing  rights  and  privileges,  as  w^ell  as  vary- 
ing obligations  and  liabilities.  In  the  simple-structure  companies 
all  securities  are  of  equal  rank,  while  in  the  multiple-security  com- 
panies there  are  senior  and  junior  securities. 

Investment  companies  with  two  or  more  classes  of  common  stock 
(such  as  Class  A  common  stock  and  Class  B  common  stock)  are  in- 
cluded in  the  category  of  complex  capital-structure  companies  be- 
cause, while  all  the  securities  of  the  companies  are  designated  as  com- 
mon stock,  the  several  classes  of  common  stock  may  be  distinguished 
from  each  other  by  vital  differences  with  respect  to  the  right  to  vote 
and  participation  in  earnings  and  assets. 

"  See  the  Commission's  Report  on  Investment  Trusts  in  Great  Britain,  pp.  39-42. 
'  In  the  common-law  or  Massachusetts  type  trust  the  securities  are  known  as  certi 
of  Ijpneflcial  interest. 
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This  classification  of  investment  companies,  for  the  purposes  of  this 
chapter,  into  single-security  and  multiple-security  companies  is  sub- 
stantially equivalent  to  the  general  classification  of  management  in- 
vestment companies  by  capital  structure  into  "leverage"  and  "non- 
leverage"  companies  as  set  forth  at  the  outset  of  this  report.^  The 
only  distinction  in  the  scope  of  the  two  classifications  is  that  in  the 
earlier  chapter,  referred  to  above,  companies  having  only  one  class 
of  securities  but  acquiring  leverage  by  bank  loans  have  been  classi- 
fied as  "leverage"  companies.  Since  the  present  chapter  deals  pri- 
marily with  the  significance  of  the  more  permanent  features  of  capi- 
tal structure,  incidental  leverage  of  uncertain  duration  is  ignored  in 
the  present  classification.  Hence,  companies  which  have  only  one 
class  of  securities,  whether  they  have  or  have  not  bank  debt,  will  be 
regarded  as  simple  capital-structure  companies  while  companies  hav- 
ing more  than  one  class  of  securities  will  be  included  in  the  cate- 
gory of  multiple-security  or  complex  capital-structure  companies.^ 

D.  Significance  and  Place  of  Complex-Capital  Structure  Com- 
panies in  the  Investment  Company  Field 

The  study  of  investment  companies  has  revealed  that  the  com- 
plex-capital structure  has  been  an  important  element  in  fostering 
and  facilitating  many  of  the  abuses  which  have  characterized  that 
industry  in  this  country  in  the  last  decade.  A  number  of  major 
wrongs  perpetrated  upon  the  public  investor  have  been  made  pos- 
sible through  the  medium  of  the  multiple-security  capital  structure. 

The  complex-capital  structure  constitutes  so  imjjortant  a  problem 
in  the  investment  company  field,  not  only  because  of  its  causal 
relationship  to  existent  abuses,  but  because  it  is  so  common  and 
widespread. 

Before  considering  the  classification  and  significance  of  the  various 
types  of  securities  to  be  found  in  the  capital  structures  of  investment 
companies  and  analyzing  the  specific  abuses  which  may  be  traced 
to  the  complex-capital  structure,  it  may  be  advisable  to  note  that 
companies  with  a  complex-capital  structure  have  not  only  constituted 
the  most  numerous  type  in  the  investment  field  but  have  accounted 
for  the  major  part  of  the  capital  invested  in.  and  assets  controlled 
by,  that  industry. 

From  the  first  appearance  of  investment  companies  to  the  end  of 
the  period  reviewed,  December  31,  1936,  investment  companies  with 
a  complex-capital  structure  have  dominated  the  field.  Practically 
all  of  the  oldest  closed-end  investment  companies  and  the  major  pro- 
portion of  the  subsequently  formed  closed-end  companies  have  been 
partly  financed  through  issues  of  either  preferred  stock  or  debentures 
or  both,  in  addition  to  common  stock.  Not  only  in  number  of  com- 
panies but  in  amount  of  assets  controlled,  the  multiple-security 
company  has  played  the  leading  role  among  closed-end  investment 
companies. 

spt.  One  (House  Doc.  No.  707,  75th  Cong.),  Cb.  II,  pp.  28-9. 

°  Option  warrants  are  securities.  Hence,  a  company,  wliile  it  lias  outstanding,  In  addition 
to  a  single  class  of  common  stock,  an  issue  of  such  warrants,  may  be  regarded  as  a  mul- 
tiple-security company.  Cf.  the  testimony  of  Floyd  B.  Odium  (Public  Examination,  The 
Goldman  Sachs  Trading  Corporation,  at  17620)  :  "I  think  a  perpetual  option  warrant  is 
nothing  more  than  an  additional  class  of  stock."  The  significance  of  option  warrants  in 
both  the  "leverage"'  and  "nonleverage"  company  will  be  discussed  infra  pp.   1895-8. 
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The  closed-end  companies  constituted  a  majority  in  number  up 
to  the  end  of  1932.  The  value  of  the  assets  of  closed-end  companies 
were  from  21/2  to  over  5i/^  times  as  much  as  the  combined  assets  of 
all  other  companies  at  every  year-end  from  1927  to  1936,  inclusive. ^° 

To  measure  the  significance  of  the  complex-capital-structure  com- 
pany, the  proportion  of  closed-end  companies  with  this  type  of 
structure  will  be  considered.  Table  26  shows  the  number  and  market 
value  of  total  assets,  at  the  ends  of  the  indicated  years,  of  closed-end 
companies  with  a  complex-capital  structure  and  companies  with  a 
simple  capital  structure.  Closed-end  companies  which  were  man- 
agement investment  companies  proper  and  closed-end  companies 
which  were  investment-holding  companies  have  been  separately 
treated  in  the  tabulation :  ^^ 

Table  26. — Closed-end  in/vestment  companies  classified  iy  capital  structure 


1927 

Complex 

Simple 

1929 

Complex 

Simple 

1932 

Complex 

Simple 

1935 

Complex 

Simple 

1936 

Complex 

Simple 


Investment  companies  proper 


Num- 
ber 


Percent  of 

total 
number 


(000,000 
omitted) 


$560 
15 


Percent  of 
total 


Investment-holding  companies 


Num- 
ber 


Percent  of 

total 
number 


(000,000 
omitted) 


$870 
2 


Percent  of 
total 
assets 


92.6 
7.4 


92.4 
7.6 


10  The  following  tabulation  *  sbows,  for  the  indicated  years,  the  proportionate  number  of 
closed-end  investment  companies  (investment  companies  proper  and  investment-holding 
companies)  and  the  market  value  of  their  combined  assets  in  relation  to  all  the  investment 
companies  of  which  the  total  assets  were  known  to  the  Commission  within  the  period  1927 
to  1936. 

Closed-end  companies  as  percent  of  all  companies'^ 

Percent  of  Percent  of 

Year-end :  number  assets 

1927 68  81 

1929 73  8.5 

1932 51  78 

1935 45  74 

1936 46  73 

a  Pt.  Two  (House  Doc.  No.  70,  76th  Cong.),  Ch.  II,  Table  17. 

■>  Unclassified  management  companies  were  not  Included  in  the  closed-end  group, 
although  most  of  them  were  of  that  type,  so  that  the  percentage  of  closed-end. 
companies  was  actually  greater  than  shown. 

"This  table  is  based  on  Table  19  in  Pt.  Two  (House  Doc.  No.  70,  76th  Cong.),  Ch.  II; 
bank  loan  leverage  companies  with  a  single  class  of  security  have  been  reclassified  as  single- 
security  companies. 
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Table  26  indicates  that  investment  companies  with  a  complex  cap- 
ital structure  averaged  roughly  in  number  about  70%  of  the  closed- 
end  investment  companies  proper  during  the  period  1927-36,  inclu- 
sive, and  about  82%  of  the  investment-holding  companies.^^  In  mar- 
ket value  of  total  assets,  companies  with  a  complex  capital  structure 
averaged  roughly  about  75%  of  the  total  assets  of  the  closed-end 
investment  companies  proper  and  above  90%  of  the  total  of  the 
investment-holding  companies.  If  the  two  groups  be  combined,  the 
complex  capital  structure  companies  constituted  about  75%  in  num- 
ber and  85%  in  value  of  assets  of  all  closed-end  management  invest- 
ment companies.  With  respect  to  the  percentages  of  the  industry 
represented  at  various  year-ends  by  the  closed-end  companies,^^  it 
appears  that  over  the  entire  period  companies  with  a  complex  capital 
structure  accounted  roughly  for  some  42%  of  the  number  of  all 
investment  companies  and  for  some  67%  of  their  total  assets.  The 
proportions  at  the  1929  year-end  stood  at  51%  in  number  and  68% 
in  assets,  respectively,  and  at  the  end  of  1936  were  31%  and  62%, 
respectively. 

The  importance  of  the  companies  with  a  complex  capital  struc- 
ture is  further  indicated  by  the  statistics  which  show  the  amounts 
received  from  the  public  by  closed-end  investment  companies,  com- 
pared with  the  amounts  raised  by  other  types  of  companies.  For 
the  entire  period  from  1927  to  1936,  inclusive,  closed-end  companies, 
which  were  predominantly,  as  noted  above,  of  a  complex  capital 
structure,  sold  nearly  73%  of  the  total  volume  of  issues  floated  by 
all  investment  companies,  three  times  as  large  a  volume  of  securities 
as  the  total  sold  by  open-end  companies,  fixed  trusts,  and  installment- 
plan  companies  combined." 

It  should  be  noted  that  the  popularity  of  closed-end  management 
investment  companies  prior  to  the  stock-market  collapse  in  1929 
was  in  no  small  measure  due  to  their  "leverage,"  an  incidental 
characteristic  possessed  by  the  common  stocks  of  companies  with 
a  complex  capital  structure."  In  1928  and  1929  common-stock 
issues  of  such  closed-end  management  companies  sold  in  the  market 
at  premiums — at  prices  above  their  asset  or  liquidating  value — due 
principally  to  the  expectations  of  the  "equity"  shareholder  of  large 
profits  from  the  use  of  the  "senior"  capital  of  the  companies  and 
the  operation  of  leverage  in  favor  of  the  common  stock.    However, 

"These  averages,  although  based  on  only  5  years  of  the  period,  may  be  considered 
representative. 

"  See  note  10,  supra. 

i*Pt.  Two  (House  Doc.  No.  70,  76th  Cong.),  Ch.  Ill,  pp.  187-93,  and  Table  60. 

^'^  Briefly  the  asset  value  of  common  stock  of  a  multiple-security  company  with  senior 
securities  (leverage  common  stock)  rises  faster  than  the  rise  of  the  market  value  of  the 
total  assets  and  falls  faster  than  the  decline  in  the  market  value  of  the  total  assets.  This 
proportionate  greater  increase  or  decrease  is  due  to  the  fact  that  the  amount  of  earnings 
(in  the  form  of  interest  and  dividends  on  their  securities)  and  capital  (amount  of  assets  to 
which  these  security  holders  are  entitled  upon  dissolution)  available  for  the  senior  securities 
cannot  exceed  a  specified  maximum,  while  no  such  "ceiling"  exists  with  respect  to  the  com- 
mon stock,  which  is  entitled  to  the  remainder  of  the  earnings  and  assets.  The  multiple- 
security  structure  is  not  unlike  a  "margin"  account,  with  the  senior  security  holders  fur- 
nishing funds  to  be  invested  by  the  common  stockholder  and  the  senior  security  holderi 
being  entitled  only  to  a  fixed  income  return  (corresponding  to  the  brokers'  interest  charges) 
and  only  to  a  return  substantially  of  the  amount  of  capital  contribution  by  these  senior 
curity  holders.  For  more  detailed  discussion  of  leverage  see  Pt.  One  (House  Doc.  No.  707, 
75th  Cong.),  Ch.  II,  pp.  28-9. 
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with  the  market  collapse  in  1929,  the  leverage  worked  against  these 
common  stocks,  their  asset  value  and  market  value  declined  precipi- 
tously, and  these  shares  sold  at  discounts — at  market  prices  below 
asset  value.  The  popularity  of  that  type  of  company  was  thereby 
almost  completely  abated.  From  1931  through  1936,  the  distribu- 
tion of  investment  company  securities  was  chiefly  of  the  securities 
of  the  fixed  and  semifixed  trusts  and  open-end  management  types, 
i.  e.,  companies  of  the  single-security  structure.^*'  Nevertheless,  the 
distribution  of  closed-end  management  investment  company  secu- 
rities prior  to  the  market  collapse  at  the  end  of  1929  had  been  so 
markedly  in  the  securities  of  "leverage"  companies  that  to  the  end 
of  the  period  studied,  December  31,  1936,  multiple-security  companies 
were  still  predominant  in  number  and  in  amount  of  assets  controlled. 

II.  CLASSES  OF  SECURITIES  IN  THE  COMPLEX 
CAPITAL  STRUCTURE 

Before  describing  the  variety  of  classes  of  securities  to  be  found 
among  the  investment  companies  which  possess  a  complex  capital 
structure,  the  essential  characteristics  of  the  companies  whose  cap- 
ital securities  have  been  confined  to  a  single  uniform  class  of  stock 
should  be  noted.  In  the  corporate  form  of  investment  enterprise, 
the  single  class  of  security  consists  of  identical  shares  of  the  com- 
mon stock,  while  in  the  Massachusetts-type  trust,  the  securities  dis- 
tributed to  the  contributors  of  the  fund  consist  of  identical  shares 
or  certificates  of  beneficial  interest.  The  shareholders  in  both  the 
corporate  and  trust  form  of  the  single-security  company  are  the 
equitable  owners  of  the  net  assets  of  the  company  and  are  entitled 
to  all  the  profits  and  bear  the  entire  risks  of  the  business.  In  such 
companies  there  are  no  shareholders  with  prior  dividend  or  special 
voting  rights  nor  any  bond  or  debenture  creditors.  In  the  corporate 
form  of  the  single-security  company,  the  common  stock  has  also  the 
sole  right  to  vote  with  respect  to  the  management  of  the  company.^'^ 

An  investment  company  achieves  a  complex  capital  structure  when 
it  has  issued  (a)  a  bond  or  debenture  issue  or  issues  in  addition  to 
the  company's  stock  issues,  (b)  an  issue  or  issues  of  preferred  stocks 
in  addition  to  one  or  more  issues  of  common  stocks,  or  (c)  more 
than  one  class  of  common  stock,  such  as  class  "A"  common  and 
class  "B"  common.  For  the  purpose  of  this  chapter,  preferred 
stocks  and  those  classes  of  common  stocks  which  have  a  priority  to 
earnings  or  assets  over  other  common  stock  issues  of  the  company 
are  grouped  in  the  category  of  "preference  stocks."  ^^  Many  com- 
panies possess  a  capitalization  consisting  of  bonds  or  debentures, 
preference  stocks  and  common  stock.  Table  27  classifies,  as  of  Decem- 
ber 31,  1935,  management  investment  companies  proper  with  a 
complex  capital  structure  into  three  categories:  (a)  Companies  with 
common  stock  and  bonds;   (b)   companies  with  common  stock  and 

i«Pt.  Two  (House  Doc.  No.  70,  76th  Cong.),  Ch.  Ill,  Table  60. 

"  In  the  Massachusetts  type  of  trust,  the  trust  indenture  generally  places  the  manage- 
ment completely  in  self-perpetuating  trustees,  and  generally  the  shareholders  do  not  have 
the  right  by  vote  to  change  the  management. 

^5  See  infra  (p.  1576)  for  the  reasons  for  the  classification  of  the  Class  A  common  stock 
among  preference  stocks  and  the  Class  B  common  stock  as  a  residuary  common  stock. 
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one  or  more  preferred  stocks;  and  (c)  companies  with  common  stock, 
one  or  more  preferred  stocks,  and  bonds.^^ 

Table  27. — Numher  and  total  assets  of  closed-end  leverage  nianag&tnent  mvest- 
mejit  companies  proper,  classified  hy  type  of  senior  capitalization  as  of  end  of 
1935'' 


Number  of  com- 
panies 

Total  assets 

Type  of  capitalization 

Number 

Percent 
of  total 
number 

Amount 
(000,000 
omitted) 

Percent 
of  total 
amount 

Common  and  preferred  stocks 

50 
20 
9 

63.3 
25.3 

n.4 

$463. 5 
290.8 
70.8 

56.2 

Common  and  preferred  stocks  and  funded  debt 

35.2 

Common  stock  and  funded  debt 

8.6 

79 

100.0 

825.1 

100.0 

At  the  end  of  1935,  11  companies  with  assets  of  $67,800,000  had  common  stock  and  bank  loans  and  were 
as  leverage  companies  but  not  included  in  this  table. 


A.  Funded  Debt 


Bonds  preceded  preferred  stock  in  developing  into  an  important 
factor  in  corporate  capitalization  in  addition  to  common  stock.^" 
Bonds  or  debentures  are  obligations,  issued  in  consideration  of  the 
receipt  of  cash  or  property  by  a  company,  undertaking  to  pay  a 
specified  amount  on  a  specified  maturity  date  and  to  pay  a  prescribed 
rate  of  interest  in  the  interim.  The  bondholder  or  debenture  holder 
is  a  creditor  of  the  company.  The  bonds  or  debentures  contain  a  brief 
summary  of  the  provisions  contained  in  an  agreement  (called  the 
"Trust  Indenture"  or  "Deed  of  Trust")  entered  into  between  the  com- 
pany (the  obligor)  and  the  representative  of  the  bondholders  (known 
as  the  Trustee),  to  which  the  holders  of  the  bonds  (payees)  become 
parties  by  the  acquisition  of  the  bond. 

Aside  from  the  fact  that  the  bonds  or  debentures  are  promises  that 
the  company  will  pay  to  the  holder  a  fixed  amount — the  face  or  prin- 
cipal amount  of  the  bond — ^bonds  of  investment  companies,  like  those 
of  any  corporation,  have  two  other  particularly  significant  features. 
The  bonds  carry  a  fixed  rate  of  interest  payable  periodically,  which 
the  bondholder  is  entitled  to  receive  before  the  distribution  of  any 
profits  or  dividends  to  the  holders  of  any  other  class  of  securities. 
Sinc^  the  bondholder  or  debenture  holder  is  legally  a  creditor  of  the 
company,  he  is  not,  as  is  a  stockholder,  a  joint  venturer  in  the  cor- 
porate enterprise  or  owner  of  the  equity  of  the  company.  As  a 
consequence,  the  bond  or  debenture  holder  almost  invariably  is  not 
entitled  to  any  interest  or  participation  in  the  profits,  earnings,  or 
assets  of  the  company  other  than  the  amount  specified  in  the  bonds 

MPt.  Two  (House  Doc.  No.  70,  76th  Cong.),  Ch.  II,  Table  4.  The  table  covers  companies 
with  assets  at  market  value  of  $500,000  or  more  on  December  31,  1935,  which  filed  an 
answer  to  the  Commission's  questionnaire. 

20  Dewing,  A.  S.,  Financial  Policy  of  Corporatio?is  (3d  rev.  edit.,  1934),  pp.  19  and  43. 
Graham,  Benj.,  and  Dodd.,  D.  L.,  Security  Analysis   (1934),  p.  153. 
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nor  has  lie  any  vote  in  the  selection  of  the  management  of  the  com- 
pany.^^ 

The  long-term  obligations  of  companies  may  be  secured  by  the 
pledge  of  some  property  of  the  company,  in  which  event  the  obliga- 
tion IS  generally  known  as  a  "bond"  or  a  "secured  or  mortgage  bond" ; 
or  the  obligation  may  be  unsecured,  a  mere  promise  to  pay  resting  on 
the  general  credit  of,  or  faith  in,  the  issuing  company,  in  which  case 
the  obligation  is  usually  known  as  a  "debenture."  The  bonds  and  de- 
bentures, whether  collateralized  or  not,  are  known  as  the  funded  debt 
of  a  company.^^  The  funded  debt  of  investment  companies  is  usually 
the  debenture  type.  Of  180  management  investment  companies  re- 
plying to  the  Commission's  questionnaire,  33  companies  disclosed  the 
existence  of  funded  debt,  represented  by  47  separate  issues.  Of  these, 
33  issues  were  unsecured  debentures,  12  were  collateralized,  and  2  with 
unsecured  issues  at  the  outset  were  subsequently  collateralized.  Most 
investment  companies  reserve  a  right  to  call  in  or  redeem  their  bonds 
prior  to  their  maturity ;  all  of  the  indentures  examined  in  connection 
with  this  study,  except  two,  provided  for  redemption  of  the  debentures 
upon  notice.  Usually,  the  redemption  price  or  rate  is  in  excess  of  the 
face  amount,  ordinarily  from  two  to  five  dollars  additional  for  each 
$100  face  value,  on  a  basis  graduated  downward  as  maturity 
approaches. 

The  most  significant  covenants  of  the  indentures  under  which  the 
bonds  are  issued  are  those  which  purport  to  protect  the  holders  of  the 
bonds  and  those  which  define  the  procedure  by  which  the  bondholders 
may  seek  to  enforce  their  claims  in  case  the  corporation  fails  to  fulfill 
its  promises.  The  indentures  for  investment  company  bond  or  de- 
benture issues  vary  greatly  in  their  so-called  protection  features  or 
provisions.  All  of  the  indentures  examined  contained  some  protec- 
tive provisions.  Most  indentures  contain  a  "touch-off"  clause  or  provi- 
sion-—a  covenant  that  the  company  will  at  all  times  maintain  a 
certain  minimum  asset  coverage  for  the  bonds  or  a  margin  of  assets 
over  total  liabilities.^^  In  other  words,  the  investment  company 
undertakes  to  maintain  a  minimum  prescribed  ratio  between  assets 
and  liabilities,  a  ratio  which  varied  from  110%  to  250%  with  the  dif- 
ferent companies.  Of  the  indentures  examined,  36  recited  as  an 
event  of  default  a  deficiency  in  the  specified  minimum  of  asset  cover- 
age for  the  funded  debt.  Some  indentures  contain  provisions  requir- 
ing the  maintenance  of  a  sinking  fund  to  "service"  the  debentures  on 
maturity.  Of  the  indentures  examined,  seven  had  sinking  fund  pro- 
visions, while  one  had  a  reserve  fund  similar  in  structure  for  interest 
payments.  Some  contain  provisions  conditioning  the  issuance  of  ad- 
ditional debentures  on  the  existence  of  a  minimum  ratio  of  assets  to 


31  Some  state  statutes  provide  that  bondholders  shall  have  some  voice  in  the  selection  of 
management.  In  some  investment  companies  the  bond  or  debenture  holders  are  given  a 
vote  (e.  g.,  In  G.  E.  Employees  Securities  Corporation).  There  are  also  a  few  instances  of 
participating  bonds,  i.  e.,  a  bond  which  permits  the  holder  to  share  the  company's  earnings 
with  the  stockholders,  and  a  number  of  instances  of  bonds  which  bear  warrants  entitling 
the  holder  to  purchase  securities  which  will  give  their  holder  a  voice  in  the  management 
or  a  participation  in  the  profits. 

-2  In  recent  years  funded  debts  which  are  not  collateralized  or  secured  and  are  therefore 
debentures  have  been  at  times  called  or  referred  to  as  "bonds." 

«3  Corresponding  requirements  in  the  case  of  collateral  trust  bonds  provide  for  the  main- 
tenance of  a  ratio  between  assets  pledged  with  the  trustees  and  principal  amount  of  bonds 
outstanding. 
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funded  debt,  and,  in  some  instances,  to  total  liabilities  of  all  kinds. 
All  but  four  of  the  indentures  examined  provided  for  the  maintenance 
of  a  ratio  of  assets  to  principal  amount  of  bonds  which  are  to  be 
outstanding  after  any  subsequent  issues.  This  ratio  of  assets  to 
funded  indebtedness  after  issuance  of  additional  debentures  ranged 
from  200%  to  120%.  Other  indentures  forbid  the  issuance  of  addi- 
tional debentures  and/or  securities  with  a  prior  lien  on  assets,  or 
require  a  specified  diversification  of  portfolio.  There  are  at  present 
no  statutes  requiring  investment  company  to  include  any  of  these 
protective  features  in  the  indentures. 

All  indentures  contain  provisions  purporting  to  define  the  proce- 
dure by  which  the  bondholders  may  seek  to  enforce  their  claims  in 
case  the  company  fails  to  fulfill  its  promises.  All  but  four  of  the 
indentures  examined  provided  for  acceleration  of  maturity  of  prin- 
cipal amount  in  event  of  default.  Generally,  there  is  an  express 
stipulation  that  the  trustee  may  declare  the  principal  of  the  bonds 
due  and  payable  in  case  the  company  fails  to  meet  its  interest  charges 
or  other  conditions  and  the  default  continues  for  longer  than  a  speci- 
fied period,  ordinarily  a  few  months.  In  very  few  instances  is  it 
mandatory  upon  the  trustee  to  act  upon  the  expiration  of  the  pre- 
scribed period  of  grace;  in  most  cases  the  trustee  need  not  initiate 
legal  action  against  the  company  unless  requested  to  do  so  by  the 
holders  of  a  specified  percentage  of  the  outstanding  bonds  (usually 
25%  or  more)  and  unless  provided  with  funds  to  cover  the  cost  of 
litigation.^* 

Complexity  in  the  capital  structure  of  investment  companies  and 
diversity  in  rights  of  security  holders  is  further  increased  by  the  fact 
that  frequently  companies  issue  different  series  of  bonds.  The  sev- 
eral issues  of  a  company  frequently  vary  in  date  of  maturity,  rate 
of  interest,  the  degree  of  protective  safeguards,  and  order  of  priority. 

B.  Preference  Stocks 

Departure  from  a  simple  capital  structure,  consisting  of  a  single 
class  of  common  stock,  may  be  achieved  through  the  issuance  of  one 
or  more  of  the  numerous  types  of  "preference  stock."  Of  160  closed- 
end  management  investment  companies  examined,  89  had  issues  of 
preferred  stock,  67  companies  had  one  class  of  preferred  stock,  while 
22  had  more  than  one  class  of  preferred  stock.  Any  issue  of  stock, 
whether  called  preference  stock,  preferred  stock,  or  Class  A  common 
stock,  endowed  by  the  charter  or  bylaws  of  the  company  with  special 
assurances,  preferences,  or  limitations,  falls  into  the  category  of 
"preference  stocks." 

Preference  stocks  have  been  called  "compromise  securities"  ^^  on  the 
theory  that  that  type  of  stock  occupies  an  intermediate  position 
between  common  stocks  and  bonds. 


s*  The  deficiencies  of  indentures  generally,  with  respect  to  enforcement  of  prospective 
provisions,  have  been  treated  in  the  Commission's  Keport  on  the  Study  and  Investigation  of 
the  Work,  Activities,  Personnel,  and  Functions  of  Protective  and  Reorganization  Com- 
mittees, Part  VI  (Trustees  under  Indentures),  which  furnished  the  basis  for  the  Trust 
Indenture  Act  of  1939.  A  discussion  of  the  limited  remedial  influence  of  the  provisions  of 
this  Act  upon  the  specific  problems  of  complex  capital  structure  in  the  investment  field  will 
ho  found  infra. 

25  Dewing,  A.  S.,  Financial  Policy  of  Corporations  (3d  rev.  edit.,  1934),  p.  43.  Graham, 
Benj.,  and  Dodd,  D.  L.,  Fiecurity  Analysis  (1934),  p.  153. 
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Although  they  are  called  stocks,  it  has  been  urged  that  from  the 
standpoint  of  investment  practice  and  the  practical  significance  of 
the  rights  and  status  granted  the  owner,  preferred  stocks  generally 
resemble  bonds  more  closely  than  they  do  common  stocks.^*'  Like 
bondholders,  holders  of  preference  stocks  are  entitled,  if  earned  and 
declared,  to  receive  only  specified  rates  or  sums  of  money  periodically 
and  are  usually  not  entitled  to  any  share  in  the  profits  or  earnings 
of  the  enterprise  above  the  specified  rate.  Participating  preference 
stocks,  which  are  permitted  a  share  in  earnings  in  addition  to  the 
specified  dividends,  are  more  common  than  participating  bonds. 
Nevertheless,  an  examination  of  issues  of  preferred  stocks  listed  on 
the  New  York  Stock  Exchange,  or  recorded  in  listing  applications, 
for  the  50  years  from  1885  through  1934,  showed  that  961  preferred 
issues  out  of  1,094  (88%)  w^ere  entitled  to  receive  fixed  interest  divi- 
dends only,  with  the  common  stock  entitled  to  receive  all  profits  after 
the  fixed  initial  dividend  on  the  preference  stock — leaving  12%  of 
the  preferred  issues  entitled  to  some  further  participation  in  profits 
in  excess  of  their  fixed  initial  dividends.^^  Like  bondholders,  pref- 
erence stockholders  are  entitled  only  to  a  specific  dollar  amount 
upon  redemption  of  the  shares,  or  upon  dissolution  of  the  company. 
Like  bondholders,  preference  stockliolders  frequently  have  no  initial 
and  regular  voting  power  nor  right  to  participate  in  the  selection 
of  the  management  of  the  company.^^  Of  the  89  investment  com- 
panies issuing  preferred  stock,  24  denied  such  stock  any  voting  power 
whatsoever,  either  regular  or  contingent;  25  companies  granted  to 
their  preferred  stock  initial  and  regular  voting  privileges,  while  40 
companies  allowed  their  preferred  stock  to  vote  only  in  the  event  of 
dividend  defaults  for  a  specified  period. 

However,  the  holders  of  preference  stock,  unlike  bond  or  debenture 
holders  but  like  common  stockholders,  have  not  the  status  of  creditors 
of  the  enterprise,  but  have,  in  legal  contemplation,  an  equitable  pro- 
prietary interest  in  the  company.  A'NHiile  preference  shareholders 
are  not  creditors — since  the  company  does  not  undertake  either  to 
pay  back  the  amount  contributed  or  to  pay  the  fixed  dividends,  unless 
the  latter  is  earned  and  declared — on  liquidation  or  dissolution  the 

^  See  Graham,  Benj.,  and  Dcdcl.  D.  L..  Security  Analysis  (1934),  pp.  57  and  63. 

Objections  to  the  Conventional  Grouping. — 1.  Preferred  Stock  Grouped  ivith  Com- 
mon.— While  this  approach  is  hallowed  hy  tradition,  it  is  open  to  several  serious  objec- 
tions. Of  these  the  most  ohvious  is  that  it  places  preferred  stocks  with  common  stocks, 
whereas,  so  far  as  investment  practice  is  concerned,  the  former  undoubtedly  belong 
with  bonds.  The  typical  or  standard  preferred  stock  is  bought  for  fixed  income  and 
safety  of  principal.  Its  owner  considers  himself  not  as  a  partner  in  the  business  but 
as  the  holder  of  a  claim  ranking  ahead  of  the  interest  of  the  partners,  i.  e..  the  common 
stockholders.  Preferred  stockholders  are  partners  or  owners  of  the  business  only  in  a 
technical,  legalistic  sense  :  but  they  resemble  bondholders  in  the  purpose  and  expected 
results  of  their  investment. 

From  the  foregoing  discussion  the  real  character  and  purpose  of  our  classification 
should  now  be  more  evident.  Its  basis  is  not  the  title  of  the  issue,  but  the  practical 
significance  of  its  specific  terms  and  status  to  the  owner.  Nor  is  the  primary  emphasis 
placed  upon  what  the  owner  is  legally  entitled  to  demand,  but  upon  what  he  is  likely  to 
get,  or  is  justified  in  expecting,  under  conditions  which  appear  to  be  probable  at  the 
time  of  purchase  or  analysis. 
^  Stevens,  W.  H.  S.,  " Stockholder. s'  Participations  in  Profits,"  article  in  The  Journal  of 
Business  of  the  University  of  Chicago,  July  1936,  p.  211. 

28  Preference  stocks  frequently  have  contingent  voting  rights  conditioned  upon  specified 
defaults  in  payment  of  dividends,  etc.  The  "senior"  common  stock,  usually  known  as  the 
Class  A  common  stock,  frequently  has  a  constant  voting  power  usually  less  in  the  aggregate 
than  that  of  the  residual  common  stock,  usually  known  as  Class  B  common  or  management 
stock. 
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preference  shareholders  are  entitled  to  receive  payment  of  the  full 
par  or  fitated  liquidating  value  of  their  shares  and  accumulated  un- 
paid dividends  after  the  bonds  are  fully  satisfied  and  before  the 
common- stock  holders  can  receive  anything.-^  Unlike  bonds  but  like 
common  stock,  preference  stocks  have  no  maturity  date,  and  divi- 
dends are  not  deductible  from  earnings  as  interest  is. 

Kealistically,  the  preference  stockholder  has  few  of  the  advantages 
of  the  common  stockholder,  such  as  the  right  to  unrestricted  profits 
and  a  voice  in  the  management  of  the  company,  and  is  subordinated 
to  the  bondholders  with  respect  to  the  type  of  advantage  which  the 
bondholder  has  over  the  common  stockholder.  However,  the  pref- 
erence stockholder  is  usually  entitled  to  a  greater  return,  if  earned, 
than  the  bondholders,  and  sometimes  has  a  vote  with  respect  to 
management. 

Preference  stocks  of  investment  companies  are  generally  in  the 
form  either  of  preferred  stock  or  a  special  kind  of  common  stock, 
called  Class  A  stock  to  distinguish  it  from  the  ordinary  residual 
stock  known  as  Class  B  common  stock,  or  management  stock.  The 
feature  common  to  all  varieties  of  preference  stocks  is  a  claim  of 
priority  on  earnings.  Two  other  characteristics  are  of  almost  uni- 
versal occurrence  among  preferred  stocks  and  of  general  occurrence 
among  Class  A  stocks  in  the  investment  company  field,  namely:  (a) 
a  preferential  lien  on  the  assets  of  the  company  in  case  of  the  liqui- 
dation or  dissolution  of  the  business;  and  (b)  the  requirement  that 
all  lapsed  dividend  payments  be  paid  before  any  dividends  can  be 
declared  on  the  residual  common  stock.^° 

In  most  instances  the  preference  stockholder  is  the  recipient  of  os- 
tensible protective  provisions  somewhat  similar  to  those  extended  to 
bond  issues.  The  most  common  safeguard  is  the  stipulation  that  no 
additional  bonds  or  preference  shares  be  issued  without  the  consent 
of  the  existing  preference  shareholders.  Frequently,  preference  share- 
holders are  granted  an  asset  coverage  provision — a  stipulation  that 
no  dividends  will  be  paid  on  the  common  stock  if  the  net  assets  of 
the  company  fall  below  a  specified  ratio  to  the  sum  of  the  liquidation 
priorities  of  the  outstanding  preference  stocks.  Another  provision 
fairly  usual  in  connection  with  the  preference  shares  of  investment 
companies  is  a  stipulation  giving  the  preference  stock  voting  rights 
after  one  or  more  lapses  of  dividends.^^  Such  provisions  have  pur- 
ported to  provide  the  preference  stockholders  with  a  measure  of  safety 
m  the  event  of  poor  performance  of  the  company  and  to  restrain  the 
management,  in  the  selection  of  which  the  preference  stock  investor 

^^  In  investment  companies,  tlie  preference  stocljs  are  usually  of  the  cumulative  dividend 
variety,  i.  e.,  the  unpaid  dividends  accumulate  and  are  entitled  to  be  liquidated  before  any- 
thing is  paid  on  the  junior  stocks.  Of  the  89  investment  companies  that  issued  preferred 
stock,  87  granted,  while  one  denied,  the  benefit  of  cumulative  dividends ;  one  company 
failed  to  specify. 

^  For  a  discussion  of  the  techniques  on  the  part  of  the  common-stock  "control"  by  which 
such  accumulations  are  eliminated,  see  infra,  pp.  1790-5  ;  see  also  the  Commission's  Report 
on  the  Study  and  Investigation  of  the  Work,  Activities,  Personnel,  and  Functions  of  Pro- 
tective and  Reorganization  Committees,  Part  VII.  For  the  number  of  companies  granting 
cumulative  dividends,  see  note  29,  supra. 

31  Of  the  89  companies  issuing  preferred  stock,  40  companies  extended  a  voting  privilege 
to  the  preferred  upon  default  in  the  payment  of  dividends  for  a  specified  period,  ranging 
from  3  months  to  2  years. 
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lias  no  part,  from  activities  prejudicial  to  the  preference  security 
holder.^2 

Diversity  in  tlie  rights  of  security  holders  is  naturally  increased 
when,  as  has  been  fairly  usual,  investment  companies  have  issued  sev- 
eral issues  of  preference  stock  bearing  different  dividend  rates  and 
priorities  and  having  varied  limitations,  privileges,  and  safeguards. 

C.  Convertible  Securities 

The  foregoing  description  of  the  common  stock,  preference  stock, 
and  bonds  does  not  completely  disclose  the  variegated  diversity  of 
security  interests  which  the  complex  capital  structure  investment 
company  may  present.  Convertible  securities — securities  which  can 
be  changed  from  one  type  to  another — have  been,  at  various  periods, 
popular  in  the  investment  company  field.  There  are  two  general 
types  of  convertible  securities:  (a)  Securities  issued  as  one  type  or 
class  convertible,  under  certain  specified  conditions,  into  some  other 
type  or  class,  such  as  bonds  convertible  into  preferred  and  common 
stock  or  preferred  stock  convertible  into  common  stocks;  and  (b) 
certificates  (called  warrants  or  options)  representing  a  contract  right 
to  buy  some  form  of  corporate  security  on  specific  terms. 

The  convertible  bond,  or  convertible  preferred  stock,  enables  the 
investor  to  retain  greater  security  and  the  promise  of  regularity  of 
income,  while  having  the  option,  within  the  specified  period,  to  ex- 
change that  status  for  that  of  the  common  stockholder  if  there  oc- 
curs a  market  or  asset  appreciation  of  the  common  stock.  Of  the  89 
companies  issuing  preferred  stock,  30  had  outstanding  preferred  is- 
sues which  were  convertible.  When  the  security  is  a  warrant  to  pur- 
chase a  common  stock,  attached  to  a  bond  or  to  preferred  stock,  the 
investor  can  simultaneously  retain  the  preferential  position  of  his 
bond  or  preferred  share  and  obtain,  at  his  election  within  the  stated 
period,  common  stock  at  a  previously  fixed  price. 

Convertible  securities  are  generally  issued  by  promoters  to  make 
the  security  more  attractive  and  therefore  more  marketable.  Whether 
or  not  the  investor  realizes  the  fact,  a  part  of  the  sum  he  pays  for 
the  senior  security  is  paid  for  the  speculative  interest  he  receives 
through  the  conversion  privilege. 

There  is  a  species  of  warrant  to  purchase  common  stock,  accom- 
panying subscribed  shares  of  common  stock  or  issued  independently, 
usually  at  the  time  of  organization,  called  the  option  warrant  (gen- 
erally long-term  or  perpetual)  which  has  been  frequently  distrib- 
uted as  partial  compensation  to  promoters.  In  the  inflated  stock 
market  of  1929,  these  options  afforded  the  sponsors  of  investment 
companies  an  opportunity  to  make  enormous  profits.^^ 


3' The  extent  to  which  these  protective  provisions  have  been  effective  in  these  respects 
is  discussed  infra. 

'3  The  method  wherehy.  and  the  extent  to  which,  conversion  privileges  in  the  complex 
capital  structure  of  the  investment  company  were  turned  hy  management  interests  to  their 
personal  advantage  is  noted  infra.  For  a  discussion  of  issuance  of  convertible  securities 
and  option  warrants  as  instrumentalities  of  control,  see  infra,  pp.   1899-1900. 
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D.  Classification  of  Securities  Into  "Senior  Securities"  and 
"Equity  Securities" 

Since  both  bonds  and  preference  stocks  have  rights  to  earnings  and 
assets  of  the  company  superior  to  the  common  stock,  the  term  "senior 
securities"  is  employed  to  distinguish  both  of  these  classes  from  the 
common  stock.  Common  stocks,  on  the  other  hand,  which  have  de- 
ferred claims  to  income  and  the  assets  of  the  company,  are  frequently 
termed  "junior  securities."  Common  stocks  are  frequently  termed 
"equity  securities"  in  contradistinction  to  the  "senior"  securities 
which  have  no  share  in  the  residual  earnings  or  assets  of  the  com- 
pany.^* 

The  other  vital  respect  in  which  bonds  and  preference  stocks,  jointly^ 
differ  from  common  stocks  is  one  in  which  the  latter  are  favored: 
the  right  to  participate  in  the  management  of  the  company.  Tliat 
the  common  stock  is  generally  the  repository  of  the  power  to  select 
the  management  to  the  exclusion  of  the  senior  securities,  is  as  sig- 
nificant for  an  understanding  of  the  problems  relating  to  complex 
capital  structures  of  investment  com]3anies  as  the  fact  that  the  senior 
securities  have  a  limited  priority  in  distribution. 

Every  security  of  an  investment  company  called  a  common  stock 
should  not,  however,  be  deemed  included  in  the  category  of  "equity 
securities."  There  are  the  variants  of  common  stock,  such  as  Class  A 
common  stock,  which  have  the  attributes  of  priority  in  distribution 
and  divestment  of  management  rights  characteristic  of  senior  securi- 
ties. When  the  problems  and  defects  which  the  existence  of  senior 
securities  in  capital  structure  introduces  into  the  investment  com- 
pany field  are  discussed,  such  a  classified  common  stock  will  be  con- 
sidered as  comprehendecl  within  the  term  "senior  securities."  On  the 
other  hand,  the  type  of  common  stock,  often  designated  Class  B 
common  stock,^^  or  management  stock,  which  has  a  deferred  but  un- 
limited claim  to  the  distribution  of  earnings  and  assets,  and  the  pri- 
mary voting  power,  will  be  regarded  as  included  within  the  category 
of  "equity"  securities. 

III.  ECONOMIC   CONSIDERATIONS  REGARDING  SENIOR 

SECURITIES  IN  CAPITAL  STRUCTURE  OF  AMERICAN 
INVESTMENT  COMPANIES 

Before  proceeding  from  the  general  description  of  the  various 
types  of  senior  securities  used  by  investment  companies  to  the  de- 
tailed discussion  of  specific  problems,  deficiencies,  and  abuses  which 
have  accompanied  the  issuance,  repurchase,  redemption,  servicing, 
and  default  of  such  securities,  the  more  important  economic  factors 
involved  in  the  use  of  senior  securities  by  investment  companies  will 


'*  Since  preferred  stocks  have  merely  a  first  claim  on  the  profits  or  earnings  of  the 
company  and  have  not  a  creditor  status,  they  are  sometimes  referred  to  as  "equity"  securi- 
ties and  their  issue  as  "equity  financing."  For  the  purposes  of  this  chapter,  however, 
preference  stocks  will  not  be  deemed  to  he  included  within  the  category  of  "equity 
securities." 

36  Sometimes  the  designation  of  the  classified  common  stocks  is  reversed — thus  in  United 
Pounders  Corporation  the  Class  A  stock  was  the  control  class  or  management  stock.  See 
infra,  pp.  1632-3. 
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be  briefly  considered.  This  section  first  contains  a  comparative 
description  of  the  extent  to  which  senior  securities  have  been  used  by 
all  corporate  enterprises  in  the  country  and  the  proportion  of  total 
capital  contributed  by  such  senior  securities.  This  discussion  is  fol- 
lowed by  a  comparison  of  senior  security  issues  in  American  and 
British  investment  companies.  The  rationale  of  the  use  of  senior 
securities  by  corporations  is  then  summarized  both  from  the  point 
of  view  of  supply — the  factors  which  induce  corporations  to  issue 
senior  securities,  and  demand — the  reasons  which  lead  investors  to 
purchase  bonds  and  preferred  stocks.  There  follows  a  summary  of 
the  economic  bases  of  senior  securities — the  economic  factors  which 
are  asserted  to  justify  the  use  of  senior  securities  in  a  sound  scheme 
of  corporation  finance  and  an  attempt  is  made  to  evaluate  from  an 
economic  point  of  view  the  need  for  and  the  justification  of  senior 
securities  in  the  capital  structure  of  investment  companies.  Finally 
there  are  set  forth  several  examples  of  considerations  which  are  not 
primarily  economic  in  nature  but  which  aid  in  evaluating  the  justifi- 
cation for  senior  securities  in  investment  companies. 

A.  Senior  Securities  in  Capital  Structures 

1.  AMERICAN  COEPORATIONS  GENERALLY 

At  the  end  of  1936,  the  relation  between  senior  securities  outstand- 
ing and  total  capitalization  of  American  corporations  in  general 
A^aried  greatly  among  the  major  industry  groups  (Table  28).^" 
Against  an  over-all  ratio  of  38%  for  all  corporations  (excluding  the 
financial  and  miscellaneous  categories),  the  proportion  of  senior 
securities  (bonds  and  mortgages  and  preferred  stock)  to  total  capitali- 
zation was  as  high  as  67%  for  the  service  industries,  52%  for  trans- 
portation and  other  public  utilities,  and  as  low  as  19%  for  corpo- 
rations engaged  in  mining  and  quarrying,  and  20%  for  corporations 
engaged  in  trade.^^ 

A  similar  picture  is  presented  by  an  analysis  of  510  companies  in 
15  industry  groups  registered  under  the  Securities  Exchange  Act  of 
1934  (Table  29).^®  The  extreme  diversity  of  the  ratios  of  senior 
securities  to  total  assets  for  the  different  industry  groups  is  again 
apparent. 

="  A  comprehensive,  though  rough,  picture  of  the  use  made  of  senior  spcurities  by  Ameri- 
can corporations  is  provided  by  the  relevant  information  collected  by  the  Bureau  of 
Internal  Revenue,  which  is  summarized  in  Table  28,  reflecting  the  situation  at  or  about  the 
end  of  1936.  Corresponding  basic  figures  for  16  subdivisions  of  the  manufacturing  indus- 
tries may  be  found  in  Statistics  of  Income  for  1936,  Part  2,  Table  6. 

"  Total  capitalization  in  this  table  refers  to  senior  securities  (bonds  and  mortgages,  and 
preferred  stock)  and  common  stock  equity  taken  at  balance  sheet  (book)  values.  The 
statistics  of  the  Bureau  of  Internal  Revenue,  on  which  Table  28  is  based,  do  not  segregate 
bonds  from  mortgages. 

33  These  companies  are  all  relatively  large  organizations.  The  groups  are  the  only  iu- 
d\istry  groups  for  which  such  information  is  at  present  readily  available.  The  figures  in 
Table  29  are  analogous  to  those  presented  in  Table  28.  Though  the  figures  in  Table  29  are 
less  comprehensive  than  those  contained  in  Table  28,  they  have  an  advantage  from  one 
point  of  view  of  excluding  mortgages  from  senior  securities. 
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Table  28. — Selected  balance  sheet  Items  and  7-atios  as  of  December  31,  1936,  or 
close  of  fiscal  yearMearest  thereto,  for  all  nonfinanoial  corporations  siibmitfini/ 
balance  sheets  in  filing  eoi-poration  income  tax  returns 

[Millions  of  dollars] 


Agriculture  and  related  in- 
dustries  

Mining  and  quarrying 

Manufacturing 

Construction 

Transportation    and    other 
public  utilities:  ■' 

Steam  railroads 

Other  transportation  and 

related  activities 

Electric  light  and  power 
and  combined  electric 

light  and  gas 

Telephone  and  telegraph. 

Other  public  utilities 

Trade 

Service.- 

Total 


Number 

of  cor- 
porations 


11,531 
85,  350 
14,  574 


505 
13,  244 


3,822 
130, 073 

48, 590 


Capital 

assets  " 


Senior  securities 


Bonded 

debt  and 

mort- 


244 
1,046 
4,256 

135 


11,273 
2,775 


6,731 
1,459 
2,381 


87,  620       36,  300 


Preferred 
stock 


74 

349 

5,530 

75 


318 
1,395 
9,786 

210 


12,  206 
3,363 


2,736 
5,584 


Common 
stock 


Ratio  of 
senior  se- 
curities 


equity  ''    to  eapi 
tal  assets 


1,195 

6,095 

32,  937 

721 


9,713 
2,995 


5,670 
5,224 
2,579 
9,165 
2,778 


79, 072 


Ratio  of 
senior  se- 
curities 
to  capi- 
taliza- 
tion <= 


0.21 
.19 
.23 
.23 


"  Land,  buildings,  and  equipment,  less  depreciation  and  depletion. 
*■  Common  stock  and  surplus  and  undivided  profits,  less  deficit. 
"■  Senior  securities  and  common  stock  equity. 

■>  Only  the  total  figures  for  this  group  are  published  in  Statistics  of  Income  for  1936;  the  breakdown  given 
was  obtained  from  the  Bureau  of  Internal  Revenue. 


Table  29. — Selected  balance  sheet  items  and  ratios  as  of  December  31,  1936,  or 
close  of  fiscal  year  nearest  thereto,  for  510  corporations  in  manufacturing  wnd 
trade  registered  under  the  Securities  Exchange  Act  of  1934 

[Millions  of  dollars] 


Num- 
ber 
of 
cor- 
pora- 
tions 

Capital 
assets  " 

Senior  securities 

Com- 
mon 
stock 
equity^ 

Ratio  of 

senior 

securities 

to  capital 

assets 

Ratio  of 
senior 

Industry 

Funded 
debt  " 

Pre- 
ferred 
stock 

Total 

securities 
to  capi- 
taliza- 
tion -i 

Manufacturing: 

Food  and  related  products 

19 
42 

1,194 
69 

16 

80S 

3,729 

285 
58 

0 
39 

379 

462 
126 

7 
243 

166 

747 
184 

282 

545 

1,595 
589 

61 
1,405 

4,661 

0.63 
2.67 

.44 
.35 

.15 

0.32 
.24 

Beverages  (excluding  breweries 

.10 

Chemicals  and  allied  products.. 

Oil    refiners    with    producing 
facilities    with    assets    over 
$50,000,000  each 

.17 
.10 

'  Land,  buildings  and  equipment,  less  valuation  reserves. 

'  Includes  a  negligible  amoimt  representing  installments  of  other  noncurrent  debt  due  within 

■  Common  stock  and  surplus,  less  deficit. 

'  Senior  securities  and  common  stock  equity. 
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Table  29. — Selected  balance  sheet  items  and  ratios  as  of  December  31,   1936,   or 
close  of  fiscal  year  nearest  thereto,  for  510  corporations  in  manufacturing  and 
trade  registered  under  the  Securities  Exchange  Act  of  1934 — Continued. 
[Millions  of  dollars] 


Num- 
ber 
of 
cor- 
pora 
tions 

Capital 
assets 

Senior  securities 

Com 
mon 
stock 
equity 

Ratio  of 

Ratio  of 
senior 

Industry 

Funded 
debt 

Pre- 
ferred 
stock 

Total 

securities 

to  capital 

assets 

sseurities 
to  capi- 
taliza- 
tion 

Manufacturing—  C  ont  inued 

Tires  and  other  rubber  products- 
Leather  and  leather  products.. . 

14 
16 
23 

12 
97 

68 

8 

266 
45 
326 

2,476 
483 

743 

266 

168 
4 
25 

631 
61 

18 

5 

219 
25 
63 

651 

238 

232 

58 

387 
29 

1,282 
299 

250 

206 
151 

2,320 
1,041 

1,471 

343 

1.45 
.64 
.27 

.52 
.62 

.34 

.24 

.65 
.16 
.19 

Iron  and  steel  producers  with 
assets  over  $100,000,000  each. . . 
Alachinery  and  tools 

.36 
.22 

Automobiles,  parts  and    aeees- 

.15 

Containers  and  closures  (other 

.16 

Total  manufacturing 

409 

10,421 

1,673 

2,490 

4,163 

14, 229 

.40 

.23 

Merchandising: 
Chain  stores 

71 
25 
5 

457 
318 
133 

18 
45 
0 

104 
135 
24 

122 
180 
24 

805 
318 
412 

.27 
.57 

.18 

.13 

Department  stores 

.36 

Mail  order  houses 

.06 

Total  merchandising 

101 

908 

.. 

263 

326 

1,535 

.36 

18 

Source:  Reports  on  industry  groups  of  the  Census  of  American  Listed  Corporations,  a  Work  Projects 
Administration  study  sponsored  by  the  Securities  and  Exchange  Commission,  December  1938-November 
1939. 

2.  AMERICAN  AND  BRITISH  INVESTMENT  COMPANIES 

American  investment  companies  hare  made  considerable  use  of 
senior  securities,  both  measured  by  the  absolute  amount  of  senior 
securities  issued  and  by  the  proportion  of  total  capital  funds  raised 
tliroug:h  the  issuance  of  debentures  and  x^referred  stock.  Since  1927 
American  management  investment  companies  proper  have  raised 
considerably  over  $1,000,000,000  through  the  sale  of  their  senior 
security  issues.^^  This  amount  represents  over  two-fifths  of  the  total 
capital  raised  by  leverage  management  investment  companies  proper 
and  over  one-fourth  of  the  total  for  all  management  investment  com- 
panies proper  (closed-end  and  open-end)  .^° 

^  See  Ft.  Two,  Ch.  Ill  (House  Doc.  No.  70,  76th  Cong.),  Table  61.  This  figure  is  a  rough 
estimate.  Exact  data  are  unobtainable  since  a  considerable  amount  of  senior  securities  was 
sold  in  units  together  with  common  stock.  Furthermore,  intercompany  transactions,  which 
amount  to  .30%  of  total  sales,  are  included  in  this  estimate  to  an  extent  which  cannot  be 
determined,  although  the  proportion  of  intercompany  transactions  involving  senior  securities 
may  be  expected  to  be  less  than  for  common  stock. 

■"'  If  intercompany  transactions  were  excluded  both  from  total  capital  raised  (Ft.  Two,  Ch. 
III.  Table  60)  and  from  senior  securities,  the  proportion  of  total  capital  raised  through  the 
sale  of  senior  securities  might  be  as  high  as  50%  for  leverage  management  investment 
companies  proper,  and  3.5%  for  all  management  investment  companies  proper. 

A  group  of  investment-holding  companies,  which  accounted  for  less  than  40%  of  the 
estimated  total  sales  for  all  companies  of  this  type,  raised  over  $300,000,000  through  the 
sale  of  senior  securities  during  this  period  or  well  over  one-third  of  the  total  capital  raised 
by  these  companies  (Ft.  Two,  Ch.  Ill,  Table  61).  Comparable  information  is  not  readily 
available  for  the  other  companies  in  this  group. 
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The  importance  of  senior  securities  in  the  capital  structure  of  in- 
vestment companies  may  also  be  measured  by  the  relation  between 
the  amount  of  senior  securities  outstanding  and  the  total  capitaliza- 
tion (including  surplus)  at  various  dates.*^  For  manao-ement  invest- 
ment companies  proper,  senior  securities  were  about  half  of  the  total 
capitalization  and  surplus  at  the  end  of  1927  but  declined  to  less  than 
40%  of  total  capitalization  and  surplus  at  the  end  of  1929  as  a  result 
of  unrealized  appreciation  in  the  portfolios  of  investment  companies 
and  large  sales  of  their  own  common  stock  issues  to  the  public. 
During  the  depression,  common  stockholders'  equity  almost  dis- 
appeared as  a  result  of  the  drastic  depreciation  in  the  market  value 
of  the  portfolio ;  and,  at  the  end  of  1932,  senior  securities  represented 
almost  90%  of  total  capitalization  and  surplus.*-  The  trend  was 
reversed  beginning  with  1933,  again  due  partly  to  portfolio  appre- 
ciation and  partly  to  new  issues  of  common  stocks  and  the  absence  of 
any  additional  issues  of  senior  securities.  As  a  result,  senior  securi- 
ties accounted  for  slightly  over  40%  of  total  capitalization  and  sur- 
plus at  the  end  of  1935  and  for  about  30%  at  the  end  of  1936.*^  This 
ratio  of  less  than  one  to  three  of  senior  securities  to  total  capitali- 
zation in  investment  companies  ■**  was  somewhat  lower  than  the 
average  for  all  nonfinancial  corporations  but  was  higher  than  the 
average  for  corporations  in  manufacturing,  mining,  and  in  trade, 
indicating  a  smaller  cushion  for  the  senior  securities  of  investment 
companies  than  for  the  senior  securities  of  these  other  groups  of 
corporations."*^ 

These  ratios  take  into  account  only  the  leverage  in  the  capital 
structure  of  investment  companies,  reflecting  the  fact  that  part  of  the 
capital  of  the  investment  company  is  raised  by  the  issuance  of  senior 
securities  and  that  consequently  an  increase  or  decrease  in  the  total 
value  of  net  assets  results  in  a  proportionately  larger  increase  or 
decrease  in  the  total  value  of  common  stockholders'  equity.  However, 
the  assets  of  investment  companies  consist  to  a  large  degree  of  com- 
mon stocks  of  companies  which  in  turn  have  senior  securities  in  their 
capitalization.  The  common  stock  of  investment  companies,  there- 
fore, often  has  double  leverage,  provided  partly  by  the  senior  securi- 
ties of  the  investment  company  itself  and  partly  by  the  senior 
securities  of  the  companies  whose  common  stocks  are  held  in  the  in- 

^1  Total  capitalization  is  obtained  as  before  by  adding  the  amount  of  senior  securities 
(bonds  and  preferred  stock)  to  the  common  stock  equity  ;  in  this  case,  however,  the  com- 
mon stock  equity  is  based  largely  on  the  market  value  of  the  assets  and  is  consequently  a 
less  arbitrary  figure. 

■^2  These  figures,  based  on  market  value  of  assets,  combine  leverage  and  nonleverage  com- 
panies. For  leverage  companies  alone,  common  stockholders'  equity  was  negative  at  the 
end  of  1932.     See  Ft.  Two,  Ch.  II,  Tables  29,  33,  and  40. 

^^  Figures  from  Pt.  Two,  Ch.  II,  Table  29  and  Table  40.  Management  investment-holding 
companies  show  a  lower  ratio  of  senior  securities  to  total  capitalization  than  management 
investment  companies  proper  for  the  first  part  of  this  period,  but  a  higher  ratio  at  the 
end  of  the  period  (Pt.  Two,  Ch.  II,  Table  43).  For  a  statistical  discussion  of  the  extent 
of  leverage  in  investment  companies,  see  Pt.  Two,  particularly  Ch.  II,  pp.  45-48,  70-1, 
and  75-7,  and  Ch.  Ill,  pp.  193-6. 

^*  This  ratio,  which  is  much  more  volatile  among  investment  companies  than  among  other 
corporations,  was  considerably  above  one-third  both  before  and  after  1936. 

^=  See  Table  28.  The  over-all  ratio  for  all  nonfinancial  corporations  would  be  higher  than 
Bhown  in  the  table  if  mortgages  (which  are  not  found  in  investment  companies)  were 
excluded  from  senior  securities. 
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vestment  company's  portfolio.*'^  It  is  obvious,  therefore,  that  the 
total  leverage  of  the  common  stock  of  investment  companies  is  almost 
always  higher  than  the  leverage  measured  by  the  relation  between 
senior  securities  and  common  stockholders'  equity  of  the  investment 
company  itself. 

The  degree  of  leverage  prevailing  in  American  investment  com- 
panies, while  high  as  compared  with  many  other  American  industries, 
appears  low  in  comparison  to  the  prevalence  of  senior  securities  in 
the  capitalization  of  British  investment  companies.  British  invest- 
ment companies  in  1935  had  about  as  much  preferred  stock  outstand- 
ing as  common  stock  and  slightly  more  debentures  than  either  their 
preferred  or  common  stocks.^"  The  ratio  of  70%  of  senior  securities  in 
British  investment  companies  to  total  capitalization  (not  including 
surplus)  was  higher  than  the  proportion  of  the  total  capital  raised 
through  the  sale  of  senior  security  issues  by  American  management 
investment  companies  proper  and  was  above  the  proportion  of  the 
total  capitalization  (including  surplus)  which  such  senior  securities 
in  American  companies  accounted  for  at  the  end  of  1935.*^  On  the 
other  hand,  since  British  investment  companies  are  almost  entirely 
companies  w^ith  senior  securities,*^  they  may  be  compared  with  Ameri- 
can leverage  management  investment  companies  proper,  for  which 
the  ratio  of  senior  securities  to  total  capital  raised  was  over  40% 
while  the  ratio  of  senior  securities  to  total  capitalization  (including 
surplus)  was  about  80%  at  the  end  of  1935.^^° 

Moreover,  in  considering  the  higher  proportion  of  capitalization  of 
British  investment  trusts  represented  by  senior  securities  it  must  be 
borne  in  mind  that  in  1935  the  British  trusts  kept  about  60%  of  their 
total  portfolios  in  senior  securities,  while  among  American  manage- 
ment investment  companies  proper  fixed-interest -bearing  securities 
and  preferred  stocks  constituted  less  than  20%  of  the  total  portfolio 
at  the  end  of  1935.^^  Investments  in  senior  securities  were  much  less 
prevalent  in  American  investment  companies — even  among  those  hav- 
ing funded  debt  outstanding — than  in  the  British  companies,  for  the 
entire  period  studied. 

**  The  total  degree  of  leverage  can  be  calculated  if  the  exact  make-up  of  the  portfolio  of 
the  investment  company  and  the  capitalization  of  all  portfolio  companies  are  known. 

*''  See  Commission's  Report  on  Investment  Trusts  in  Great  Britain,  pp.  26  and  36.  These 
figures  as  a  whole  refer  to  the  par  value  of  capital  originally  contributed  by  the  holders  of 
these  securities  and  to  the  extent  that  this  Is  true  the  stated  common-stock  equity  does  not 
reflect  surplus,  and  the  ratio  of  senior  securities  to  total  capitalization  (70%)  is  larger  than 
the  ratio  that  would  be  obtained  if  it  were  possible  to  value  the  common-stock  equity  at 
market  in  arriving  at  a  figure  for  total  capitalization  as  for  American  investment  companies. 
Furthermore  the  ratio  indicated  for  British  investment  companies  is  also  larger  than  a  ratio 
based  on  the  actual  amount  of  capital  originally  contributed  since  premiums  (on  common) 
received  are  not  reflected  in  the  par  value  of  capital. 

*'  The  ratio  given  for  British  investment  companies  is  more  closely  comparable  to  the  ratio 
of  senior  securities  to  total  capital  raised,  given  above  for  the  American  investment  com- 
panies, than  it  is  to  the  ratio  of  senior  securities  to  total  capitalization  (including  sur- 
plus), also  given  for  the  American  companies. 

*^  Soe  Commission's  Report  on  Investment  Trusts  in  Great  Britain,  p.  31. 

™Id.,  p.  2.5,  et  seq.  and  Pt.  Two  of  this  report  (House  Doc,  No.  70,  76th  Cong.),  Ch.  II, 
Table  33. 

"  Op.  cit.  supra,  note  49,  p.  52  ;  also  see  Pt.  Two,  Ch.  VIII,  Tables  169  and  217,  and  Pt. 
Two,  Ch.  II,  Table  35.  This  ratio  was  only  about  5%  for  investment-holding  companies 
(Pt.  Two,  Ch.  VIII,  Table  219). 
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B.  The  Reasons  for  Issuance  of  Senior  Securities 
1.   ISSUERS'  POINT   OF  VIEW 

Corporations  have  issued  senior  securities,  in  addition  to  common 
stock,  in  raising  permanent  funds  for  the  conduct  of  their  business  for 
a  variety  of  reasons.  Senior  securities  were  used  to  provide  leverage 
for  the  junior  money;  to  secure  through  the  use  of  senior  securities 
(which  generally  have  no  voting  right)  control  over  a  much  larger 
amount  of  total  funds  than  those  contributed  by  the  common  stock- 
holders alone;  and  to  tap,  through  the  issuance  of  senior  securities, 
sources  of  funds  not  available  if  capital  financing  were  restricted  to 
common  stocks. 

a.    Creation  of  Leverage  for  Common  Stock  ^^ 

The  creation  of  leverage  for  the  money  invested  by  the  common 
stockholders  jDrobably  has  been  in  many  cases  a  most  potent  reason 
for  attempting  to  secure  part  of  the  capital  funds  through  the  issu- 
ance of  senior  securities  which,  although  entitled  to  a  preference  A^Tith 
J-espect  to  all  the  assets  and  profits,  are  entitled  to  only  a  fixed  and 
limited  amount  of  these  assets  and  a  fixed  and  limited  amount  out  of 
profits,  both  current  and  nonrecurrent,  realized  and  unrealized.  This 
incentive  toward  the  issuance  of  senior  securities  is  mainly  specula- 
tive. The  larger  the  amount  of  senior  securities  issued  relative  to  the 
funds  contributed  by  common  stockholders  the  greater  the  possible 
gain  to  common  stockholders — and,  of  course,  the  greater  the  risk 
that  the  entire  junior  money  may  be  wiped  out,  at  least  temporarily. 

b.  Facilitation  of  Control 

A  high  ratio  of  senior  securities  to  total  capitalization  not  only 
provides  the  common  stock  with  a  leverage  factor  but  also  reduces 
the  amount  of  funds  necessary  to  obtain  the  voting  stock  and  there- 
fore control  of  the  corporation.  Bonds  and  debentures  almost  never 
have  voting  rights,  except  in  certain  contingencies.  The  acquisition 
of  control  of  large  amounts  of  capital  with  a  disproportionately 
small  investment  can  also  be  achieved  without  the  use  of  senior  securi- 
ties, through  the  creation  of  nonvoting  common  stock  which  is  on  a 
parity  in  all  other  respects  with  the  voting  common  stock.  However, 
such  nonvoting  stocks  may  have  no  sales  appeal.  While  it  is  difficult 
or  almost  impossible  to  determine  in  a  specific  case  whether  senior 
securities  were  issued  mainly  to  increase  the  leverage  of  the  junior 
money  or  to  permit  control  of  large  pools  of  capital  with  a  relatively 
small  investment,  the  distribution  of  the  ownership  of  the  common 
stock  will  furnish  the  answer  in  most  cases.  Whenever  the  common 
stock  is  closely  held  in  large  blocks  it  may  be  assumed  that  the  facili- 
tation of  control  was  at  least  a  contributing  factor  in  the  issuance  of 
senior  securities;  when  the  common  stock  is  widely  distributed  and 
large  holdings  rare,  the  desire  for  additional  leverage  probably  was 
the  dominating  factor  and  may  often  be  traced  to  the  increased 
"sales  appeal"  of  comon  stock  with  high  leverage  during  certain 
periods  of  our  financial  history. 

!i2  For  a  more  detailed  discussion  of  the  general  problems  of  leverage  see  infra,  pp.  1595- 
1664. 
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c.  Tapping  Fixed  Income  Savings  Funds 

One  of  the  main  reasons  for  the  issuance  of  senior  securities  is  to 
tap  certain  large  reservoirs  of  savings  which  are  generally  unavail- 
able for  investments  in  common  stocks.  These  reservoirs  are  at  the 
present  time,  as  far  as  fixed  interest -bearing  securities  are  concerned, 
mainly  financial  institutions  (insurance  companies,  commercial  banks 
and  savings  banks),  nonprofit  institutions  (foundations,  colleges, 
churches,  etc.),  and  individual  trust  funds.  In  earlier  periods  a 
large  part  of  the  investment  funds  of  individuals  could  likewise  be 
tapped  only  by  an  offering  of  senior  securities.  The  sales  resistance 
of  investors  to  common  stocks  which  were  regarded  as  speculative 
was  avoided  by  offerings  of  senior  securities  with  their  purported 
safety  and  protective  features."^  Since  the  twenties,  however,  the 
reluctance  of  individual  investors  to  invest  in  common  stock,  very 
pronounced  until  the  World  War,  has  diminished  progressively. 

2.  INVESTORS'  POINT  OF  VIEW 

The  paramount  reason  why  some  investors  prefer  senior  securities, 
and  in  particular  fixed  interest -bearing  bonds  and  debentures,  to 
common  stocks  is,  of  course,  the  fact  that  these  securities  at  issuance 
offer  a  promise  of  a  yield  fixed  over  a  considerable  period  of  time 
and  also  undertake  the  repayment  at  maturity  or  call  of  a  fixed  sum 
of  money,  equal  to  or  slightly  higher  than  the  original  investment. 
For  certain  types  of  investors  senior  securities  are  the  only  securities 
they  can  buy,  either  because  of  legal  restrictions  on  their  investment 
policies  or  because  of  the  nature  of  their  business.  Individual 
investors  generally  are  not  under  the  same  compulsion  to  direct  their 
investments  into  senior  securities.  However,  the  desire  to  receive  a 
steady  income,  together  with  the  aversion  to  incurring  the  larger 
risks  inherent  in  the  ownership  of  common  stock,  have  given  senior 
securities  a  very  pronounced  sales  advantage  with  many  investors. 

C.  The  Economic  Bases  of  Senior  Securities 

1.  THE  MAEGIN  BETWEEN  THE  NET  YIELD  OF  ASSETS 
AND  NET  COST  OF  SENIOR  SECURITIES 

One  of  the  most  important  factors  which  may  justify,  on  an 
economic  basis,  the  issuance  of  senior  securities  is  the  existence  of 
a  margin  of  the  net  yield  (the  yield  after  expenses  of  operation 
or  administration)  of  the  assets  to  be  purchased  with  the  proceeds 
of  senior  securities  over  the  cost  of  hiring  the  senior  money.  Unless 
such  a  margin  exists,  the  issuance  of  senior  securities  will  reduce  the 
net  profit  of  the  issuing  corporation  (or  increase  its  net  loss)  and 
will  diminish  common  stockholders'  equity.  Clearly,  senior  securi- 
ties under  ordinary  circumstances  should  never  be  issued  unless  the 
issuing  corporation  has  good  reason  to  believe  that  investment  of  the 

=3  Senior  seeuritie  s  in  capital  structures  of  investment  companies  were  in  many  instances 
dictated  by  sales  expediencies  rather  than  economic  soundness.  Investors,  by  purchasing 
senior  securities  of  investment  companies,  whose  assets  consisted  mostly  of  common  stocks, 
were  investing  indirectly  in  common  stocks,  even  though  they  may  not  have  known  it  and 
may  have  been  averse  to  such  type  of  Investment. 
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proceeds  of  the  senior  securities  will  increase  the  net  income  of  the 
issuer  by  more  than  the  stipulated  interest  or  dividend  payments.  In 
many  cases,  of  course,  these  expectations  prove  to  be  unsound,  with 
the  result  that  the  servicing  of  the  senior  securities  absorbs  part  of 
the  capital  or  earnings  on  capital  belonging  to  the  common  stock- 
holders. If  payments  of  unearned  interest  and  dividends  on  senior 
securities  exceed  total  current  net  income,  and  are  sufficiently  long 
continued,  they  are  bound  to  result  in  bankruptcy  or  voluntary 
liquidation. 

American  management  investment  companies  proper  over  the 
period  1930-36  have  earned  an  average  annual  current  gross  income  ^^ 
of  between  4i/^%  and  5%  of  their  average  total  assets.^^  As  expenses 
of  operation  have  absorbed  about  one-fifth  of  current  gross  income, 
the  rate  of  net  earnings  (before  deduction  of  income  taxes)  is 
reduced  to  between  314%  and  4%  per  annum. ^"^  This  rate  obviously 
is  far  below  the  sei-vicing  cost  of  senior  securities,  since  the  bonds  of 
investment  companies  were  sold  for  the  most  part  to  yield  between 
5%  and  51^%  at  issue  price,  while  their  preferred  stocks  were  issued 
largely  at  yields  between  5%  and  6%,  with  6%  accounting  for  the 
great  majority  of  the  cases.^^  Tliese  yields  must  be  increased  by 
about  one-twentieth,  representing  underwriters'  commission,^®  to  re- 
flect the  cost  of  the  senior  money  to  the  issuing  investment  company .^^ 
Consequently  the  net  cost  of  senior  securities  to  the  issuing  company 
averaged  over  5%  for  bonds,  about  6%  for  preferred  stock,  and  close 
to  6%  in  the  aggregate. 

When  earnings  are  related  to  average  invested  capital  rather  than 
to  average  assets,  the  rate  of  earnings  is  substantially  lower  due  to 
the  fact  that  most  of  the  capital  was  raised  and  invested  in  1928-29 

s*  I.  e.,  total  income  exclusive  of  capital  gains  or  losses  before  deduction  of  expenses  of 
operation  or  income  tax. 

^'  All  earning  rates  given  here,  as  well  as  elsewhere  in  this  section  for  comparative  pur- 
poses, are  before  deduction  of  interest  paid.  (See  Pt.  Two,  Ch.  II,  Table  39.)  The  invest- 
ment companies  in  the  Atlas  Corporation  and  The  Equity  Corporation,  groups  are  not 
Included  in  the  figures  on  which  these  calculations  are  based.  Comparable  data  prior  to 
1930  are  available  only  for  a  small  number  of  companies. 

^  The  rate  of  current  earnings  on  average  assets  becomes  somewhat  lower,  of  course, 
when  1928  and  1929  are  included,  as  a  result  of  the  low  dividend  yield  on  comon  stocks  for 
these  years. 

^'  Of  81  preferred  stock  issues  of  investment  companies,  outstanding  at  the  end  of  1938, 
8  had  a  stipulated  dividend  rate  of  less  than  5%,  12  had  a  dividend  rate  of  5%,  9  had  a 
dividend  rate  of  5%%,  51  had  a  dividend  rate  of  Q%,  and  6  had  a  dividend  rate  of  over 
6%.  Of  28  bond  issues,  7  had  an  interest  rate  below  5%,  11  a  rate  of  5%,  8  a  rate  of 
51/2%,  and  2  a  rate  of  6%. 

Preferred  stocks  constituted  a  much  greater  part  of  the  capitalization  of  American  man- 
agement investment  companies  proper  than  did  bonds.  (See  Pt.  Two,  Ch.  Ill,  Table  61; 
and  id.,  Ch.  II,  Tables  29  and  33.) 

58  See  Pt.  Two,  Ch.  Ill,  Tables  67  and  68. 

6»  The  discounts  below  par  or  premiums  above  par  at  which  senior  securities  were  issued, 
and  the  premiums  above  par  at  which  some  of  the  issues  were  to  be  retired,  also  affect  the 
cost  of  senior  securities  to  the  issuing  investment  company.  As  most  issues  of  senior 
securities  were  sold  to  the  public  at  prices  only  slightly  above  or  below  par,  and  as  the 
differences  between  the  offering  price  and  par  would  tend  to  compensate  in  part,  such 
deviations  from  par  value  probably  had  but  a  negligible  effect  on  the  average  net  cost  of 
senior  securities.  However,  an  adjustment  of  the  average  net  cost  of  senior  securities  for 
premiums  above  par  at  which  some  of  the  issues  were  to  be  retiied  would  tend  to  increase, 
though  only  very  slightly,  the  cost  computed  above. 
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when  security  prices  were  very  higli.*'°  Doubtlessly,  therefore,  for  the 
period  of  actual  operation  of  American  investment  companies,  the 
rate  of  current  net  income  was  far  below  the  cost  of  senior  money. ''^ 
In  other  words,  v.diether  the  rate  of  current  net  earnincrs  of  invest- 
ment companies  is  calculated  on  the  basis  of  original  investment  or 
changing  market  value  of  assets,  the  "margin"  did  not  exist,  as  the 
rate  of  current  net  earnings  was  less  than  the  rate  of  fixed  charges  on 
bonds  and  preferred  stock. 

There  is  no  doubt  that  during  the  short  period  over  which  American 
investment  companies  have  actively  operated  no  positive  margin  has 
existed  between  current  net  earnings  on  assets  and  the  cost  of  hire  of 
senior  money.  While  any  consideration  of  the  existence  or  the 
absence  of  such  a  margin  for  the  period  before  1927  is  hypothetical  in 
nature,  as  practically  no  investment  companies  were  then  in  oper- 
ation, it  is  of  some  interest  for  two  reasons.  It,  first,  provides  an  idea 
of  the  relationship  between  the  current  net  earnings  obtainable  from 
an  investment  in  diversified  common  stocks,  such  as  investment  com- 
panies hold,  and  the  cost  of  senior  money.  Secondly,  it  indicates 
whether  and  on  which  assumptions  investment  companies  in  the 
late  20's  could  have  reasonably  expected,  on  the  basis  of  the  past, 
to  derive  a  current  margin  from  the  issuance  of  senior  securities.  It 
then  appears  that  for  the  period  from  1871  through  1926  dividends 
on  domestic  common  stock  averaged  only  about  5.0%  of  their  price, 
while  the  current  yield  on  the  direct  investment  of  a  constant  amount 
of  money  in  common  stock  in  each  year  of  the  period  would  have 
averaged  about  7.0%.^^  As  operating  expenses  of  investment  com- 
panies during  the  past  decade  have  absorbed  close  to  one-fifth  of 
gross  income,  it  would  seem  that  current  yield  from  investment  in 
common  stock  by  investment  companies  (before  income  taxes,  if  any) 
would  have  averaged,  over  the  period  1871  through  1926,  in  the 

™  Underwriters'  commissions  and  loading  charges  would  also  tend  to  lower  the  rate  of 
earnings  on  average  invested  capital — generally  hy  one-twentieth  to  one-tenth — although 
they  do  not  affect  the  rate  of  earnings  on  assets. 

81  The  complete  absence  of  any  margin  between  net  ordinary  income  and  the  cost  of 
senior  securities  in  recent  years  among  American  investment  companies  is  shown  by  data 
available  for  1938  and  1939.  In  1938,  among  71  inves-tment  companies  with  111  issues 
of  senior  securities,  only  3  companies  with  3  issues  had  a  rate  of  net  ordinary  income 
(after  payment  of  expenses  and  taxes  other  than  Federal  income  taxes)  as  high  as  the 
stipulated  interest  or  dividend  rates  on  their  outstanding  senior  securities.  The  situation 
was  not  much  more  favorable  in  1939,  when  among  45  companies  with  69  issues  only 
3  companies  with  3  issues  had  a  rate  of  net  ordinary  income  as  high  as  the  stipulated 
interest  and  dividend  requirements  on  their  senior  securities.  The  negative  margin  be- 
tween net  ordinary  income  and  cost  of  servicing  senior  securities  was  considerable  :  The 
average  interest  and  dividend  rate  exceeded  the  average  rate  of  net  ordinary  income  of  the 
issuer  by  about  3%  in  1938  and  by  over  21/2%  in  1939. 

"^  Cowles,  Alfred  3rd,  and  associates,  Common  Stock  Indexes,  1S71-1937,  pp.  372-3.  The 
average  annual  yield  of  5.0%  on  the  average  price  of  common  stocks  is  of  relatively  little 
meaning  from  the  viewpoint  of  an  investor  who  bought  stock  at  some  time  during  this 
period  and  held  this  stock  to  the  end  of  the  period.  The  average  annual  yield  of  7.0% 
on  the  investment  of  a  constant  amount  of  money  in  each  year  of  the  period  is  the  simple 
average  of  average  annual  yields  which,  an  investor  would  have  earned  on  his  annual 
investments  if  he  invested  a  constant  amount  of  money  in  common  stock  in  each  year  of 
the  period  and  held  all  this  stock  to  the  end  of  the  period.  An  investor  Avho  bought  stock 
at  some  time  during  this  period  and  sold  out  completely  later  in  the  period  would  be 
expected,  on  the  average,  to  have  had  an  average  annual  yield  on  his  investment  somewhere 
between  5.0%  and  7.0%. 
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neighborhood  of  4.0%  or  5.6%,  depending  on  the  method  of  calcula- 
tion. The  first  rate  (4.0%)  undoubtedly  was  below  the  rate  at  which 
investment  companies,  had  they  then  existed,  could  have  issued  senior 
securities  of  any  type.  Even  the  second  rate  (5.67c)  appears  to  have 
been  below  the  probable  cost  of  issuance  of  preferred  stock,  though 
it  might  have  left  a  small  margin  over  the  cost  of  issuance  of  bonds. 
Thus  not  only  did  no  margin  exist  between  the  current  net  yield  and 
the  cost  of  senior  securities  of  investment  companies  during  the  period 
of  their  actual  operation  in  this  country,  but  it  also  seems  likely 
that  investment  companies  in  general  would  not  have  earned  such  a 
margin  over  the  half  century  preceding  their  rise.*^^  In  considering 
the  economic  basis  of  the  issuance  of  senior  securities  of  investment 
companies  the  absence  of  a  margin  during  the  period  of  actual  oper- 
ation and  the  difficulty  in  envisaging  the  emergence  of  such  a  margin 
in  the  near  future  are,  of  course,  much  more  important  than  the 
apparent -absence  of  a  margin  on  current  operations  in  a  period  of 
over  fifty  years  during  which  investment  companies  were  not  yet  in 
operation.  Consideration  of  the  hypothetical  situation  before  1927, 
however,  is  of  some  interest  because  of  its  corroborative  character. 

Since  the  cost  of  senior  money  was  higher  than  the  current  net 
yield  of  assets  after  1927,  and  apparently  would  also  have  been  higher 
prior  to  1927,  the  only  possible  justification  for  the  issuance  of  senior 
securities — from  the  companies'  and  the  stockholders'  point  of  view — 
was  the  anticipation  that  nonrecurrent  income  (i.  e.,  net  capital  gains) 
would  be  sufficient  and  steady  enough  not  only  to  make  up  the  de- 
ficiency of  current  net  yield  against  the  cost  of  servicing  senior 
securities,  but  would  also  leave  a  net  contribution  to  common-stock 
holders'  income  and  equity.  The  nonrecurrent  income,  necessary  to 
make  up  for  the  lack  of  the  "margin"  in  current  operations,  was  ex- 
pected from  two  sources:  first,  the  supposed  compound-interest 
growth  of  the  value  of  an  investment  in  diversified  common  stocks 
of  American  enterprises;  and  second,  the  supposed  ability  of  the 
managers  of  investment  companies,  aided  by  their  economic  and  sta- 
tistical stafls,  to  perform  better  than  the  stock  market  averages.  The 
second  source  has  thus  far  in  the  history  of  investment  companies  in 
this  country,  on  the  whole,  turned  out  to  be  illusory.  Over  the  period 
of  actual  operation,  the  performance  of  the  average  American  invest- 
ment company  did  not  excel  the  performance  of  the  usual  stock  price 
indexes  (e.  g.,  the  Standard  Statistics  Company  Index  of  90  common 
stocks).''*  The  expected  long-term  increase  in  the  value  of  equities 
likewise  has  failed  to  materialize;  in  every  year  since  1931  the  price 
level  of  common  stocks,  as  measured  by  the  usual  stock  price  indexes, 
was  substantially  below  that  of  the  years  1928  to  1930  Avhen  most  of 
the  portfolios  of  investment  companies  were  originally  acquired. 

"3  The  cost  of  senior  securities  to  investment  companies  over  the  period  of  their  exist- 
ence (roughly,  from  1927)  was  close  to  6%,  and  there  is  no  obvious  reason  for  believing 
that  the  cost  of  senior  securities  to  investment  companies  would  have  been  less  than  6% 
over  the  years  1871-1926,  assuming  that  the  same  proportion  of  bonds  and  preferred 
stock  to  common  stock  equity  had  been  issued.  As  a  matter  of  fact,  available  data  for 
high-grade  railroad  bonds  indicate  that  the  yield  of  such  high-grade,  fixed-income  securi- 
ties was  higher  on  the  average  for  the  period  1871-1926  than  for  the  period  1927-37 
(op.  cit.  supra,  note  62,  p.  492),  although  this  may  reflect  a  change  in  the  investment 
quality  of  these  issues  as  well  as  a  change  in  long-term  interest  rates. 

^  For  detailed  discussion  of  the  performance  of  investment  companies,  see  Pt.  Two 
(House  Doc.  No.  70,  76th  Cong.),  Ch.  VI,  pp.  463-92,  and  Appendix  J,  pp.  833-937. 
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Obviously,  there  have  been  periods  in  our  history  when  capital 
gains,  arising  from  increases  in  the  price  level  of  common  stocks, 
would  have  more  than  compensated  for  the  existence  of  a  "negative" 
margin  on  current  operations.  This  appears  to  have  been  true  for 
the  jDcriod  1871  to  1926  as  a  whole.*^^  Capital  gains,  however,  fluc- 
tuate so  widely  that  the  issuance  of  senior  securities  based  on  the 
expectation  of  such  gains  would  seem  to  be  an  extremely  tenuous 
procedure,  as  the  experience  of  American  investment  companies  over 
the  period  of  their  actual  operation  well  illustrates. 

The  issuance  of  senior  securities  by  American  investment  com- 
panies must,  based  upon  conditions  prevailing  now  as  well  as  past 
experience  over  a  fairly  extended  period  of  time,  be  regarded  as  a 
gamble  on  net  capital  gains.  With  the  present  structure  of  interest 
rates,  the  present  level  of  stock  yields,  and  the  present  costs  of 
administration  of  investment  companies,  it  does  not  seem  likely  that 
a  net  current  income  sufficient  to  cover  the  net  cost  of  servicing  senior 
securities  can  be  obtained  by  investing  either  in  diversified  domestic 
bonds  or  preferred  or  common  stocks. 

In  this  connection  a  comparison  with  the  British  investment  trusts, 
which  have  larger  amounts  of  senior  securities  outstanding  than 
American  investment  companies,  is  interesting.  The  net  cost  of 
issuing  investment  trust  debentures  or  preferred  stock  is  not  very 
much  lower  in  Great  Britain  than  it  was  or  would  be  in  the  United 
States.*^*'  But  British  investment  trusts  were  at  one  time  in  a  position 
to  invest  their  funds  in  securities  which  generally  had  a  yield  con- 
siderably higher  than  that  which  they  paid  on  their  own  senior 
securities.  This  was  due,  to  a  considerable  extent,  to  the  fact  that  a 
substantial  proportion  of  their  investments  was  in  the  public  or 
corporate  securities  of  foreign  countries,''^  where  a  considerably 
higher  yield  prevailed  than  was  common  in  Great  Britain.  For 
British  investment  trusts  the  issuance  of  senior  securities  was  in 
effect  a  sort  of  interest  arbitrage.  In  the  United  States  the  basis 
for  a  similar  yield  arbitrage  has  been  lacking  and  is  not  likely  to 

s^Op.  cit.  supra,  note  62,  pp.  66-67.  For  this  period  there  was  an  average  rate  of 
increase  of  about  2%  per  year  in  the  market  value  of  common  stock  holdings.  This  rep- 
resents roughly  the  average  increase  over  this  period  in  the  value  of  stock  bought  at  the 
average  price  of  one  year  and  sold  at  the  average  price  of  the  next  year.  There  are,  of 
course,  other  measures  of  the  average  annual  rate  of  increase  in  the  market  value  of 
common  stock  holdings  over  this  period,  each  of  these  measures  having  a  somewhat  dif- 
ferent meaning.  For  example,  the  simple  average  of  the  annual  average  rates  of  increase 
in  the  market  value  of  common  stock  holdings  resulting  from  the  investment  of  a 
con.stant  amount  of  money  in  each  year  of  the  period  was  about  3.6%,  if  it  be  assumed 
that  all  .stock  acquired  in  this  manner  was  held  to  the  end  of  the  period.  However,  it 
may  be  noted  that  during  years  of  rising  prices,  over  the  period  of  their  actual  operation, 
investment  companies  performed  worse  than  the  common  stock  "averages"  (Pt.  Two,  Ch. 
VI,  pp.  467  and  481),  so  that,  if  they  had  been  in  existence  over  the  period  1871  to  1926, 
their  capital  gains  would  probably  have  been  relatively  smaller  than  the  increase  in 
common  stock  prices. 

^'The  interest  rate  of  British  investment  trust  debentures  varies  between  3%%  and 
5V2%,  with  5%  as  the  most  frequent  value,  and  with  a  general  average  slightly  over 
4%%  ;  for  preferred  stocks  the  usual  dividend  rates  are  5%,  which  is  predominant,  and 
41/0%,  with  a  few  cases  ranging  between  4%  and  7%.  (See  the  Commission's  Report  on 
Investment  Trusts  in  Great  Britain,  pp.  28  and  31.) 

"'  Id.,  pp.  48  and  50. 
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emerge  in  the  near  future.'^^  In  this  country,  the  issuance  of  senior 
securities,  supposedly  following  a  British  precedent,  was  and  is  a 
gamble  on  capital  appreciation. 

Although  no  margin  between  net  current  yield  on  assets  and  net 
cost  of  senior  securities  has  been  found  for  American  investment 
companies  as  a  whole,  such  a  margin  existed  and  still  exists  for 
numerous  industrial  corporations.  This  situation  may  require  some 
explanation  as  the  current  income  of  investment  companies  consists 
predominantly  of  dividends  on  portfolio  stocks  of  industrial  cor- 
porations for  a  number  of  which  a  considerable  margin  may  exist, 
and  yet  relatively  few  of  the  investment  companies  possess  a  com- 
parable margin.  The  explanation  lies  primarily  in  the  wide  range 
in  profitability  among  industrial  companies  in  different  industries, 
or  of  a  different  size,  location,  and  quality  of  management,  or  pos- 
sessing different  degrees  of  monopolistic  advantages.  While  the  rate 
of  current  earnings  also  differs  among  investment  companies,  the 
range  in  variation  among  investment  companies  with  diversified 
portfolios  of  the  stocks  of  more  or  less  the  same  corporations  is  very 
much  smaller.  Furthermore,  the  current  yield  of  investment  com- 
panies is  considerably  reduced  by  the  cost  of  administration.  An 
additional  factor  which  aids  in  explaining  the  difference  in  "margin" 
between  investment  companies  and  many  groups  of  industrial  cor- 
porations is  the  lower  net  cost  of  issuing  bonds  or  preferred  stocks 
for  the  latter.«» 

2.  STABILITY  OF  INCOME  AND  ASSETS 

Senior  securities  require  a  certain  minimum  degree  of  stability 
of  gross  and  net  income  of  the  issuing  corporation.  As  interest  and 
dividends  on  senior  securities  are,  with  minor  exceptions,  payable  in 
fixed  amounts,  the  issuance  of  senior  securities  and  the  continued  ex- 
istence of  such  obligations  are  justified  only  where  the  net  income  of 
the  issuer  is  steady  enough  to  give  reasonable  promise  of  meeting 
the  charges  on  the  senior  securities  in  bad  years  as  well  as  in  good 
years.  As  a  consequence  industries  such  as  the  railroads,  the  electric, 
gas,  and  water  companies  (and,  in  Europe,  the  mortgage  banks) 
which,  because  of  the  nature  of  their  business,  counted  on  a  relatively 
stable  amount  of  income  at  the  time,  have  been  the  chief  issuers  of 
senior  securities.  For  the  same  reasons  industries  with  large  cyclical 
fluctuations  in  income  have  in  general  made  relatively  small  use  of 
senior  securities  and  particularly  of  bonded  indebtedness. 


<^  It  is  true,  of  course,  that  most  foreign  securities  sold  during  the  twenties  in  the 
American  market  had  current  yields  sufficiently  high  to  promise  investment  companies 
some  margin  over  the  cost  of  their  own  senior  securities.  Several  investment  companies 
up  to  1929  actually  liept  a  considerable  part  of  their  assets  in  foreign  securities.  (See 
Pt.  Two,  Ch.  VIII,  pp.  562,  602-6,  and  Table  187.)  The  very  unfortunate  experience  with 
many  foreign  issues  sold  in  the  United  States,  however,  indicates  that  in  the  long  run 
such  an  investment  generally  would  not  have  produced  the  necessary  margin  but  would 
have  left  investment  companies  with  heavy  capital  losses. 

"^  Another  reason  why  current  earnings  on  assets  of  investment  companies  are  at  a 
lower  rate  than  in  industrial  corporations  lies  in  the  fact  that  industrial  corporations 
usually  do  not  distribute  their  entire  current  earnings  as  dividends.  However,  investment 
companies  might  be  expected  in  the  long  run  to  be  compensated  for  this  relatively  low 
current  yield  on  assets  by  an  increase  in  the  value  of  their  common  stock  holdings  of  the 
companies  which  retained  earnings. 
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Steadiness  of  the  value  of  assets  is  a  fairly  close  attribute  to 
steadiness  of  income  as  a  prerequisite  for  the  issuance  of  senior  se- 
curities, since  the  value  of  assets  over  a  substantial  period  of  time  is 
to  a  large  extent  determined  by  the  earning  capacity  of  the  corpo- 
ration. Steadiness  of  asset  value  may,  however,  be  of  much  less 
importance  than  the  fluctuations  in  income,  as  most  of  the  assets  of 
the  great  majority  of  the  companies  issuing  senior  securities  cannot 
easily  be  sold  in  an  open  and  continuous  market. 

Finally,  it  is  evident  that  the  basis  for  the  issuance  of  senior  se- 
curities becomes  broader  and  more  secure  as  the  proportion  of  com- 
mon stockholders'  equity  to  senior  securities  outstanding  increases. 
Obviously  the  smaller  the  proportion  of  total  capital  funds  con- 
tributed by  senior  securities,  the  less  will  the  current  service  on  senior 
securities  and  the  repayment  of  senior  securities  be  endangered  by 
declines  in  income  and  the  asset  value  of  the  issuer. 

American  investment  companies  have  conspicuously  failed  to  meet 
the  tests  of  steadiness  of  income  or  underlying  assets.  This  result 
is  hardly  unexpected  in  view  of  the  extreme  fluctuations  in  corpo- 
rate profits,  dividends  and  stock  prices  which  have  characterized  the 
last  fifteen  years  during  which  investment  companies  have  been 
active.  While  these  fluctuations  were  extraordinarily  large,  the  divi- 
dends and  prices  of  American  stocks  have  always  been  subject  to 
violent  fluctuations.  During  the  period  from  1871  to  1938  there  have 
been  seven  instances  when  the  prices  of  common  stock — which  have 
always  constituted  the  chief  assets  of  American  investment  com- 
panies— have  fallen  by  30%  or  more  over  periods  of  less  than  three 
years,  including  the  decline  of  almost  90%  between  the  fall  of  1929 
and  the  summer  of  1932.'°  The  marked  swings  in  stock  price  move- 
ments, which  existed  even  before  1929,  should  have  dictated  a  very 
sparing  use  of  senior  securities.^^ 

On  the  basis  of  book  values,  the  fluctuations  in  the  value  of  assets 
of  investment  companies  have  been  proportionately  much  larger  than 
for  practically  any  group  of  manufacturing  or  trading  corporations. 
These  fluctuations  are,  however,  partly  due  to  the  fact  that  the  assets 
of  investment  companies  may  be  and  generally  are  periodically  re- 
valued on  the  basis  of  market  prices,  while  revaluations  (except  for 
inventories)  are  relatively  rare  in  other  cori^orations. 

The  instability  of  the  assets  and  income  of  investment  companies 
is  vividly  reflected  in  the  spotty  record  of  service  of  senior  securi- 
ties of  American  investment  companies  during  the  past  decade. 
Although  only  relatively  few  of  the  debentures  issued  by  invest- 
ment companies  did  not  receive  their  interest,  a  substantial  num- 
ber of  debenture  issues,  however,  at  one  tim.e  or  another  were  "under 
water," — the  total  assets  of  the  issuer  became  insufficient  to  cover  the 
redemption  value  of  the  debentures.'-  The  record  of  preferred 
stock  issues  of  American  investment  companies  is  much  worse.  Of 
117  issues  of  preferred  stocks  issued  by  92  management  invest- 
ment companies  '^  not  less  than  98,  or  48%   of  the  issues  studied, 

™  Op.  cit.  supra,  note  62,  Chart  7  and  pp.  66-7. 

''^  For  examples  of  the  devastating  effects  of  high  leverage  during  this  period,  see 
infra. 

■'^See  Pt.  Two  (House  Doc.  No.  70,  76th  Cong.),  Ch.  II,  pp.  77-8. 

'•^  These  are  the  only  companies  for  which  this  information  is  readily  available. 


1590  SECURITIES    AND    EXCHANGE    COMMISSION 

passed  one  or  more  dividends  payments  between  January  1,  1927 
and  December  31,  1935.  That  these  defanhs  in  dividends  were  not  a 
negligible  factor  or  soon  remedied  among  these  98  issues  affected 
is  indicated  by  the  fact  that,  on  the  average,  dividends  were  passed 
for  15  quarters  or  nearly  four  full  years.  Since  these  preferred 
stocks  were  outstanding  on  the  average  for  only  somewhat  over  7 
years,  it  would  appear  that  they  failed  to  pay  stipulated  dividends 
cluring  about  one-half  of  their  life.^^  In  acldition,  these  defaults 
do  not  include  the  instances  when  payments  were  made  from  paid- 
in  surplus  or  capital  surplus  created  by  a  restatement  of  capital, 
which   were  tantamount  to  merely  a   return   of  capital. 

From  1927  to  1935,  dividends  aggregating  about  $82,200,000  were 
passed  on  the  98  preferred  stock  issues  of  the  investment  companies 
studied. 

3.  SALABILITY  AND  FLUIDITY  OF  ASSETS 

Under  these  conditions  the  possibility  of  selling  the  assets  under- 
lying the  senior  securities  becomes  of  considerable  importance. 
Other  things  being  equal,  the  issuance  of  senior  securities  may  be 
better  justified  if  a  broad  and  continuous  market  for  the  issuer's 
assets  exists.  This  type  of  market  generally  does  not  exist  in  the 
case  of  industrial  corporations  because  plant  and  equipment  are  not 
easily  salable.  The  owners  of  the  senior  securities  in  such  corpora- 
tions possess,  in  many  cases,  only  the  possibility  of  taking  possession 
of  the  issuer's  assets;  and  may  either  operate  the  corporations  for 
their  own  account  or  dispose  of  the  assets  to  a  buyer  able  to  operate 
them  if  relieved  of  much  or  all  of  the  fixed  charges.  In  either  case 
previous  senior  security  holders  are  reduced  to  the  status  of  com- 
mon stockholders  for  part  or  all  of  their  holdings. 

At  least  theoretically,  the  senior  securities  of  investment  com- 
panies meet  the  test  of  salability  of  the  assets  of  the  issuer  to  satisfy 
the  claims  of  senior  security  holders.  Contrary  to  the  situation  in 
most  industrial  or  mercantile  corporations  where  liquidation  of 
assets  is  difficult  and  slow,  the  assets  of  an  individual  investment 
company  (not  including,  of  course,  investment -holding  companies) 
may  be  expected  to  be  easily  and  rapidly  salable  without  any  sub- 
stantial adverse  effect  upon  the  market  for  such  assets.  However, 
this  theoretical   possibility  has   been   largely   nullified   in   practice. 

If  most  or  all  investment  companies  were  to  liquidate  their  security 
holdings  within  a  short  period  of  time,  great  difficulties  would 
probably  be  encountered  in  liquidation  except  at  extremely  large 
price  concessions.  This  situation  would  not  be  the  result  of  an 
extraordinary  thinness  of  the  stock  market  but  would  be  attributable 
to  the  fact  that  the  portfolio  holdings  of  investment  companies  of 
the  common  stocks  of  leading  corporations  now  represent  a  con- 
siderable  proportion  of   the  total   floating   supply   of   such  stocks. 

The  ready  marketability  and  liquidity  of  the  assets  of  an  invest- 
ment company  may,  however,  under  certain  circumstances,  be  dis- 
advantageous to  senior  security  holders.  Where  the  assets  of  a  com- 
pany consist  of  plant  and  equipment,  the  holders  of  the  senior  se- 

'^  Of  the  98  issues  studied,  14  passed  betweeu  1  and  4  quarterly  dividends  ;  3  between  5 
and  8  dividends ;  6  between  9  and  12  dividends  ;  26  between  13  and  16  dividends  ;  86  between 
17  and  20  dividends ;  and  13  passed  21  or  more  dividends. 
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curities,  while  in  no  way  protected  against  losses  resulting  from 
adverse  economic  circumstances  or  mismanagement,  are  in  no  small 
measure  protected  against  diversion  of  the  assets.  In  investment 
companies,  on  the  other  hand,  the  assets  in  most  instances,  are  the 
equivalent  of  cash  and,  with  dishonest  management,  may  be  easily 
dissipated  or  with  a  new  management  or  policy  may  be  quickly 
and  completely  changed  from  their  original  nature  on  the  basis 
of  which  their  senior  securities  were  sold. 

D.  Various  Other  Considerations  Respecting  Senior  Securities  in 
Investment  Companies 

1.  MUTUALITY  OF  INVESTMENT  COMPANIES 

One  concept  of  an  investment  company  Avhich  has  been  greatly 
emphasized  in  the  sales  literature  of  investment  trusts  and  companies 
in  this  country  is  that  they  are  organizations  akin  to  a  mutual  or 
cooperative  enterprise  of  all  participating  investors.'^  Investment 
companies  in  this  country  have  been  generally  represented,  particu- 
larly in  connection  with  the  distribution  of  their  security  issues,  as 
institutions  by  which  numerous  investors  can  pool  their  funds  to 
obtain  equally  the  benefits  of  diversification  of  risk  and  expert  secur- 
ity management.^^  However,  this  concept  of  an  investment  com- 
pany as  a  mutual  enterprise  cannot  be  reconciled  with  the  existence 
of  more  than  one  class  of  security  in  the  capital  structure.  The  exist- 
ence of  different  outstanding  security  issues  creates  different  and 
conflicting  rights  in  their  holders  and  imposes  conflicting  duties  on 
management.  Since  the  risks,  losses,  and  gains  are  not  equally  dis- 
tributed among  the  holders  of  the  various  types  of  securities,  actual 
conflicts  of  interest  between  the  various  types  of  security  holders 
must  arise  sooner  or  later. 

Furthermore,  if,  as  asserted  by  some  investment  companies,  the 
essential  function  of  an  investment  company  is  to  give  an  investor  a 
substantial  degree  of  safety  through  diversification  and  at  the  same 
time  an  opportunity  to  profit  by  the  success  of  the  performance  of 
the  company,  the  presence  of  "junior"  and  "senior"  money  is  in- 
compatible with  this  concept.  Neither  the  senior  securities  nor  the 
junior  securities  alone  offer  the  investor  both  of  these  attributes. 
Neither  the  bondholder  nor  the  preferred  stockholder,  ordinarily 
without  a  right  to  participate  in  surplus  profits,  derives  any  direct 
gains  from  the  successful  performance  of  the  investment  company  be- 
yond a  certain  point.  These  categories  of  security  holders  have  an 
interest  in  these  gains  only  to  the  extent  that  the  company  will  be  able 
to  continue  to  pay  the  specified  rates  of  return  on  the  funds  ad- 
vanced, and  to  pay  the  ultimate  claims  of  the  senior  securities  at 
maturity  or  on  liquidation.  The  common  stockholder  in  a  leverage 
investment  company  also  fails  to  receive  both  a  chance  to  make  a 
profit  and  a  substantial  degree  of  security.     His  possible  margin  of 

'^The  preferential  tax  treatment  granted  certain  investment  companies  designated  mutual 
investment  companies  was  probably  in  no  small  measure  based  on  the  concept  of  an  invest- 
ment company  as  a  "mutual"  fund  or  joint  or  cooperative  enterprise.  See  Section  48  (e)  of 
Revenue  Act  of  1936  and  essentially  similar  sections  in  the  1937  and  1938  Acts. 

"  See  Part  One  (House  Doc.  No.  707,  75th  Cong.),  Ch.  Ill,  pp.  60-8  and  Ch.  II.  note  6. 
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profit  is  greater  but  his  investment  is  rendered  more  hazardous  and 
speculative  in  character  because  the  first  earnings  of  the  company 
must  go  to  the  senior  security  holders.  In  addition  the  wide  swings 
which  ordinarily  occur  in  the  market  prices  of  common  stocks  are 
accentuated  in  proportion  to  the  leverage  in  the  investment  company, 
and  impel  swings  of  greater  violence  in  the  market  prices  of  the 
common  stocks  issued  by  these  investment  companies.  These  wide 
fluctuations  of  market  prices,  and  consequent  instability  of  values, 
of  common  stocks  issued  by  leverage  investment  companies  tend  to 
attract  speculative  interests  to  these  stocks  and  to  discourage  con- 
servative investment  interests.^^  Thus  the  function  of  supplying 
a  single  investment  security  which  effectively  combines  the  dual 
quality  of  safety  and  possibility  of  substantial  profit  is  not  served 
by  the  multiple-security  investment  company,  which  divorces  these 
two  objectives. 

2.  EFFECTS  OF  LEVERAGE  IN  CAPITAL  STRUCTURES 

Many  problems  are  created  by  and  many  effects  flow  from  the 
acquisition  of  leverage  by  an  investment  company  through  the  issu- 
ance of  senior  securities  of  its  own  rather  than  through  the  purchase 
of  leverage  securities  of  others  for  its  portfolio.  For  example,  in 
many  instances  managements  of  investment  companies  with  leverage 
in  their  capital  structure  have  been  tempted  or  forced  to  conform 
their  multiple-security  structures  to  the  gyrations  of  the  stock  market, 
entailing  marked  changes  in  the  capitalization  of  these  companies 
and  favoring  special  classes  of  security  holders.  During  falling 
security  markets  or  in  anticipation  of  such  conditions  managements 
have  attempted  to  avert  precipitous  declines  in  the  asset  value  of  the 
leverage  common  stocks  of  their  investment  companies,  often  largely 
held  by  these  managements,  by  reducing  the  amount  of  senior  secur- 
ities outstanding.'^  This  has  frequently  been  effected  through  re- 
purchases of  senior  securities  at  substantial  discounts  ^^  and  at  times 
through  the  issuance  of  additional  common  stock  in  connection  with 
exchange  programs.®*^  In  periods  of  rising  security  prices  or  in  antic- 
ipation of  such  conditions  leverage  investment  companies  have  sought 
to  increase  their  leverage  factor  by  issuing  more  senior  securities  and 
thereby  to  accelerate  the  rate  of  increase  in  the  asset  value  of  the 
common  stock.  Often  this  increase  of  leverage  has  been  effected 
through  the  acquisition  of  other  leverage  investment  companies  with 
a  high  leverage  ratio.®^  Thus  various  significant  practices  of  invest- 
ment companies  with  their  concomitant  problems,  discussed  elsewhere 
in  this  report,  are  closely  related  to  the  presence  of  leverage  capital 
structures. 


''''  Leverage  accelerates  the  rise  in  thie  asset  value  of  an  investment  company's  common 
stocks  as  the  prices  of  underlying  portfolio  securities  increase  and  accelerates  the  decline 
in  asset  value  as  the  prices  of  underlying  portfolio  securities  decrease.  The  price  index  of 
leverage  common  stocks  shows  a  much  greater  rate  of  change  than  the  nonleverage  index. 
See  Pt.  Two,  Ch.  IV,  pp.  312-15. 

"  See  infra,  pp.   1708-1873. 

'"  See  infra,  pp.  1749-74. 

5"  See  Ch.  IV  of  this  part  of  the  report,  pp.  1247  et  seq. 

«'  See  infra,  pp.   1708-1873. 
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While  it  has  proved  possible  to  change  leverage  in  capital  struc- 
tures from  time  to  time,  the  presence  of  leverage  nevertheless  has 
created  certain  rigidities  not  present  in  a  single-security  investment 
company.  The  leverage  investment  company,  because  of  the  diffi- 
culties involved  in  changing  its  leverage  factor,  has  found  itself 
unable  to  take  full  advantage  of  certain  trends  in  the  market,  since 
certain  types  of  investments,  although  otherwise  desirable,  might  be 
inconsistent  with  the  duty  owed  to  the  senior  security  holders  of 
the  investment  company.  In  the  single-security  type  of  investment 
company  leverage  has  been  much  more  easily  increased  or  decreased 
merely  through  the  acquisition  or  disposition  of  leverage  portfolio 
securities. 

3.  MULTIPLE-SECURITY  COMPANIES  AS  MARGIN 
ACCOUNTS 

Another  type  of  consideration  connected  with  the  establishment 
of  a  multiple-security  structure  is  that  a  situation  is  created  analo- 
gous to,  but  lacking  tlie  protections  which  exist  in,  the  ordinary  mar- 
gin account.  A  person  purchasing  senior  securities  in  an  investment 
company  is  in  effect  lending  money  ®-  to  the  investment  company 
for  the  use  of  the  common  stockholders  to  invest  or  to  speculate  in 
securities,  similar  in  many  ways  to  a  broker's  loan  to  a  customer  for 
use  in  a  margin  account.®^ 

Yet  the  customary  protection  in  this  situation  demanded  by  a 
broker  ^^  is  in  strong  contrast  to  the  protection  usually  afforded  senior 
security  holders  by  investment  companies,  even  by  those  investment 
companies  sponsored  by  brokers.  The  broker  ordinarily  keeps  daily 
supervision  over  the  status  of  a  customer's  margin  account  and  can, 
long  before  the  account  reaches  the  point  of  being  "under  water" 
compel  the  customer  to  supply  additional  collateral.  If  additional 
collateral  is  not  supplied,  the  broker  can  sell  out  the  customer's  securi- 
ties in  a  few  hours  and  fully  protect  his  loan.  A'V^ien  the  asset  value 
of  the  investment  company  has  dropped  to  a  dangerously  low  point, 
e.  g.,  the  preferred  stock  may  actually  be  "under  water") ,  the  senior 
security  holder,  particularly  tlie  preferred  stockholder,  ordinarily 
cannot  demand  more  collateral  or  that  the  underlying  securities  be 
sold  and  his  claim  paid  off.^^^  If  he  holds  a  bond  he  is  almost  entirely 
helpless  until  its  due  date,  while  if  he  holds  a  preferred  stock,  he  must 
await  the  dissolution  of  the  company,  which  dissolution  is  largely 

S2  In  the  broad  sense  preferred  stockholders  may  be  characterized  as  lenders  to  the 
Investment  company,  even  though  they  do  not  have  a  creditor  relationship.  See  supra,  p. 
1576. 

8»  Both  the  senior  security  holder  and  the  broker  turn  over  a  definite  amount  of  money  to 
the  return  of  which  they  have  an  immediate  or  ultimate  claim  and  are  entitled  to  a  specified 
and  limited  compensation  for  the  use  of  that  money,  either  in  interest  or  dividends.  In 
both  cases  the  funds  loaned  are  used  to  purchase  securities,  particularly  common  stocks. 

«'  The  volatility  of  and  inherent  risks  to  securities  involved  in  margin  accounts  is  recog- 
nized by  the  existence  of  various  regulations  promulgated  by  the  Federal  Resrve  Board 
under  the  Securities  Exchange  Act  of  1934  as  to  the  amount  and  nature  of  credit  which 
may  be  extended  in  such  transactions. 

**=  Theoretically  this  does  not  apply  to  investment  company  bonds  with  a  "touch-off" 
clause.  However,  "touch-ofE"  clauses  are  far  less  effective  or  timely  for  the  investor  than 
are  rights  in  the  usual  margin  agreement  for  the  broker.  In  fact,  means  are  often  found 
to  avoid  the  operation  of  "touch-off"  clauses.     See  infra,  pp.  1820-42. 
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determined  by  the  holders  of  the  common  stock.  Regardless  of  the 
extent  to  which  the  senior  securities  are  "under  water,"  the  common 
stockholder  usually  continues  to  manage  the  funds  on  which  the  senior 
securities  have  a  prior  claim.  In  such  a  situation  the  multiple  secu- 
rity structure  tends  to  encourage  a  speculative  policy  on  the  part  of 
the  common  stock  management,  since  speculative  transactions  at  such 
R  point  may,  with  the  aid  of  leverage,  reestablish  positive  values  for 
the  common  stock  and  cannot  do  any  substantial  damage  to  the 
already  existing  negative  values. 

IV.  NONCOMPATIBILITY  OF  THE  RESPECTIVE  INTER- 
ESTS OF  SENIOR  SECURITIES  AND  EQUITY 
SECURITIES 

The  complex  capital  structure  thus  embraces  two  broad  categories 
of  securities,  senior  securities  and  equity  securities.  The  interests 
of  these  two  categ-ories  are  to  a  substantial  degree  competitive,  and 
are  in  some  significant  respects  noncompatible. 

The  senior  security  holders  are  interested  in  only  such  a  margin  of 
operating  profit  as  will  suffice  to  pay  them  the  limited  fixed  annual 
return ;  the  equity  security  holders  are  interested  in  a  broad  margin 
of  profit,  as  all  of  the  earnings  except  the  fixed  charges  will  inure 
to  them.^'^  The  senior  security  holders  have  been  sold  their  securities 
on  the  theory  of  safety  of  their  principal,  while  the  equity  security 
holders  have  been  sold  their  securities  upon  the  theory  of  "leverage,'^ 
greater  play  for  their  money,  or  speculative  advantages.  Yet  the  con- 
trol of  the  fund,  and  consequently  the  safety  of  the  senior  security 
holders'  investment,  is  almost  invariably  completely  in  the  hands  of 
the  equity  stockholders,  to  whom  the  fulfillment  of  the  pledge  of 
safety  is  wholly  entrusted. 

In  the  very  fact  that  senior  and  equity  securities  have  different 
rights,  privileges,  and  protections,  lies  the  seed  of  conflict  of  interest. 
In  the  investment  company  field  the  element  of  noncompatibility 
has  been  accentuated  because  the  sponsors  and  promoters — investment 
bankers,  security  dealers,  brokers,  and  other  professional  financing 
groups — have  frequently  constituted  themselves  primarily  the  holders 
of  only  the  equity  securities,  while  the  senior  securities  were  largely 
held  by  the  public.  The  theory  of  senior  securities  in  the  capital 
structure  presumed  the  existence  of  a  large  investment  by  the  com- 
mon stockholders  as  a  buffer  or  cushion  to  insure  the  safety  of  the 
investment  of  the  senior  security  holders  and  the  regular  payment 
of  interest  and  dividends  to  them.  However,  in  the  financing  of 
investment  companies,  senior  securities  apparently  have  been  used 
for  the  purpose  of  obtaining  from  the  public  the  inajor  part  of  the 
capital  contribution,  while  the  control  of  the  enterprise  has  been 
retained  by  the  sponsors  with  small  proportionate  investments 
through  ownership  of  common  stock.  Thus,  the  complex  capital 
structure  usually  gives  rise  to  another  crucial  element  of  conflict 
within  the  investment  company  field;  the  general  public  holding 

«"  The  occasional  participating  rights  of  senior  securities  will,  of  course,  reduce  the  margin 
of  profit  of  the  residual  common  stock  in  those  instances. 
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the  major  part  of  the  senior  securities  has  the  greatest  stake  in  the 
enterprise,  while  the  sponsors  or  insiders,  having  a  much  smaller 
stake,  control  the  enterprise. 

The  determination  of  the  original  capital  set-up  of  the  company, 
whether  the  structure  was  to  be  a  simple  structure  or  a  complex 
structure,  was,  of  course,  solely  in  the  control  of  the  original  sponsors. 
Likewise,  the  sponsors  decided  the  portion  of  the  senior  or  equity 
security  which  they  would  retain  as  their  own  investment,  the  portion 
to  be  distributed  to  the  general  public,  as  well  as  the  proportion  of  the 
total  investment  to  be  contributed  by  the  sponsors.  The  Study  indi- 
cates that  the  sponsors  have  often  chosen  to  take  the  position  of  equity 
security  holders  and  to  relegate  to  the  public  the  position  of  senior 
security  holders.  This  election  on  the  part  of  the  sponsors  may  sug- 
gest that  significant  advantages  accrued  to  these  sponsors  by  the 
allocation  to  themselves  of  the  role  of  the  equity  security  holders, 
with  correlative  disadvantages  to  the  status  of  senior  security  holders, 
to  which  the  public  was  largely  relegated. 

A.  Control  by  Sponsors  of  the  Nature  of  the  Capital  Structure 

The  sponsors  at  the  very  formation  of  an  investment  company 
have  the  power  to  determine  the  character  of  the  capital  structure, 
and  the  proportion  of  senior  and  equity  securities  that  will  be  taken 
up  by  themselves  and  distributed  to  the  public.  These  sponsors, 
under  these  circumstances,  are  able,  with  a  proportionately  small 
investment,  to  secure  control  of  large  pools  of  the  public's  funds. 

Earl  Bailie,  a  partner  in  the  investment  banking  firm  of  J.  &  W. 
Seligman  &  Co.  and  cliairman  of  the  board  of  Tri-Continental  Cor- 
poration, an  investment  company  sponsored  by  that  firm,^^  when 
questioned  upon  the  method  of  determining  the  capital  structure  and 
the  character  of  the  securities  of  the  investment  company,  testified  :^^ 

Q.  So  that  Seligman  &  Company  determined  what  the  originating  profit  should 
be  in  the  first  place? 

A.  Yes,  sir. 

Q.  And  as  you  say,  determined  the  corporate  set-up? 

A.  Yes,  sir. 

******* 

Q.  Isn't  the  situation,  Mr.  Bailie,  that  you  fashion  the  security  and  offer  it 
for  sale? 

A.  That  is  right. 

Q.  And  it  is  up  to  him  to  discover  those  things,  but  the  whole  set-uu  is 
arranged  first  and  it  is  up  to  him  to  find  out  about  it  later  2 
A.  It  is  inevitable.     *     *     * 

Sidney  J.  Weinberg,  a  partner  in  the  investment  banking  firm  of 
Goldman,  Sachs  &  Co.,^^  when  examined  concerning  the  formation  of 

87  Public  Examination,  Tri-Continental  Corporation,  at  18515-6. 
ss  Id.,  at  18527,  18686-7. 

s9  Public  Examination,  Central  States  Electric  Corporation,  at  13410. 
153373—41 52 
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Blue  Ridge  Corporation  by  The  Goldman  Sachs  Trading  Corporation 
and  Central  States  Electric  Corporation  jointly,  testified :  ^° 

Q.  But  before  the  actual  organization  Goldman  Sachs  Trading  Corporation — 
and  I  assume  the  members  of  Goldman,  Sachs  and  Company — sat  down  at  the 
table  with  Mr.  Harrison  Williams  and  decided  what  Blue  Ridge  should  be,  how 
it  should  be  capitalized,  and  what  its  initial  portfolio  should  be,  and  worked  out 
all  the  details  of  this  deal  before  Blue  Ridge  was  even  heard  of  by  the  public ; 
isn't  that  so? 

A.  Yes ;  Mr.  Catchings  carried  on  the  negotiations. 

While  admitting  that  the  decision  whether  to  create  a  simple  or 
complex  capital  structure  investment  company  rested  with  them,  few 
sponsors  would  concede  that  the  possibility  of  controlling  a  large 
fund  through  a  small  personal  investment  was  the  consideration 
which  prompted  the  formation  of  the  complex  capital  structure  com- 
pany. The  sponsors  offered  various  explanations  for  their  decision 
in  favor  of  the  complex  security  structure.''^ 

A  survey  of  the  many  advantages,  both  pecuniary  and  strategic, 
available  to  the  sponsors  of  a  complex  capital  structure  company 
will  explain  the  attractiveness  of  that  type  of  investment  company  to 
promoters  and  sponsors. 

B,  Advantages  Initially  Secured  by  the  Sponsor  of  a  Complex 
Capital  Structure  Investment  Company 

It  has  already  been  noted  that  there  is  a  lack  of  identity  of  interest 
between  the  senior  and  equity  securities,  and  that  the  conflict  is  inten- 
sified by  the  fact  that  while  the  senior  securities  are  distributed 
among  the  members  of  the  general  investing  public,  the  equity  securi- 
ties are,  in  a  substantial  degree,  retained  by  the  sponsors. 

The  advantages  accruing  to  the  sponsors  through  the  organization 
of  a  multiple-security  investment  company  and  their  retention  of  a 
dominant  equity  position  in  that  type  of  company  are  numerous. 
Several  of  the  most  significant  of  the  advantages  to  the  sponsors 
inhere  in  the  intrinsic  nature  of  a  capital  structure  containing  both 
senior  and  equity  securities.     These  advantages  flow  from  the  very 


^  Id.,  at  13609.  Hugh  Bullock,  vice  president  of  Galvin  Bullock,  the  sponsor,  testified  as 
follows  in  reference  to  the  formation  of  International  Superpower  Corporation  (Puhlic 
Examination,  Calvin  Bullock  group,  at  3999)  : 

Q.  Isn't  the  effect  of  all  that  you  and  Mr.  Jaretzki  did  to  completely  set  the  stage  for 
the  public  offering,  in  the  way  that  you  decided  you  wanted  it?  I  mean,  that  happens 
in  every  corporation,  I  suppose,  and  it  happened  here?  You  set  up  the  corporation  and 
the  corporation  enters  into  certain  agreements  which  give  a  monopoly  or  a  semimonopoly 
over  the  sale  of  its  stock  for  ten  years? 

A.  That  is  quite  customary. 

Q.  And  then  after  you  have  it  all  set  up,  you  sell  your  stock? 

A.  If  you  can. 

*i  For  example,  Fied  Y.  Presley,  president  of  Second  National  Investors  Corporation  from 
its  inception,  testified  that  one  of  the  considerations  afCecting  the  decision  on  capital  struc- 
ture was  the  salability  of  the  securities  (Public  Examination,  National  Investors  Corpora- 
tion, at  4276)  : 

Q.  *  *  *  Do  you  remember  what  the  factors  were  which  determined  the  form 
which  this  capital  structure  took? 

A.  Not  precisely,  but  in  general  it  seniicd  like  a  set-up  which  would  be  attractive  to 
the  investing  public,  and  also  a  set-up  wliicli  would  be  attractive  to  the  junior  security 
holders,  a  set-up  which  could  be  sold  tn  tlic  iiul)lie. 

Q.  That  is  to  say,  market  conditions  at  tlie  time  were  what  weighed  most  heavily 
with  you? 

A.  That  certainly  would  be  an  important  part. 

See  also  Ch.  Ill  of  this  part  of  the  report,  pp.  879-91. 
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character  of  the  capital  set-uj?.  Hence,  these  advantages  attach  from 
the  time  of  formation  of  the  company  and  persist  as  long  as  the  com- 
pany retains  that  capital  structure  and  the  sponsors  substantially  pre- 
serve their  position  as  the  holders  of  equity  securities. 

These  inherent  advantages  are  to  be  distinguished  from  the  oppor- 
tunity presented  the  sponsors  of  the  multiple-security  company  to 
adopt  specific  measures,  practices,  and  investment  policies  which  may 
be  derogatory  to  the  interests  of  the  senior  securities  and  favorable 
to  the  class  of  securities  owned  by  them.  The  manifold  and  diverse 
over-reaching  practices  indulged  in  by  some  sponsors  through  the 
instrumentality  of  the  multiple-security  capital  set-up  will  be  de- 
scribed in  detail  in  a  subsequent,  part  of  this  chapter.  This  section 
seeks  to  point  out  merely  the  advantages  which  the  multiple-security 
form  of  capitalization,  by  virtue  of  its  inherent  nature,  offers  a  spon- 
sor as  distinguished  from  the  gains  obtained  from  any  specific  or 
deliberate  diversion  of  the  funds  of  the  senior  security  holder  or 
general  investor. 

1.  IMMEDIATE  AND  PROSPECTIVE  CONTROL  OF  THE 
COMPANY  AND  A  LARGE  SHARE  OF  THE  PROSPEC- 
TIVE PROFITS  WITH  A  DISPROPORTIONATELY  SMALL 
INVESTMENT 

In  the  simple-structure  investment  company  the  relative  amount  of 
contribution  to  the  initial  capital  of  the  company  has  significance 
inasmuch  as  the  amount  of  original  investment  determines  the  rela- 
tive right  of  each  investor  in  the  management  of  the  company  and 
in  the  profits  of  the  enterprise,^-  because  all  purchasers  of  the  securi- 
ties of  this  type  of  company  are  granted  an  equal  pro  rata  voice  in 
the  affairs  of  the  company  and  interest  in  the  earnings.  The  com- 
plex-structure company,  on  the  other  hand,  recruits  a  large  part  of  its 
capital  from  investors  who  often  receive  no  voice  in  the  affairs  of  the 
company  and  no  right  to  share  in  the  equity  profits.  Hence,  the  com- 
plex capital  structure  company  is  a  suitable  vehicle  for  promoters 
who  desire  by  a  small  proportionate  investment  to  achieve  immediate 
and  prospective  control  of  the  company  and  at  the  same  time  receive 
an  inordinate  participation  in  prospective  profits.  However,  it  must 
be  noted  that  the  common-stock  capital,  which  is  the  cushion  for  the 
senior  securities,  does  sustain  the  first  shock  of  losses  by  the  company. 

This  objective  of  control  of  large  pools  of  public  funds  is  attainable 
by  the  technique  of  organizing  a  complex  structure  company  au- 
thorized to  issue  bonds  or  preference  stocks  in  an  amount  several 
times  as  large  as  that  of  the  common  stock.  Since  the  voting  right 
may  be  and  generally  is  extended  to  the  common  stock  alone,*^^  the 

82  lii  most  states  promoters  may  receive  an  interest  in  the  company  greater  than  the 
proportionate  amount  of  the  tangible  property  contributed  by  them  by  obtaining,  as  a  quid 
pro  quo  for  promotion  services,  either  stocks  or  options  wbicli  give  them  exercisable  claims 
on  future  earnings. 

Of  course,  in  case  of  a  second  issue  of  common  stock  at  a  price  per  share  higher  than  the 
price  of  the  original  issue  the  rights  of  the  purchasers  of  the  second  issue  will  be  obtained 
for  a  contribution  greater  than  that  made  by  the  holders  of  the  original  issue. 

"  In  some  instances  the  preference  stock  is  also  accorded  a  voting  right.  Since  in  such 
Instances  the  voting  right  is  granted  per  share,  and  not  on  the  basis  of  contribution  to 
<:apital.  the  total  voting  power  inhering  in  the  issue  of  preferred  stock  is  generally  very 
small  in  comparison  with  the  voting  power  of  the  common  stock. 
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sponsor  need  purchase  and  retain  only  such  amount  of  common  stock 
as  will  insure  working  control  of  the  company.  The  senior  securities, 
and  that  amount  of  common  stock  not  required  for  control  purposes 
may  be  sold  to  the  f^eneral  investing  public,  which  will  then  be  con- 
tributing the  major  part  of  the  investment  in  the  company,  but  will 
normally  receive  no  effective  voice  in  the  affairs  of  the  company. 
The  common  stock,  in  addition  to  wielding  control,  will,  in  this  type 
of  capital  set-up,  be  entitled  to  the  entire  earnings  and  profits  of  the 
company  above  the  fixed  interest  charges  and  dividend  yield  on  the 
senior  securities. 

This  technique  of  allotment  of  senior  securities  and  equity  securities 
between  sponsor  and  public  has  the  effect  of  providing  the  sponsor 
with  a  "margin  account,"  the  funds  for  which  are  furnished  by  the 
public.  While  in  the  case  of  the  ordinary  brokerage  margin  account 
the  broker  has  the  power  to  "sell  out"  the  account  when  it  becomes 
undermargined,  no  such  power  inheres  in  the  senior  security  holder 
of  the  investment  company.  In  the  absence  of  adequate  provision 
with  respect  to  asset  coverage,  particularly  in  the  case  of  bonds,  the 
"account"  is  not  subject  to  further  calls  for  margin  even  though  it  be 
completely  "under  water" — the  assets  of  the  company  having  dimin- 
ished to  a  point  where  they  are  insufficient  to  cover  the  senior  securi- 
ties, with  the  common  stock  having  a  negative  asset  value.  The 
sponsor,  even  under  those  circumstances,  through  his  holding  of  the 
common  stock,  controls  the  account. 

A  number  of  illustrations  of  the  disparity  between  the  proportion 
of  investment  by  the  sponsor  and  the  degree  of  control  and  i^articipa- 
tion  in  earnings  are  adduced  below.°* 

a.  Debenture  or  Preferred  Stock  and  Common  Stock  Structure 

(1)  UNITED  STATES  &  FOREIGN  SECURITIES  CORPORATION 

United  States  &  Foreign  Securities  Corporation  is  discussed  in 
detail  in  order  to  illustrate  the  operations  of  "leverage"  in  the  com- 
plex capital  structure  company. 

On  October  9, 1924,  Dillon,  Kead  &  Co.,  a  New  York  banking  invest- 
ment firm,  organized  a  management  investment  company,  called 
United  States  &  Foreign  Securities  Corporation,  with  a  complex 
capital  structure  consisting  of  first  preferred  stock,  second  preferred 
stock,  and  common  stock.  The  certificate  of  incorporation  ^^  author- 
ized the  issuance  of  250,000  shares  of  the  $6  cumulative  first  preferred 
stock,  50,000  shares  of  the  $6  cumulative  second  preferred  stock,  and 
$1,000,000  shares  of  common  stock,  all  without  par  value.  Gross  pro- 
ceeds of  $30,000,000  were  raised  by  the  sale  of  the  senior  securities. 
The  entire  issue  of  250,000  shares  of  the  first  preferred  stock  was  sold 
to  the  public  at  $100  a  share,  for  a  total  of  $25,000,000.  The  entire 
issue  of  50,000  shares  of  second  preferred  stock  was  taken  up  by 
Dillon,  Kead  &  Co.  and  closely  associated  interests  at  $100  per  share 
for  a  total  of  $5,000,000.^^ 

»*  The  discussion  of  some  of  the  investment  companies  which  illustrate  such  disparity  has 
heen  deferred  to  subsequent  sections  where  they  are  adduced  to  illustrate  the  more  specialized 
abuses  and  defects  of  a  complex  capital  structure. 

s'  Public  Examination,  TJnitd  States  &  Foreign  Securities  Corporation,  Commission's  Ex- 
hibit No.  1160. 

6»Id.,  at  11721. 
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The  common  stock,  which  carried  the  control  of  the  company  and 
the  right  to  all  the  surplus  profits  after  satisfaction  of  prior  dividend 
requirements,  was  treated  in  a  somewhat  unique  fashion.  Half  of 
the  1,000,000  authorized  and  ultimately  issued  shares  of  common  stock 
was  set  aside  to  accompany  the  senior  securities.  The  public  received 
:2oO,000  shares  of  common  stock  as  a  bonus  with  the  issue  of  first 
preferred  stock  which  it  purchased  for  $25,000,000 ;  the  Dillon,  Read 
.&  Co.  interests  received  250,000  shares  of  common  stock  as  a  bonus 
with  the  issue  of  second  preferred  stock  which  they  purchased  for 
$5,000,000.  The  remaining  500,000  shares  of  common  stock  were  pre- 
empted by  members  of  Dillon,  Read  &  Co.  at  20  cents  a  share,  or  a 
total  purchase  price  of  $100,000.^'  Thus,  for  $100,000  the  Dillon, 
Read  &  Co.  interests  acquired  50%  of  the  corporation's  voting  power 
and  a  50%  share  in  the  prospective  surplus  profits  of  the  company. ^^ 

Since  the  sponsor  chose  to  retain  the  issue  of  second  preferred  stock 
at  an  investment  of  $5,000,000,  its  total  investment  in  the  enterprise 
amounted  to  $5,100,000.^^  The  public  contribution  to  the  capital  was 
$25,000,000.  The  public  thus  furnished  83.1%  of  the  corporation's 
capital,  for  which  it  received  a  first  lien  on  the  company's  assets  to 
the  extent  of  $25,000,000  invested  and  a  right  to  25%  of  the  voting 
power  and  surplus  profits;  the  sponsor  contributed  16.9%  of  the  cor- 
poration's capital,  for  which  it  received  a  secondary  lien  on  the  com- 
pany's assets  to  the  extent  of  all  but  $100,000  of  the  amount  it  had 
put  into  the  company  and  75%  of  the  entire  voting  power  and  a  right 
to  75%  of  all  the  surplus  profits. 

The  preferred  stocks  had  a  limited  return  and  a  limited  specified 
right  in  liquidation. "'°  All  capital  gains  above  these  limited  divi- 
dends and  liquidation  rights  would  accrue  to  the  equity  of  the  com- 
mon stock.  Hense,  the  sponsor  with  an  investment  of  $5,100,000  had 
$29,100,000  "working"  for  it. 

Since  the  corporation  actually  received  only  $29,100,000  as  net  pro- 
ceeds of  the  sale  of  all  of  its  securities,  $1,000,000  being  paid  to 
Dillon,  Read  &  Co.  and  its  associates  as  underwriting  and  selling 
commissions,  the  assets  of  the  company  were,  at  its  very  inception, 
inadequate  to  satisfy  the  liquidation  claims  of  the  senior  securities.^°^ 
While  the  common  stock  had  no  asset  value  at  inception,^°2  ^j-^g  avail- 
ability of  the  $29,100,000  net  proceeds  for  use  in  a  rising  security 
market,  of  course,  presented  the  possibility  of  marked  appreciation 
of  the  asset  value  of  the  common  stock,  75%  of  which  was  held  by 

^  Report  of  the  Senate  Committee  on  Banking  and  Currency  pursuant  to  S.  Res.  84 
{72d  Cong.)  and  S.  Res.  56  and  S.  Res.  97  (73d  Cong.),  p.  335. 

^s  The  preferred  stocks  had  no  voting  rights  except  after  the  accumulation  of  4  or 
more  arrears  in  quarterly  dividends  (op.  cit.  supra,  notes  95  and  97). 

»»  However,  Dillon,  Read  &  Co.  rtceived  $339,000  as  its  share  of  the  underwriting  fee. 

The  distribution  of  the  preferred  stocks  to  the  public  was  effected  by  an  underwriting 
syndicate  composed  of  300  participants  headed  by  Dillon.  Read  &  Co.  The  syndicate  received 
$1,000,000  in  fees,  of  which  $339,000  went  to  Dillon,  Read  &  Co.  The  total  capital  receipts 
of  the  company  were  thus  reduced  to  $29,100,000.  (Hearings  before  Committee  on  Banking 
and  Currency,  United  States  Senate,  73d  Cong.,  Stock  Exchange  Practices,  Pt.  IV,  p.  1566.) 

i<^  Op.  cit  supra,  note  95. 

"lOp.  cit.  supra,  note  95.  at  11722. 

102  The  leverage  of  the  common  stock  (the  ratio  of  the  total  value  of  the  assets  of  the 
company  to  the  asset  value  of  the  common  stock)  at  the  time  of  the  organization  of  the 
company  was,  in  mathematical  terms,  infinite.  For  a  definition  and  analysis  of  the  nature 
of  "leverage"  see  Pt.  One  (House  Doc.  No.  707,  76th  Cong.),  Ch.  I,  p.  33. 
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the  members  of  the  sponsor  group.  In  fact,  the  rise  in  security 
market  prices  from  1924  through  1928  increased  the  total  assets  of 
the  company  to  approximately  $52,950,000,  with  the  result  that  on 
September  30,  1928  the  common  stock  which  had  had  no  asset  value 
at  the  inception  of  the  investment  company  had  achieved  an  asset 
value  of  $22,950,000.  The  block  of  the  common  stock  acquired  by 
the  Dillon,  Kead  &  Co.  interests,  constituting  75%  of  the  outstanding 
common  stock,  then  had  an  asset  value  of  $17,213,000.^°-^  It  will  he 
recalled  that  500,000  shares  of  common  stock  (half  of  the  entire 
issue)  had  been  preempted  by  members  of  Dillon,  Read  &  Co.  for 
$100,000.  These  500,000  shares  now  had  an  asset  value  of  more  than 
$11,000,000,  an  unrealized  appreciation  of  10,900%. 

The  sponsor  interests  had,  upon  the  formation  of  the  company, 
taken  for  themselves  so  large  a  percentage  of  the  common  stock 
that,  at  the  end  of  1928  they  were  in  a  position  to  sell  to  the  public 
a  part  of  their  holdings  at  a  most  substantial  profit  while  retaining 
enough  common  stock  to  preserve  their  undisputed  control  over  the 
company.  By  a  series  of  transactions  during  the  j^eriod  from  De- 
cember 20,  1928  through  August  21,  1929,  members  of  Dillon,  Head  & 
Co.  disposed  of  120,552  shares  of  common  stock  of  United  States  & 
Foreign  Securities  Corporation,  or  12%  of  the  corporation's  out- 
standing common  stock,  and  received  aggregate  proceeds  of 
$6,843,380.  The  methods  employed  in  disposing  of  their  block  of 
stock  closely  resembled  a  secondary  distribution  operation.  During 
the  retail  sales  efforts  and  trading  accounts  managed  by  Dominick  & 
Dominick,  a  brokerage  firm,  the  market  price  of  the  common  stock 
advanced,  apparently  due  to  the  stimulation  of  investors'  interest.f 
to  the  extent  that  members  of  Dillon,  Read  &  Co.  who  had  originally 
purchased  the  common  stock  at  20  cents  a  share  were  enabled  to  sell 
the  same  at  an  average  price  of  $56.80  a  share.  At  the  termination 
of  these  activities  in  August  1929,  the  Dillon,  Read  &  Co.  interests 
had  received  for  the  sale  of  a  fraction  of  their  common  stock 
$6,843,380,  which  reimbursed  them  for  their  original  investment  of 
$5,100,000  in  the  corporation,  and  left  them  with  an  additional  cash 
profit  of  $1,743,380.1°*  In  summary,  by  August  21,  1929  the  Dillon, 
Read  &  Co.  interests  ^^^  had  obtained  a  cash  profit  of  approximately 
$1,700,000,  retained  the  issue  of  second  preferred  stock  and  about 
629,448  shares,  or  62.9%,  of  the  outstanding  common  stock.  The 
retention   of   that   percentage   of   common   stock   permitted   Dillon, 


w3  Reply  to  the  Commission's  questionnaire  for  United  States  &  Foreign  Securities 
Corporation,  Pt.  IV. 

i«  Hearings  before  the  Senate  Committee  on  Banliing  and.  Currency,  pursuant  to  S.  Res. 
84  (72d  Cong.),  and  S.  Res.  56  and  S.  Res.  97  (73d  Cong.),  Pt.  4,  p.  1686. 

An  attribute  of  the  common  stoci?  of  an  investment  company  with  high  leverage  is  that 
it  shows  the  same  tendency  toward  rapidity  of  descent  in  market  value  in  periods  of  declin- 
ing securities  prices  as  of  ascent  in  periods  of  rising  securities  prices.  By  the  end  of  1931 
the  market  price  of  the  common  stock  (which  had  been  taken  up  by  the  investing  public  at 
$58.60  per  share)  was  $3.25  per  share.  Hence  investors  who  had  purchased  the  common 
stock  disposed  of  by  Dillon,  Read  &  Co.  were  faced  with  a  loss  of  $55.35  per  share.  By  the 
end  of  1935  this  stock  showed  an  improvement  marketwise  in  that  its  price  was  then  $13.75. 
Even  at  this  higher  value  there  was  a  disparity  of  $44.85  per  share  between  the  average 
price  at  which  the  public  took  up  120,000  shares  in  the  secondary  distribution  and  the 
market  price  at  the  end  of  1935.  (Reply  to  the  Commission's  questionnaire  for  United 
States  &  Foreign  Securities  Corporation,  Pt.  IV,  Item  28,  Table  7.) 

105  Associates  and  individual  members  of  the  firm  are  included  within  the  designation 
"Dillon,  Read  &  Co.  interests." 
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Read  &  Co.  to  continue  in  undisputed  control  of  the  company  and 
remain  the  major  beneficiary  of  any  future  surplus  profits. 

Thus,  by  the  end  of  1928  the  leverage  characteristics  given  the 
company  at  its  inception  had  exhibited  their  effects  through  the  suc- 
cessful performance  of  the  company,  in  producing  a  large  equity  in- 
terest for  the  common  stock.  The  interest  of  Dillon,  Read  &  Co.  in 
the  corporation  had  grown  in  that  period  from  $5,000,000  to  $22,213,- 
000.^°*^  By  the  end  of  1928,  however,  this  very  expansion  of  the 
equity  interests  served  to  contract  the  leverage  ratio,  i.  e.,  to  reduce 
the  rate  of  prospective  profit  to  the  common  stock,  assuming  a  fur- 
ther similar  advance  in  the  value  of  the  assets  of  the  company.  As- 
sets of  the  company  assignable  to  the  equity  shares  ($22,950,000)  ap- 
proached the  assets  assignable  to  the  fixed  claims  of  the  senior  securi- 
ties ($30,000,000).  The  sponsor  had  built  up  the  "margin  account" 
to  the  point  where  its  own  interest  in  the  equity  and  in  the  second 
preferred  stock  constituted  a  very  substantial  margin  for  the  pub- 
lic's first  preferred  stock.  The  sponsor  interest  no  longer  had  $5  of 
the  public's  money  working  for  each  $1  of  its  own.  The  ratio  had 
become  almost  one  to  one.""  Dillon,  Read  &  Co.  then  decided  to 
form  a  new  company  with  a  capitalization  which  would  restore  the 
old  ratio  and  high  leverage.  Clarence  Dillon,  president  of  United 
States  &  Foreign  Securities  Corporation,  testified  at  the  public  exam- 
ination of  that  company  as  follows :  ^°^ 

Q.  What  did  you  do  then  in  1928?     You  formed  a  new  company. 

A.  That  is  correct. 

Q.  And  that  new  company  went  bad?  to  your  original  more  speculative  situa- 
tion, didn't  it? 

A.  That  is  correct. 

Q.  Because  your  new  company  was  formed  on  the  basis  of  $50,000,000  of 
senior  money  to  $10,000,000  of  junior  money? 

A.  That  is  correct. 

Q.  Which  went  back  to  the  sis-to-one  leverage 

A.  Basis. 

Q.  I  have  roughly  figured  it  out  that  your  consolidated  company's  lever- 
age increased  from  under  two  to  one  to  3.7  to  one. 

A.  Would  you  please  say  that  again? 

Q.  I  say,  taking  your  combined  senior  money,  after  you  had  formed  this  new 
company,  you  had  $75,000,000  of  senior  money 

A.  That  is  right. 

Q.  And  you  still  had  $27,000,000  of  junior  money? 

A.  That  is  correct. 


100  The  respective  interests  of  the  public  and  the  sponsor  in  the  assets  of  the  company  on 
September  30,  1928,  were  as  follows  : 


[In  thousands  of  dollars] 

Total 

Public 

Sponsor 

Original  investment  Oct  9,  1924 

8|g 

$25,  000 

$5  100 

22,  213 

336%. 

-  $29,100,000  net  proceeds. 
»<"  Public  Examination,  United  States 
^08  Id.,  at  11772. 


Foreign  Securities  Corporation,  at  11734. 
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Q.  Or  total  assets  in  those  two  companies  of  over  $100,000,000? 

A.  Tliat  is  right. 

Q.  And  the  $27,000,000  got  the  benefit  of  the  earning  power  of  the  $100,- 
000,000  or  a  ratio  of  3.7  to  1? 

A.  That  is  right,  if  thej^  were  earning  beyond  the  6  percent  or  the  5  percent 
required. 

Q.  I  am  just  trying  to  get  the  effect  of  the  formation  of  this  new  company. 

A.  Yes. 

Q.  You  started  out  with  a  leverage  of  6  to  1  in  the  first  company ;  you  got 
up  to  October  1928  and  you  have  made  quite  a  lot  of  money  for  the  common 
stock,  so  that  your  leverage  is  reduced  down  to  two  to  one.  You  form  a  new 
company  by  taking  $10,000,000  out  of  the  first  company  on  a  6-to-l  leverage 
basis  again,  and  the  net  result  is  the  combined  leverage  is  3.7  to  1. 

A.  Yes.  I  don't  know  just  what  you  are  trying  to  develop  there,  but  from 
the  point  of  view  of  the  investor  in  the  junior  money,  the  greater  the  leverage 
the  more  unattractive  the  investment,  because  your  risk  is  so  great,  so  that 
from  our  point  of  view  our  interest  is  to  have  that  leverage,  as  you  call  it,  as 
little  as  possible,  rather  than  as  great. 

In  October  1928  Dillon,  Bead  &  Co.  and  United  States  &  Foreign 
Securities  Corporation  jointly  organized  United  States  &  Interna- 
tional Securities  Corporation  as  a  subsidiary  of  United  States  & 
Foreign  Securities  Corporation.  Its  capital  structure  was  quite 
similar  to  the  original  structure  of  its  parent.  The  capitalization 
consisted  of  (a)  $50,000,000  invested  by  the  public  in  $5  first  preferred 
stock  with  warrants  for  500,000  shares  of  common  stock  exercisable 
at  $25  per  share,  accompanied  by  500,000  shares  of  common  stock 
with  only  nominal  value,  and  (b)  $10,000,000  invested  by  the  parent 
company  in  $5  second  preferred  stock,  accompanied  by  2,000,000  com- 
]non  shares,  or  four-fifths  of  the  2,500,000  common  shares  actually 
issued.^"'' 

The  formation  of  this  subsidiary  illustrates  the  manner  in  which 
the  complex  capital  structure  facilitates  corporate  pyramiding,  and, 
conversely,  the  intensification  of  the  problems  of  the  complex  capital 
structure  through  corporate  pyramiding. 

The  most  obvious  effect  of  the  formation  of  the  subsidiary  was 
that  the  Dillon,  Kead  &  Co.  interests  obtained  control  over  a  fund 
twice  as  large  as  that  of  the  original  company  without  the  investment 
of  any  additional  new  capital  of  its  own.  The  creation  of  the  sub- 
sidiary gave  Dillon,  Keacl  &  Co.,  through  its  original  investment  of 
$5,100,000,  control  over  combined  assets  in  excess  of  $100,000,000,"'' 
as  of  October  31,  1928.  Another  possible  advantage  achieved  by  the 
Dillon,  Read  &  Co.  interests  was  the  acceleration  of  the  rate  of  pros- 
pective profit  to  the  sponsor's  original  investment  by  the  formation 
of  the  subsidiary.  Whereas  in  the  parent  company  alone  equity 
assets  of  $22,950,000  had  $30,000,000  of  senior  securities  investment 


It"  Ibid.,  and  reply  to  the  Commission's  questionnaire  for  United  States  &  International 
Securities  Corporation,  Pt.  I  (Exhibit  D)  and  Pt.  V. 

™  Op.  cit.  supra,  note  107,  at  11773.  This  figure  represents  the  parent  company's  net 
assets  at  September  30,  1928,  $52,950,000,  plus  subsidiary's  capital  of  $60,000,000,  less  the 
$10,000,000  intercompany  item. 
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to  accelerate  profits,  in  the  combined  companies  an  equity  of  $22,950,- 
000  had  $80,000,000  of  senior  security  money  working  for  it.^" 

Thus,  it  is  seen  that  the  availability  of  the  complex  capital  struc- 
ture set-up  to  secure  the  advantages  of  control  and  a  most  substantial 
participation  in  the  prospective  profits  through  a  comparatively 
small  investment  on  the  part  of  the  sponsor,  was  apparent  at  so  early 
a  period  in  the  development  of  the  investment  companies  in  this 
country. 

(2)  GENERAL  AMERICAN  INVESTORS  COMPANY,  INC. 

The  first  General  American  Investors  Company,  Inc.,  hereinafter 
referred  to  as  the  "initial  Company,"  was  organized  jointly  by  Lazard 
Freres  and  Lehman  Brothers,  New  York  investment  bankers  and 
brokers,  in  the  State  of  Delaware  on  January  25, 1927."^  On  October 
15,  1928,  the  Second  General  American  Investors  Company,  Inc., 
was  incorporated  by  these  sponsors."^  The  first  General  American 
Investors  Company,  Inc.  was  merged  with  the  Second  General  Amer- 
ican Investors  Company,  Inc.  on  September  5,  1929,  and  the  name 
General  American  Investors  Company,  Inc.  was  assumed  by  the 
combined  entity,  hereinafter  referred  to  as  the  "Company."  "* 

The  initial  company  illustrates  a  complex  structural  set-up  con- 
taining debentures,  preferred  stock,  and  common  stock,  which  enabled 
the  sponsors  to  obtain  control  and  the  right  to  participate  to  a  most 
substantial  extent  in  the  earnings  of  the  company. 


1"  Increase  in  leverage  of  parent  common  stock  by  formation  of  subsidiary  : 


Total  net 
investment 
(asset  value) 


United  States  & 
Foreign  Securi- 
ties Corpora- 
tion common 
stock  (asset 
value) 


Ratio  of  increase 
of  common  stock 
(asset  value)  to 
1%  increase  in 
total  asset  value 


Original  paid-in  capital  of  United  States  &  For- 
eign Securities  Corporation. 

Net  asset  value  as  at  Sept.  30, 1928—1  month  prior 
to  formation  of  subsidiary. 

Consolidated:  Corporation  and  subsidiary  as  at 
Oct.  28,  1928. 


$29, 100, 000 
52, 950, 000 
102, 950, 000 


No  value 
(-$900,000) 
22, 950, 000 


•Infinity. 
2.3  :  1. 


Note. — This  computation  is  on  the  basis  of  the  coi'poration's  net  asset  value  and  not 
market  value  of  the  common  stock  in  which  a  premium  over  asset  value  existed.  The 
capital  of  the  subsidiary  is  treated  as  fully  paid  at  inception.  The  ratio  on  the  consoli- 
dated basis  is  exclusive  of  warrants  to  purchase  common  stock  outstanding  on  subsidiary's 
first  preferred  stock.  The  consolidated  ratio  is  adjusted  for  the  parent  corporation's  80% 
participation  in  the  subsidiary's  surplus  profits. 

Dillon,  Read  &  Co.,  by  virtue  of  its  status  as  holder  of  75%  of  the  equity  securities  of 
United  States  &  Foreign  Securities  Corporation,  would  have  stood  to  benefit  to  the  extent 
of  60%  of  all  surplus  profits  which  might  be  made  by  United  States  &  International  Securi- 
ties Corporation.  However,  as  will  be  pointed  out,  by  the  end  of  1931  the  first  preferred 
stock  of  United  States  &  International  Securities  Corporation,  for  which  the  public  had 
contributed  $50,000,000,  was  "under  water"'  to  the  extent  of  $40  per  share,  representing  a 
$20,000,000  loss  in  asset  value  to  the  holders  of  the  first  preferred  stock.  Of  course,  the 
common  stock  of  United  States  &  International  Securities  Corporation  held  by  United  States- 
&  Foreign  Securities  Corporation  had  a  negative  asset  value. 

"2  Public  Examination,  General  American  Investors  Company,  Inc.,  at  5715,  and  Com- 
mission's Exhibit  No.  517. 

iM  Id.,  at  5715,  and  Commission's  Exhibit  No.  525. 

1"  Id.,  Commission's  Exhibit  No.  528. 
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The  initial  company  sold  $7,500,000  of  5%  debentures  to  the  public. 
The  debentures  carried  nondetachable  warrants  entitling  the  holders 
to  receive,  without  cost,  75,000  shares  of  common  stock.  The  sponsors 
purchased  $1,600,000  par  value  of  6%  cumulative  nonvoting  preferred 
stock  (15,000  shares)."^  There  were  issued  to  the  two  sponsors  for 
an  assigned  consideration  of  $300,000,  125,000  shares  of  common 
stock.i^'5  The  sponsors  paid  $1,800,000  in  all  for  the  preferred  stock 
and  their  common  stock.  As  a  result  of  this  structural  pattern,  the 
sponsors  for  $300,000  received  621/2  %  of  the  common  stock,  assuring 
them  of  complete  control  of  the  company  and  the  right  to  five-eighths 
of  the  surplus  profits,  if  there  were  any,  of  a  company  capitalized 
at  $9,300,000.  Of  the  total  original  investment  in  the  company,  the 
public  contributed  $7,500,000  or  approximately  80%,  and  the  sponsors 
$1,800,000  or  20%. 

Second  General  American  Investors  Company,  Inc.  (organized  on 
October  15,  1928),  issued  $10,000,000  par  value  of  6'%  cumulative  vot- 
ing preferred  stock.  The  public  offering  price  was  102% ;  hence, 
the  gross  proceeds  to  the  company  from  this  issue  were  $10,250,000.^^^ 
The  sponsors  purchased  300,000  shares  of  common  stock  for  $3,000,000, 
and  the  stockholders  of  the  initial  Company  were  permitted  to  pur- 
chase, share-for-share,  200,000  shares  of  common  stock  for  $2,000,- 
000.^^^  The  retention  by  the  sponsors  of  their  original  five-eighths 
common  stock  ownership  in  the  initial  Company  entitled  them  to 
the  acquisition  of  125,000  of  the  200,000  shares  offered  the  stockholders 
of  the  initial  Company. 

The  public  thus  contributed  $11,000,000  to  the  capital  of  the  cor- 
poration for  the  entire  preferred  issue  and  approximately  15%  of 
the  total  outstanding  common  stock.  The  sponsors  contributed 
$4,250,000  for  85%  of  the  common  stock.  It  should  be  noted  that 
the  preferred  stock  was  granted  one  vote  per  share,  so  the  public 
investment  of  $10,250,000  in  the  preferred  issue  carried  100,000  votes, 
an  amount  obviously  insufficient  to  affect  the  sponsor  control. 

As  compensation  for  the  distribution  of  the  securities  issue,  the 
two  sponsors  received,  in  addition  to  a  selling  commission  of  $175,000, 
25-year  warrants  to  purchase  a  total  of  500,000  shares  of  common 
stock  of  the  Company  at  prices  ranging  from  $10  a  share  to  $20  a 
share.^^''  The  sponsors  thus  secured  for  a  period  of  25  years  the 
power  of  increasing  their  proportionate  share  of  equity  stock  in 
Second  General  American  Investors  Company,  Inc.,  should  they 
deem  it  desirable. 

On  July  9,  1929  a  further  distribution  of  securities  of  the  initial 
Company  took  place.  On  May  28,  1929  the  initial  Company  had 
declared  a  100%  stock  dividend,  thereby  increasing  the  number  of 
outstanding  common  shares  from  200,000  to  400,000.^-°  On  the  same 
date  the  initial  Company  retired  all  of  the  outstanding  15,000  shares 
of  6%  preferred  stock  held  by  the  two  sponsors  for  a  cash  considera- 
tion of  $1,500,000 — the  amount  originally  paid — pursuant  to  the  terms 

"6  Ibid. 

""Id.,  at  5726,  and  Commission's  Exhibit  No.  517. 
"'Id.,  Commission's  Exhibit  No.  525. 
"8  Ibid. 

"»  Id.,  at  5747-50,  and  Commission's  Exhibit  No.  525. 

""  Id.,  at  5745-7  and  reply  to  the  Commission's  questionnaire  for  General  American 
Investors  Company,  Inc.,  Pt.  V. 
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of  an  agreement  under  date  of  May  7,  1929  between  the  two  sponsors 
and  the  initial  Company  and  approved  by  the  stockholders.^-^  The 
agreement  pro^^ded  that  the  sponsors  would  surrender  their  entire 
joint  holdings  of  15,000  shares  of  preferred  stock  at  par  ($100)  and 
accrued  dividends  (the  redemption  price  being  $120)  and  would 
underwrite  without  compensation  an  offering  to  common  stockholders 
of  the  initial  Company  of  rights  to  subscribe,  on  a  share-for-share 
basis,  to  400,000  common  shares  at  $15  per  share.^^-  The  original 
holding  by  the  sponsors  of  250,000  shares  of  common  stock  in  the 
initial  Company  entitled  them  to  secure  an  additional  250,000  shares 
at  $15  a  share,  of  the  400,000  shares  of  common  stock  offered,  of 
which  they  availed  themselves.  During  May  and  June  1929,  while 
the  preemptive  offer  was  extant,  the  market  price  of  the  common 
stock  carrying  the  right  to  the  100%  stock  dividend  was  approxi- 
mately $§0  per  share. ^-^ 

As  "a  result  of  these  steps,  the  sponsors  were  repaid  their  invest- 
ment in  the  preferred  stock  and  were  left  in  undisputed  control  of 
a  company  the  capitalization  of  which  was  almost  $14,000,000  through 
an  investment  of  approximately  $4,000,000.  They  still  retained  their 
right  to  621/2%  of  all  the  surplus  profits  of  the  company. 

In  the  case  of  each  of  these  two  investment  companies,  the  spon- 
sors were  able  to  dispose  of  a  part  of  their  common  stockholdings 
at  substantial  profits.  The  initial  company,  General  American  In- 
vestors Company,  Inc.,  was  originally  created  with  $9,000,000  in 
senior  securities  as  against  $300,000  in  common  stock,  a  leverage  ratio 
of  31  to  1.  The  $300,000  for  the  common  stock  had  been  contributed 
by  the  sponsors  for  125,000  shares,^^*  representing  an  average  price 
paid  of  $2.40  per  share.  The  effect  of  this  leverage  structure  in  a 
period  of  rising  prices  became  apparent  in  the  impetus  give  the 
equity  stock  marketwise.  The  market  price  of  the  common  stock 
had  ranged  in  1928  from  a  low  of  SGi/g  in  February  to  a  high  of  88% 
in  December.^-^  These  values  represented  substantial  premiums  over 
the  stock's  asset  value  of  $9.26  per  share  at  the  beginning  of  the  year 
and  $25.39  per  share  at  the  close  of  the  year.^^^^ 

The  sponsors,  taking  advantage  of  the  high  level  in  market  price 
attained  by  the  common  stock  in  December  1928,  disposed  of  18,620 
shares  to  the  public  for  $1,365,221,1^-  or  at  a  profit  of  $1,320,533  over 
the  original  cost  to  the  sponsors  of  these  shares. ^'^  Thus,  by  dis- 
posing of  this  portion  of  the  125,000  shares  originally  taken  down, 
the  sponsors  realized  a  profit  of  $1,065,221  over  the  cost  to  them  of 
the  entire  block. 


121  Reply  to  the  Commission's  questionnaire  for  General  American  Investors  Company, 
Inc.,  Pt.  V. 

122  Ibid.,  and  op.  cit.  supra,  note  112,  at  5745-7. 

123  Derived  from  supplementary  information  supplied  the  Commission  for  General  Amer- 
ican Investors  Company,  Inc. 

"^  See  supra,  p.  1604. 

125  Derived  from  supplementary  information  supplied  the  Commission  for  General  Amer- 
ican Investors  Company,  Inc. 

128  Reply  to  the  Commission's  questionnaire  for  General  American  Investors  Company, 
Inc.,  Pt.  IV  (Item  28,  Table  7a). 

12' Op.  cit.  supra,  note  123.  Subsequent  to  subscribing  originally  to  125,000  shares  and 
up  to  this  disposition,  the  sponsors  had  purchased  5,100  shares  at  average  market  prices 
and  had  sold  3,680  at  about  average  prices.  Some  shares  of  the  balance  therefore  might 
have  been  included  in  the  18,220  shares  sold  at  this)  time.      (Ibid.) 

128  As  stated  previously  the  cost  per  share  was  $2.40. 


1606  SECURITIES    AND    EXCHANGE    COMMISSION 

The  investing  public  which  had  bought  these  shares  from  the 
sponsors  was  faced  with  severe  losses  both  in  asset  and  in  market 
value  in  the  period  of  deflation  following  1929.  By  the  end  of  1932^ 
the  common  stock  of  General  American  Investors  Company,  Inc., 
had  fallen  to  a  low  of  13  cents  per  share  in  asset  value.^-''  This  re- 
flected an  unrealized  loss  to  the  investing  public  on  the  18,620  shares 
purchased  from  the  sponsors  in  December  1928,  in  the  sum  of  $1,362,- 
801.^^°  With  the  general  improvement  in  the  value  of  corporate 
securities  in  the  years  following  1932,  the  common  stock  of  General 
American  Investors  Company,  Inc.,  showed  an  asset  value  of  $16.15 
per  share  and  a  market  value  of  $11.25  per  share  by  September  30, 
1936.^^^  On  the  basis  of  asset  value  the  loss  to  the  public  would  have 
been  $1,064,508,  while  on  the  basis  of  market  value  the  loss  would 
have  amounted  to  $1,155,746. 

Again,  in  the  case  of  Second  General  American  Investors  Com- 
pany, Inc.,  the  sponsors  sold,  at  a  sizable  profit,  a  portion  of  their 
holdings  of  the  common  stock  of  this  company.  Although  the  lever- 
age structure  of  this  company  was  not  as  great  as  that  of  the  initial 
corporation,  the  smallness  of  the  floating  supph^  of  the  common  stock 
available  for  trading  materially  aided  this  stock  marketwise.  It 
will  be  recalled  that  Second  General  American  Investors  Company,, 
Inc.  issued  at  formation  $10,000,000  in  preferred  stock  which  was 
taken  up  by  the  public,  and  500.000  shares  of  common  stock  for 
$5,000,000,  425,000  of  which  were  bought  by  the  sponsors  at  the 
offering  price  of  $10  per  share.^^^  In  October  1928,  the  month  of  the 
company's  formation,  this  common  stock  had  a  market  value  of 
$25.^-^^  By  the  end  of  the  year  it  had  reached  $33  per  share  on  the 
market,^^*  a  premium  of  $19.28  per  share  over  its  asset  value.^^^ 

By  disposing  of  178,165  shares  of  this  common  stock  for  $3,004,- 
818,^=^^  the  sponsors  realized  a  profit  of  $1,223,168  above  the  cost  of 
the  shares  sold.^^'  The  purchasers  from  the  sponsors  subsequently 
faced  substantial   losses.^^^     They  had  paid   an   average   of  $16.87 

wa  Op.  cit.  supra,  note  126.  In  September  1932  the  original  corporation  had  been  merged 
with  Second  General  American  Investors  Company,  Inc.,  the  common  stockholders  of  the 
former  receiving  common  stock  of  the  latter,  share  for  share  (Public  Examination,  General 
American  Investors  Company,  Inc.,  at  5745-6  and  Commission's  Exhibit  No.  528). 

^  On  the  basis  of  a  market  value  of  3%  per  share  as  of  this  date  (op.  cit.  supra,  note 
126),  the  loss  to  the  investing  public  would  be  somewhat  less.  The  market  price  of  this 
stock  at  the  end  of  1932,  when  all  market  values  had  reached  a  low  ebb,  is  an  indidation 
in  itself  of  the  potential  value  imparted  to  the  equity  securities  by  strong  leverage  capital 
structures.  It  is  pointed  out  that  at  this  time,  when  the  asset  value  of  the  stock  was  hut 
13  cents  per  share,  the  market  price  of  3%  was  still  more  than  a  point  greater  than  ths 
original  cost  of  $2.40  per  share  to  the  sponsors. 

131  Op.  cit.  supra,  note  126. 

"2  See  supra,  p.   1604. 

^^  Op.  cit.  supra,  note  125. 

181  Ibid. 

135  The  asset  value  was  $13.72  per  share  at  the  end  of  1928.      (Op.  cit.  supra,  note  126.) 

13'  Op.  cit.  supra,  note  125. 

"^  The  sponsors  had  paid  $10  per  share  for  this  stock ;   see  supra,  p.   1604. 

138  Of  the  178,165  shares  sold  at  this  time,  71,000  were  sold  to  directors  and  78,000  in 
large  blocks  to  undesignated  persons  (Public  Examination,  General  American  Investors 
Company,  Inc.,  at  5763). 
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per  share.  At  the  end  of  1932  this  stock  had  an  asset  value  of  but 
J  3  cents  per  share.^'^  By  September  30,  1936  the  stock  had  an  asset 
vahie  of  $16.15  per  share  and  a  market  vahie  of  $11.25  per  share,"° 
indicating  potential  loss  at  this  date  of  $127,453  and  $1,000,462, 
respectivel3\ 

The  initial  company  was  merged  into  Second  General  American 
Investors  Company,  Inc.  on  September  5,  1929,  the  necessary  con- 
sent of  stockholders  having  been  given  on  September  4,  1929  by  a 
two-thirds  vote.""-  At  that  time  the  initial  company  had  800,000 
shares  of  common  stock  outstanding,  and  Second  General  American 
Investors  Company,  Inc.,  had  500,000  shares  outstanding.  The  500,- 
000  shares  of  common  stock  of  Second  General  American  Investors 
Company,  Inc.  continued  outstanding  while  an  additional  800,000 
shares  of  its  common  stock  were  issued  on  a  share-for-share  basis 
in  exchange  for  the  outstanding-  shares  of  the  initial  company.^*^ 

No  exchange  of  senior  securities  was  made  under  the  terms  of  the 
merger  agreement.  The  company  assumed  $7,500,000  principal 
amount  of  debentures  issued  by  the  initial  Company.  The  100,000 
sliares  of  6^^  preferred  stock  of  the  company  remained  outstanding 
without  change. ^-^^  The  subscription  warrants  attached  thereto,  as 
well  as  the  25-year  warrants  representing  the  right  to  subscribe  to 
500,000  connnon  shares  at  a  price  between  $10  and  $20  a  share  (held 
by  sponsors),  continued  outstanding,  no  change  being  made  in  the 
general  terms  or  exercisable  prices. 

It  has  been  estimated  that  the  sponsors  acquired  925,080  shares  of 
common  stock  of  the  two  companies  at  a  cost  of  $8,301,200.^**  (See 
Table  30.)  Lazard  Freres  and  Lehman  Brothers  together  held  847,- 
150  common  shares  of  the  corporation,  after  the  merger  of  Septem- 
ber 5,  1929,  at  a  stated  cost  of  $7,521,500."^  At  the  time  of  the  merg- 
er, the  result  of  the  financing  operations  was  to  leave  the  sponsors, 
by  means  of  an  investment  of  $7,521,500,  in  control  of  an  investment 
company  in  which  a  total  investment  of  approximately  $28,500,000 
had  been  made.^**^  The  847,150  common  shares  of  the  Company  held 
by  the  sponsors  on  September  5,  1929,  after  the  merger,  represented 
approximately  65%  of  the  1,300,000  common  shares  outstanding  and 
only  a  slightly  smaller  percentage  of  the  total  voting  power.^*' 

^Op.  cit.  supra,  note  126. 

i«  Ibid. 

1"  Public  Examination.  General  American  Investors  Company,  Inc.,  at  5745-6  and  Com- 
mission's Exhibit  No.  578. 

1*^  Ibid. 

"3  Ibid. 

"*  Derived  from  supplementary  information  supplied  the  Commission  for  General  AmfTican 
Investors  Company.  Inc. 

1*^  Reply  to  the  Commission's  questionnaire  for  General  American  Investors  Company,  Inc, 
Pt.  IV,  Item  21. 

""This  is  after  deduction  of  $1,500,000,  the  cost  of  liquidating  the  6%  nonvoting  preferred 
stock  of  the  initial  Company. 

"^  This  is  after  allowing  for  the  voting  rights  of  the  $6  voting  preferred  stock. 
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Table  30. — Acquisition  of  common  stock  of  Oeneral  American  Investors  Co.,  Inc.. 

hy  sponsors 


Date 

Acquired  bv 

the  sponsors 

(shares) 

Price 

Cost 

Held  at  date 
indicated 

Security 

Percent 

of 
common 

Percent 

of 
voting 
control 

6%  nonvoting  preferred  " 

Feb.     1, 1927 
Feb.     1,1927 
Nov.    9,1928 

15,000  (all) 
250, 000 

300.000 

125, 000 

250, 000 
80 

.$100 
1.20 

10 

10 

15 
15 

$1,  500,  000 
300, 000 

3,  000, 000 

1,  250, 000 

3,  750.  000 
1,200 

62.5 

Common;  ^ 

Directly  acquired 

Proportional    amount    esti- 
mated as  taken  up  in  ofler- 
ing    of    200,000    shares    to 
stockholders  of  the  initial 
company 

75.0 
71.2 

67  5 

Common  »— P  roportional 

amount  estimated  as  taken  up 

in  offering  of  400,000  shares  to 

stockholders  of  the  company. 

As  underwriters 

July     9, 1929 
July     9, 1929 

66.1: 

Total: 

15, 000 
925, 080 
nnvotin?  nre- 

9,  801,  200 

Less  amount  received  from  retirement  of  n 

1,500,000 

ferred  on  May  28,  1929. 

Net  amount  in  common 
Average  per  share  cost 
acquired. 

stock 

8,301,200 
8.97 

"  Issued  by  the  initial  company. 
6  Issued  by  the  Company. 


(3)  NATIONAL  INVESTORS  CORPORATION 

The  tremendous  inflation  possible  in  the  market  prices  of  the 
common  stocks  through  leverage  and  pyramiding  of  investment 
companies,  and  the  opportunity  for  huge  profits  for  the  sponsors, 
are  illustrated  by  the  National  Investors  Corporation  group  of  in- 
vestment companies.  The  rise  in  market  prices  of  the  stocks  in 
this  group  and  the  profits  to  the  sponsors  were  attributable  to  three 
basic  factors:  (a)  The  disparity  in  the  original  structural  set-up  of 
the  company  between  the  senior  and  equity  capital;  (b)  the  man- 
agement option  warrants  which  the  sponsors  awarded  themselves 
for  services  in  promoting  the  company  ;^**^  and  (c)  the  creation  of 
a  series  of  affiliates  resulting  in  a  pyramiding  of  leverages. 

The  original  distribution  of  the  securities  of  National  Investors 
Corporation,  organized  on  June  16,  1927  under  the  laws  of  the  State 
of  New  York,  consisted  of  40,000  allotment  units  at  $110  per  unit 

14B  rpijg  effects  of  the  practice  of  issuing  option  warrants  as  compensation  for  organization 
and  management  services  will  be  discussed  below. 

A  company  which  has  issued  only  one  class  of  common  stock  but  yet  has  option  warrants 
outstanding,  cannot  fairly  be  considered  a  company  of  simple-security  capital  structure,  as  it 
in  fact  two  different  types  of  securities. 
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composed  of  one  share  of  5%%  cumulative  preferred  stock  ($100 
par  value) ,  one  share  of  common  stock  at  a  stated  value  of  $10,  and 
one  warrant  to  purchase  li/j  shares  of  common  stock  over  a  period 
of  10  years  at  $10  per  shai^e  to  July  1,  1933,  and  thereafter  at  $2 
more  per  share  annually  until  July  1,  1938.^^^ 

The  40,000  shares  of  common  stock,  sold  in  the  allotment  units, 
contributing  only  $400,000  to  the  capital  fund,  were  entitled  to  all 
the  earnings  and  profits  of  the  initial  fund  of  $4,400,000  except  the 
sum  required  to  pay  the  5i/2%  dividend  on  the  $4,000,000  of  pre- 
ferred stock.^°°  A  10%  profit  on  the  capital  would  yield  $5.50  to 
each  share  of  common  stock  or  more  than  50%  of  its  original  stated 
value,  while  a  20%  profit  would  earn  each  common  share  $16.50. 
The  availability  of  such  a  disproportion  of  senior  capital  to  work 
for  the  equity  security  holders  tends  to  impart,  in  a  rising  security 
market,  a  special  market  premium  to  the  common  stock.^^^  In  the 
week  ending  July  6,  1929,  the  first  week  in  which  the  common  stock 
of  the  company  was  listed  on  the  New  York  Curb  Exchange,  the 
price  jumped  from  the  opening  price  of  $11^/4  to  $48  per  share,  rose  to 
$771/^  the  next  week  and  to  $1151/8  the  following  week.  By  Sep- 
tember 14,  1929  ths  common  stock  had  advanced  to  $391%  per  share, 
a  35-fold  rise  in  two  and  one-half  months. 

The  manner  in  which  the  allotment  certificates  were  distributed 
contributed  to  the  j^henomenal  rise  in  the  market  price  of  the  com- 
mon stock.^5-  The  original  sponsors  of  National  Investors  Cor- 
poration were  Fred  Y.  Presley,  president  throughout  the  period 
1927-35,^=^  the  Guardian  Detroit  Company,  Inc.,  of  Michigan,  and 
The  Shawmut  Corporation  of  Boston,  Massachusetts.^^*  The  latter 
two  institutions  underwrote  the  issue  of  allotment  units.^^^  The 
allotment  units  were  sold  privately  by  National  Investors  Corpora- 
tion itself  and  by  the  two  underwriters  to  a  group  of  banks  and 
affiliated  corporations  and  to  the  officers  and  directors  of  these  insti- 
tutions.^^*^  This  type  of  distribution  was  planned  by  Mr.  Presley 
as  a  means  of  building  an  organization  to  facilitate  the  sale  of  securi- 
ties of  additional  investment  corporations  contemplated.^^'  Hence, 
the  small  issue  of  common  shares,  40,000  in  number,  was  fairly  closely 
held  by  banking  interests  desirous  of  retaining  their  position  as 
distributors  of  affiliated  company  securities  and  thus  disinclined  to 
sell  their  common  stock.^^^ 

In  addition  to  the  natural  effect  of  the  leverage  element  in  the 
capital  set-up  and  of  the  private  distribution  of  the  common  stock, 
an   intense   demand   for   the   common   stock   of  National   Investors 


"8  Public  Examination,  National  Investors  Corporation,  at  4257-8  and  Commission's 
Exhibit  No.  419. 

1=0  Id.,  at  4271. 

151  See  Pt.  Two  (House  Doc.  No.  70,  76th  Cong.).  Ch.  IV.  pp.  320-4,  and  Appendix  H,  pp. 
805-18,  for  a  discussion  and  statistics  of  the  market  premium  upon  the  common  stock  of 
leverage  companies. 

i°-  Op.  cit.  supra,  note  149.  at  4347-9. 

153  Id.,  at  4347-8. 

15^  Id.,  at  4263-4. 

1=5  Id.,  at  4264. 

15"  Id.,  at  4259,  4265,  and  Commission's  Exhibits  Nos.  417  and  418. 

1"  Id.,  at  4253-5. 

158  Id.,  at  4273,  4349. 
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Corporation  was  generated  by  the  operation  of  a  trading  account 
by  Guardian  Detroit  Company,  Inc.  in  the  common  stock  of  the 
corporation/^''  It  should  be  noted  that  the  trading  account  in  the 
common  stock  of  National  Investors  Corporation  fulfilled  a  special 
function  in  connection  with  purchase  warrants  secured  by  the  spon- 
sors upon  the  formation  of  the  company."° 

Pursuant  to  the  underwriting  contract  between  Guardian  Detroit 
Company,  Inc.  and  National  Investors  Corporation,  the  former  re- 
ceived, as  partial  consideration  for  the  underwriting,  purchase  war- 
rants to  buy  100,000  shares  of  National  Investors  Corporation  common 
stock  on  the  same  terms  as  those  prescribed  for  the  warrants  sold  as 
part  of  the  allotment  certificates.^''^  Guardian  Detroit  Company,  Inc. 
had  agreed  in  a  previous  stipulation  to  reassign  50,000  of  these  war- 
rants to  certain  individuals  and  firms  associated  with  it  in  sponsoring 
the  company.^''-  Guardian  Detroit  Company,  Inc.,  however,  main- 
tained its  control  of  the  purchase  warrants  assigned  to  the  other 
parties  by  binding  them  to  an  agreement  granting  it  the  right  to  vote 
the  stock  obtained  by  the  exercise  of  the  options  and  the  privilege 
of  purchasing  the  options,  or  stock  receivecl  from  their  exercise,  at 
any  proposed  price  of  disposal,  to  others.^*^^ 

By  virtue  of  the  control  over  these  purchase  warrants,  Guardian 
Detroit  Company,  Inc.  was  thus  able,  for  such  a  period  as  it  deemed 
desirable,  to  restrict  an  increase  in  the  supply  of  common  stock 
through  the  exercise  of  the  warrants  while  engendering  an  intense 
demand  for  common  stock  of  National  Investors  Corporation  by  its 
trading-account  activities.  The  appreciation  of  the  market  price  of 
the  common  stock  naturally  brought  with  it  a  tremendous  rise  in  the 
market  price  of  the  sponsors'  purchase  warrants.  The  creation  of  a 
high-priced  market  for  the  management's  purchase  warrants  (and  the 
stock  acquired  through  their  exercise)  rather  than  for  the  common 
stock  sold  with  the  allotment  certificates,  was  apparently  the  objective 
of  the  trading  operations. 

The  price  of  the  warrants  secured  by  the  sponsors  as  compensation 
for  organizing  National  Investors  Corporation  followed  closely  the 
price  of  National  Investors  Corporation  common  stock  on  the  New 
York  Curb  Exchange,  ranging  in  price  per  warrant  in  July  1929 
from  $611/,  to  $110,  in  August  from  $150  to  $214,  and  in  September 
from  $255 lo  $3601/2.^^''  On  the  basis  of  the  initial  New  York  Curb 
Exchange  market  price,  the  total  market  value  of  the  100,000  manage- 
ment warrants  was  $6,150,000.  The  peak  price  of  $3601/0  represented 
a  possible  profit  to  the  holders  of  the  100,000  organizers'  warrants 
of  $36,050,000,  or  8.2  times  the  total  amount  of  the  initial  capital  of 
National  Investors  Corporation.^'^^  The  minor  sponsors  were  not  in 
a  position  to  profit  fully  from  the  extraordinary  rise  in  the  market 
price  of  the  warrants  and  the  common  stock  procured  through  their 

^^^  Id.,  at  4378  and  4432.  Guardian  Detroit  Company,  Inc.,  also  managed  a  bankers'  pool 
or  trading  account  in  the  common  stock  of  National  Investors  Corporation's  3  affiliated 
companies  (id..  Commission's  Exhibits  Nos.  433  and  434). 

"»  See  infra,  pp.  1613-14. 

i«i  Op.  cit.  supra,  note  149,  at  4263. 

'<»  Id.,  at  4268. 

i"'''  Id.,  at  4344. 

'<M  Id.,  at  4347. 

'™  Id.,  at  4271. 
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exercise  because  of  the  rights  which  Guardian  Detroit  Company,  Inc., 
had  retained  in  connection  with  the  purchase  warrants.^^*^  From 
November  15,  1928  to  August  16, 1929,  National  Investors  Corporation 
f-rganized  three  affiliated  investment  companies,  and  Guardian  Detroit 
Company,  Inc.  headed  the  underwriting  group  that  sold  approxi- 
mately $48,000,000  of  their  securities.^*^"  To  facilitate  the  sale  of  the 
l{\st  and  largest  of  these  issues  (Fourth  National  Investors  Corpora- 
tion stock)  and  the  contemplated  sale  of  $47,000,000  of  Fifth  National 
Investors  Corporation  stock,  officers  of  Guardian  Detroit  Company, 
Inc.  and  National  Investors  Corporation  induced  various  original  re- 
cipients of  the  organizers'  warrants  to  make  available  some  of  their 
holdings  at  prices  well  below  the  market,  for  distribution  to  other 
influential  banking  interests.^''®  Sponsors  reassigned  approximately 
30,000  of  the  50,000  warrants  originally  received  b}^  them  at  prices 
averaging  around  25%  to  35%  of  the  market  prices.^*^^  A  considerable 
part  of  their  remaining  warrants  they  sold  at  substantial  prices.^""' 

Of  the  50,000  warrants  which  had  been  retained  by  Guardian  De- 
troit Company,  Inc.,  5,965  were  given  or  sold  to  the  secondary 
sponsors,  whose  aid  was  sought  in  the  financing  of  the  affiliated  com- 
panies :  ^'^  12,570  warrants,  equivalent  to  75,420  shares  after  the  six- 
for-one  split-up,  were  sold  back  to  National  Investors  Corporation  at 
$5  a  share.^'^  Guardian  Detroit  Company,  Inc.  exercised  part  of  the 
remaining  warrants,  sold  some  of  the  shares  in  the  market  and  re- 
tained the  balance  of  about  102,500  shares."^ 

The  advantages  of  control  and  the  right  to  the  major  part  of  the 
profits  secured  by  sponsors  through  a  senior-equity  capital  structure 
may  be  magnified  by  the  use  of  part  of  the  capital  fund  to  secure  the 
equity  position  in  a  newly  created  complex-structure  affiliate.  Such 
pyramiding  of  leverages  has  the  effect  of  routing  the  surplus  profits 
of  the  entire  capital  fund  of  the  subsidiary  to  the  equity  interest  in 
the  subsidiary  (held  primarily  by  the  parent  company)  and  thence 

ino  inig  organizers  were  required  to  offer  their  option  warrants  to  Guardian  Detroit  Com- 
pany, Inc.,  for  a  period  of  30  days  before  endeavoring  to  sell  them,  and  in  the  event  of  conver- 
sion into  common  stock  Guardian  Detroit  Company,  Inc.,  retained  the  right  to  vote  that 
stock  (id.,  at  4344). 

^«'  Op.  cit.  supra,  note  149.  at  4319.  4333,  and  replies  to  the  Commission's  questionnaire 
for  the  National  Investors  companies,  Pts.  I  and  V. 

"■•«  Op.  cit.  supra,  note  149,  at  4382-4. 

^«»Ibid.  and  derived  from  supplementary  information  supplied  the  Commission  for  Na- 
tional Investors  Corporation,  letter  dated  July  29,  1930. 

""  Sloan  Colt  sold  4,.500  warrants  at  prices  ranging  from  $50  to  $100  for  a  total  of 
$285,000;  George  Murnane  disposed  of  3,500  warrants  for  a  total  of  $414,850;  Paul  Cabot 
disposed  of  3,500  warrants,  receiving  a  total  amount  of  about  $355,000 ;  Fred  Y.  Presley  re- 
ceived $300,000  for  warrants  ;  James  S.  Ratray  sold  his  1,000  warrants  early  in  July  1929 
for  $125,000  (Public  Examination,  National  Investors  Corporation,  at  4269,  4339,  4341-3, 
4351,  and  4501).  These  were  special  prices,  well  below  the  market,  by  "insiders"  to  scat- 
tered banking  interests — yet  they  represented  a  total  profit  to  the  sponsors  who  had  received 
the  warrants  at  no  cost  to  themselves. 

^^  Derived  from  supplementary  information  supplied  the  Commission  for  National  Inves- 
tors Corporation,  letter  dated  July  29,  1930. 

1'^=  Ibid.  On  October  8.  1929,  both  the  common  stock  and  the  purchase  warrants  were  split 
up  6-for-l  (Public  Examination.  National  Investors  Corporation,  at  4357,  and  the  reply 
to  the  Commission's  questionnaire  for  National  Investors  Corporation,  Pt.  I,  Annual  Report, 
1929). 

1"'  Reply  to  the  Commission's  questionnaire  for  National  Investors  Corporation,  Pt.  V, 
Item  52  (f). 

15337.3— 41— pt.  3 .53 
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to  the  equity  interest  in  the  parent  company  held  primarily  by  the 
sponsor.    . 

The  National  Investors  Corporation  group  of  investment  companies 
exemplifies  the  effect  of  such  pyramiding  of  equities.  In  fact,  the 
primary  object  of  the  formation  of  National  Investors  Corporation 
was  to  organize  and  manage  affiliated  investment  companies  and  to 
acquire  initially  a  substantial  part  of  the  equities  therein.  Mr.  Pres- 
ley, a  sponsor  and  president  of  the  company,  testified :  ^'* 

Q.  What  had  you  in  mint!  in  forming  the  company? 

A.  The  fundamental  principles  of  this  company  were  No.  1,  a  management 
company  to  m.anage  the  capital  of  an  affiliate  trust  to  be  formed,  and  2,  the 
investment  of  capital  in  the  junior  securities  of  the  affiliates  to  come.  In  other 
words,  it  was  to  be  a  holding  and  management  company. 

Practically  the  entire  capital  of  National  Investors  Corporation,  by 
September  1929,  was  invested  in  the  common  stocks  and  rights  to  huj 
common  stocks  of  its  three  affiliated  companies,  which  had  a  com- 
bined capital  of  $48,000,000."^  National  Investors  Corporation 
secured  dSVs%  of  the  common  stock  and  200,000  option  warrants  of 
Second  National  Investors  Corporation  for  a  contribution  of 
$1,000,000,  a  sum  which  amounted  to  only  9.43%  of  the  total  invest- 
ment in  Second  National  Investors  Corporation,^''*'  Inasmuch  as  81% 
of  the  initial  capital  of  Second  National  Investors  Corporation  was 
represented  by  preferred  stocks,  while  some  91%  of  the  capital  of 
National  Investors  Corporation  itself  consisted  of  5y2%  preferred 
stock,  the  extraordinary  leverage  position  of  National  Investors  Cor- 
poration common  stock  (at  $10  per  share)  in  a  total  amount  of 
$400,000  for  the  initial  40,000  shares,  is  very  striking.  At  the  top  of 
the  highly  pyramided  structure  were  the  160,000  National  Investors 
Corporation  purchase  warrants,  of  which  the  organizers  received 
100,000.^"  These  warrants  were  virtually  options  upon  options,^^* 
and,  in  the  event  that  the  enterprise  exhibited  any  success  at  all,  the 
warrants  were  geared  to  obtain  an  extraordinary  market  value,  which 
they  actually  did."'' 

The  capital  structure  of  Third  National  Investors  Corporation  and 
Fourth  National  Investors  Corporation  contained  no  senior  securi- 
ties.^^'' These  companies  were  capitalized  with  common  stock  and 
purchase  warrants  for  common  stock.^®^  The  investments  of  Third 
National  Investors  Corporation  and  Fourth  National  Investors  Cor- 
poration (as  well  as  of  Second  National  Investors  Corporation)  were 
almost  entirely  in  common  stocks  which  participated  in  the  soaring 
securities  market  of  1929,  thus  enhancing  in  a  very  short  period  the 
market  value  of  National  Investors  Corporation's  holdings  of  pur- 
chase warrants  of  Third  National  Investors  Corporation  and  Fourth 
National  Investors  Corporation.^^^ 

"*  Public  Examination,  National  Investors  Corporation,  at  4271. 

"s  Id.,  at  4393  and  the  reply  to  the  Commission's  questionnaire  for  National  Investors 
Corporation,  Pt.  I,  Annual  Report,  1929. 

I'^o  Public  Examination,  National  Investors  Corporation,  at  4277  and  4279. 

"T  Id.,  at  4263-4. 

"8  Id.,  at  4348. 

"» Id.,  at  4348-9. 

iM  Id.,  at  4296  and  4304. 

wi  Id.,  at  4299,  4301,  and  4304. 

1*2  Reply  to  the  Commission's  questionnaire  for  National  Investors  Corporation,  Pt.  I, 
Annual  Report,  1929. 
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The  market  value  of  the  investment  of  National  Investors  Corpora- 
tion in  its  three  affiliated  companies,  by  the  middle  of  September  1929, 
had  reached  a  figure  of  approximately  $25,500,000.^®^  Adding  to  this 
figure  about  $1,500,000  in  cash  and  miscellaneous  holdings  possessed 
by  National  Investors  Corporation  brings  the  total  net  assets  of  Na- 
tional Investors  Corporation  to  about  $27,000,000.^®*  Of  these  assets, 
about  $22,600,000  were  applicable  to  the  equity  interests  in  National 
Investors  Corporation  or  an  asset  value  of  $665  per  share  for  each  of 
the  original  40,000  shares  (sold  at  $10  per  share  in  allotment  units) , 
before  the  exercise  of  purchase  warrants.  Of  course,  some  of  the 
warrants  had  been  exercised  by  that  time,  thus  substantially  diluting 
the  equity.  Nevertheless,  on  the  assumption  that  by  September  15, 
1929,  approximately  45,000  additional  shares  had  been  issued  on  the 
exercise  of  warrants  (64,822  issued  by  October  8,  1929)  each  of  the 
outstanding  85,000  shares  of  common  stock  still  had  an  asset  value  of 
approximately  $265. 

Thus,  while  the  prospects  inherent  in  the  leverage  structure  of 
National  Investors  Corporation  and  of  Second  National  Investors- 
Corporation  and  in  the  warrants  of  the  affiliates  held  by  National 
Investors  Corporation,  contributed  to  the  rapid  rise  in  the  market 
price  of  National  Investors  Corporation  common,  the  fact  that  the 
sponsors  could  point  to  the  actual  rise  in  the  asset  value  of  National 
Investors  Corporation  common  (which  had  resulted  from  the  hold- 
ing by  National  Investors  Corporation  of  the  common  stock  and 
warrants  of  the  affiliates),  was  an  even  more  potent  factor.  It 
should,  moreover,  be  noted  that  the  sponsors  of  National  Investors 
Corporation  were  not  content  to  leave  the  rise  in  the  market  value 
of  the  stock  and  warrants  of  the  affiliated  companies  to  the  current 
enthusiasm  for  investment  company  stock;  Guardian  Detroit  Com- 
pany, Inc.  operated  a  bankers'  pool  or  trading  account  in  the  common 
stock  of  Second,  Third,  and  Fourth  National  Investors  Corpora- 
tion.^®^    The  pool  in  the  stocks  of  the  affiliated  companies  had  a 

1"  See  the  following  table  : 


Shares  of  affiliates  owned  by  National  Investors  Corporation 

Cost  and 
date  of 
purchase 

Per- 
cent 
of 
total 

Market 

value  Sept. 

1929 

Second  National  Investors  Corporation,  Nov.  26,  1928:  " 
100,000  common 

}    $1,000,000 

}      1, 000,  000 

'  2, 187,  500 

/  331-3 

Uoo 

{Z 

68.5 

$6, 000,  OOO 
7, 000,  000 

1, 650, 000 
2,  277, 000 

8,  562,  500 

200,000  warrants _     _ 

Third  National  Investors  Corporation,  Mar.  22, 1929: 

101,200  warrants  >> 

Fourth  National  Investors  Corporation:  ° 

685,000  warrants 

Total 

4, 187,  500 

25,  489,  500- 

"  Reply  to  the  Commission's  questionnaire  for  National  Investors  Corporation  Pt, 
III,  Table  2  and  Pt.  I,  Annual  Report,  1929. 

*  Of  the  130,000  warrants  received,  28,800  warrants  were  surrendered  to  dealers 
to  facilitate  the  sale  of  the  shares  (Public  Examination,  National  Investors 
Corporation,  at  4302). 

<=  Net  cost  of  the  750,000  warrants  purchased  for  .$3,000,000  of  which  65,000- 
were  sold  at  $12.50  each,  or  a  total  of  $812,500.  The  remaining  warrants  owned 
are  valued  at  cost,  less  this  amount,  and  at  market  at  $12.50  each  (Public  Examina- 
tion, National  Investors  Corporation,  at  4318  and  4321). 

i»*  Reply  to  the  Commission's  questionnaire  for  National  Investors  Corporation,  Pt.  I^ 
Annual  Report,  1929. 

"»  Public  Examination,  National  Investors  Corporation,  Commission's  Exhibits  Nos.  435 
and  434. 
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double  importance,  in  that  it  not  only  succeeded  in  advancing  the 
market  prices  of  the  affiliates  well  above  their  net  asset  value  but  also 
provided  a  foundation  for  the  successful  operations  of  the  other 
pool  in  National  Investors  Corporation  common  stock,  thus  consti- 
tuting, in  a  sense,  one  pool  operation  pyramided  upon  another  pool 
operation. 

As  has  been  observed  above,  by  September  15,  1929  the  assets  of 
National  Investors  Corporation  had  risen  from  an  initial  investment 
of  $4,400,000  to  approximately  $27,000,000,  due  to  the  increase  in  the 
market  price  of  securities  of  affiliates  held  by  National  Investors 
Corporation.^^'^  The  combination  of  the  several  elements  previously 
noted,  to  wit,  the  leverage  factor  in  National  Investors  Corporation 
and  in  Second  National  Investors  Corporation,  the  holding  of  affiliate 
stock,  the  superimposition  of  one  pool  operation  on  another,  resulted 
in  a  total  market  value  for  the  stock  and  warrants  of  National  In- 
vestors Corporation  greatly  surpassing  even  the  swollen  asset  value 
of  National  Investors  Corporation.^^^  In  the  middle  of  September 
1929,  the  market  valuation  of  the  stocks  and  warrants  of  National 
Investors  Corporation  reached  the  grand  total  of  approximately 
$78,750,000,^^^  about  three  times  the  net  asset  value  of  National 
Investors  Corporation  and  about  18  times  the  initial  capital  of 
$4,400,000  paid  in  11  months  previously. 

The  basic  device  in  the  National  Investors  Corporation  group 
structure  was  the  complex  capital  set-up  of  the  company  by  means 
of  which  the  sponsor,  through  a  comparatively  small  investment, 
acquired  the  power  to  control  the  company,  to  create  and  control 
additional  companies,  and  to  secure  the  right  to  the  major  share  of 
prospective  equity  profits. 

It  must  be  noted  that  as  rapid  as  may  be  the  ascent,  under  favora- 
ble circumstances,  of  the  market  prices  of  equity  stocks  in  a  complex 
capital  structure,^^^  at  least  as  rapid  will  be  the  descent  of  these 
equity  stocks,  when  the  purchasing  public  reaches  the  end  of  its 
optimism.  Before  such  time,  however,  the  sponsors  in  many  in- 
stances have  disposed  of  a  significant  portion  of  their  holdings  to 
an  eager  public  at  large  profits.  Subsequent  to  1929,  the  common 
stock  of  National  Investors  Corporation  experienced  a  precipitous 
decline  in  its  asset  and  market  values.  From  the  end  of  1930  to  the 
close  of  1934,  the  conmion  stock  had  no  asset  value  whatsoever.^^" 
As  of  December  31,  1935  its  asset  value  was  nominal,  amounting  to 

186  See  supra. 

^  See  note  188. 

1*8  See  the  following  : 

40,000  common  shares,  at  391-% $15,670,000 

40,000  preferred   shares,    at   101 4,  040,  000 

Total 19,  710,  000 

160,000    warrants 57,  680,  000 

Grand    total    (minimum) 77.390,000 

Estimated    grand   total «  78,  750,  000 

"Total   market   valuation   increased   by  about   $1,350,000,   as  about  45,000    war- 
rants had  heen  exercised  and  converted  into  common  shares  which  sold  at  a  higher 
price  than  the  warrants. 
ISO  Preference  stocks,  for  the  purposes  of  this  chapter,  are  comprehended  within  the  term 
"senior   securities,"    as   distinguished   from    "equity   securities."      See   discussion    supra,    p. 
1576,  and  note  71. 

^'^  Reply  to  the  Commission's  questionnaire  for  National  Investors  Corporntion,  Pt.  IV 
(Item  28), 
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but  21  cents  per  share.^^^  By  December  31,  1932  the  market  value 
of  this  stock  was  $3%  per  share.  The  year-ends  of  1933,  1934,  and 
1935  disclosed  even  further  declines  in  market  price,  to  wit,  $2%, 
$114,  and  $2  per  share,  respectively.^^^  The  warrants,  the  majority 
of  which  had  been  given  to  the  insiders  free  of  any  cost  and  which 
had  experienced  so  phenomenal  a  rise  in  1929,  followed  the  market 
decline  of  the  common  stock.  These  warrants  sold  as  low  as  $% 
in  1932  and  $Wie  at  the  end  of  1935.1°^ 

Mr.  Presley,  president  of  National  Investors  Corporation,  testified 
to  the  dangers  implicit  in  this  type  of  capital  structure :  ^^* 

Q.  While  that  type  of  structure,  assuming  that  I  am  right  that  it  contributed 
to  a  large  extent  in  permitting  'a  comparatively  small  investment,  because  no 
matter  how  large  Guardian's  investment  was  in  National  Investors,  it  was 
very  small  compared  to  the  total  investment  that  the  public  made  in  the  four 
companies 

A.  That  is  right. 

Q.  While  there  may  have  been  certain  advantages  in  that  type  of  corporate 
structure,  from  the  standpoint  of  the  organizing  group,  looking  toward  retention 
of  control,  have  you  or  have  you  not  found  that  there  are  certain  weaknesses 
in  that  situation,  perhaps  from  the  standpoint  of  somebody  else  getting  that 
same  control? 

A.  A  very  great  weakness. 

Q.  Why  do  you  say  that,  Mr.  Presley? 

A.  The  weakness  is  inherent  in  almost  any  holding  company,  whether  it  is 
in  the  investment  trust  field,  or  in  the  utility  field,  or  industrial  field,  of  con- 
trol of  a  large  amount  of  money,  or  numerous  companies,  through  the  so-called 
"B-stock  set-up"  so  that  a  smaU  amount  of  money  initially  is  capable  of  con- 
trolling a  tremendous  amount  of  money  through  subsidiaries  in  the  case  of 
investment  trusts  or  acquisitions.  But  the  greatest  danger  lies  in  the  collapse 
of  shares  of  that  Type  B  type  control  stock  ^"^  in  periods  of  depression,  and 
where,  as  in  the  case  of  Guardian  Detroit  Company's  position,  a  large  block 
became  available,  at  a  very  low  price  in  relation  to  the  value  of  the  assets 
of  the  affiliated  companies. 

(4)  AMERICAN,  BRITISH  &  CONTINENTAL  CORPORATION 

Investment  companies  apparently  have  been  regarded  by  financiers 
as  an  excellent  device  for  obtaining  the  use  of  other  people's  money. 
Several  illustrations  have  been  cited  of  the  very  common  practice 
of  devising  complex  capital  structures  which  will  divorce  manage- 
ment power  from  substantial  investment  in  the  company,  and  create  a 
great  disparity  between  the  right  to  potential  profit  and  the  propor- 
tion of  capital  contributed.     Nevertheless,  sponsors   are  sometimes 

Ml  Ibid. 

i»2  Ibid.  Due  to  a  common  stock  split-iip  of  6-for-l  in  October  1929,  the  price  of  the 
common  stock  on  the  basis  of  the  old  would  therefore  be  15,  TVs,  and  12,  respectively. 

1*3  In  October  1929,  when  the  common  stock  was  split  6-for-l,  the  warrants  formerly 
exercisable  to  purchase  1%  shares  of  conunon  stock  became  exercisable  to  purchase  9 
shares  of  new  common  stock  only  (Reply  to  the  Commission's  questionnaire  for  National 
Investors  Corporation,  Pt.  V,  Item  54a,  Table  16). 

1**  Public  Examination,  National  Investors  Corporation,  at  4513-14. 

i^Mr.  Presley  patently  used  the  phrase  "B  stock  type  of  set-up"  to  cover  any  capital 
structure  situation  wherein  a  small  investment  controls  a  large  fund.  None  of  Mr. 
Presley's  companies  actually  used  the  literal  B  stock  type  of  set-up. 


1616  SECURITIES    AND    EXCHANGE    COMMISSION, 

constrained  to  make  a  sizable  investment  in  the  company  initially. 
IFnder  such  circumstances,  the  sponsors,  wielding  control,  are  in  a 
position  to  recapitalize  the  company  subsequently  on  a  basis  which 
will  permit  the  withdrawal  of  the  bulk  of  their  investment  without 
disturbing  theii"  position  of  control  or  affecting  their  share  in  poten- 
tial profits.  An  apposite  example  is  the  case  of  American,  British 
&  Continental  Corporation. 

American,  British  &  Continental  Corporation  was  organized  under 
the  laws  of  the  State  of  Delaware  on  November  18, 1926."^  The  com- 
pany was  sponsored  jointly  by  the  investment  banking  and  brokerage 
house  of  Blyth,  Witter  &  Co.  (firm  name  now  Blyth  &  Co.,  Inc.), 
and  J.  Henry  Schroder  Banking  Corporation,  in  association  with  10 
European  banking  houses.^^^ 

The  capital  structure  of  the  corporation  consisted  of  100,000  shares 
of  $6  cumulative  first  preferred  stock,  40,000  shares  of  $6  cumu- 
lative second  prefered  stock,  and  400,000  shares  of  common  stock.^^^ 
The  public  subscribed  to  the  entire  issue  of  100,000  first  preferred 
stock  allotment  certificates,  each  of  which  represented  one  share  of 
first  preferred  stock  and  one  share  of  common  stock,^''^  for  a  total 
contribution  of  $10,000,000.2°°  The  sponsors  and  their  European 
associates,  at  a  cost  of  $4,000,000,  acquired  the  40,000  shares  of  second 
preferred  stock  and  300,000  shares  of  common  stock,  by  subscribing 
to  40,000  units  at  $100  per  unit,  each  unit  consisting  of  one  share 
of  second  preferred  stock  and  7i^  shares  of  common  stock.^°^  The 
management  common  stock  was  immediately  deposited  in  a  voting 
trust.202 

The  articles  of  incorporation  vested  exclusive  voting  power,  except 
for  the  rights  of  the  preferred  stocks  contingent  upon  default,  in 
the  common  stock.  As  the  prior  asset  claims  of  the  senior  securi- 
ties in  the  event  of  liquidation  totaled  $14,000,000,  or  as  much  as 
the  gross  contribution  to  the  capital  of  the  company,  the  common 
stock,  at  inception,  had  no  asset  value  whatsoever.  The  common 
stock,  therefore,  may  properly  be  considered  as  having  been  issued 
as  a  bonus — 100,000  shares  or  25%  thereof  to  the  public  with  the 
first  preferred  stock,  and  300,000  shares  or  75%  thereof  to  the  spon- 
sors with  the  second  preferred  stock.  Thus,  the  sponsors,  by  an 
investment  in  second  preferred  stock  of  28.6%  of  the  contributed 
capital,  secured  75%  of  the  voting  power  and  the  right  to  75%  of 
the  surplus  profits,  while  the  public,  for  a  contribution  on  behalf 
of  the  first  preferred  stock  of  71.4%  of  the  total  contribution,  re- 
ceived 25%  of  the  voting  power  and  the  right  to  25%  of  the  surplus 
profits. 

In  February  1928,  a  little  more  than  a  year  after  American,  Brit- 
ish &  Continental  Corporation  began  operations,  the  company  was 
compelled  to  raise  additional  funds  through  the  issuance  of  a  de- 

196  Public  Examination,  American,  British  &  Continental  Corporation,  Commission's  Ex- 
hibits Nos.  444-6. 

If"  Id.,  at  4596,  and  Commission's  Exhibit  No.  450. 

1=8  Id.,  Commission's  Exhibit  No.  444. 

""  Id.,  Commission's  Exhibit  No.  446. 

-""  Net  proceeds  to  the  corporation  were  $9,600,000,  .$400,000  being  retained  by  the 
sponsors  as  commissions  on  distribution. 

^"1  Op.  cit.  supra,  note  194,  Commission's  Exhibit  No.  446. 

*"»  Id..  Commission's  Exhibit  No.  448. 
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benture  flotation  in  order  to  reduce  its  indebtedness  to  the  banks,^"^ 
and  $5,000,000  of  5%  $100  face  value  gold  debentures  were  sold  to 
the  public  at  $92  net  to  the  corporation-^^*  This  additional  public 
contribution  of  $4,600,000  to  the  capital  reduced  the  proportionate 
contribution  of  the  sponsors  to  21.5%. 

At  the  end  of  1928,  after  the  public  had  invested  over  $14,000,000 
in  American,  British  &  Continental  Corporation,  the  bankers  pro- 
ceeded to  recapitalize  the  company  so  as  to  reduce  the  amount  of 
their  own  investment,  and  yet  retain  their  influence  and  rights  in 
the  company.  As  the  sponsors  held  75%  of  the  common  stock  and 
all  of  the  issue  of  second  preferred  stock,  they  had  no  difficulty  in 
having  the  plan  of  recapitalization  and  the  necessary  amendments 
of  the  charter  adopted. ^°^  Pursuant  to  the  plan,  the  bankers  con- 
verted their  40,000  shares  of  second  preferred  stock  into  200,000 
shares  of  common  stock.-'^*'  A  public  offering  of  120,000  shares^  of 
common  stock  was  then  made,  the  120,000  shares  so  offered  being 
provided  by  the  bankers  out  of  the  200,000  shares  which  they  had 
received  on  the  conversion  of  their  second  preferred  stock.^"'^  The 
sponsors  realized  $2,098,500  through  the  sale  of  the  120,000  shares  of 
common  stock.-''®  The  sponsors  thus  reduced  their  original  invest- 
ment of  $4,000,000  in  the  company  by  more  than  half,  and  at  the  same 
time  retained  control  of  the  company.  Possessing  500,000  shares  of 
the  600,000  shares  of  common  stock  outstanding  after  the  conversion 
of  the  second  preferred  stock,  the  bankers  had  sold  120,000  of  those 
shares.  The  380,000  shares  of  common  stock  retained  by  theni  repre- 
sented 63.3%  of  the  voting  power  of  the  company  and  the  right  to 
the  same  percentage  of  prospective  surplus  profits.^°^ 

The  refinancing,  by  means  of  which  the  sponsors  were  enabled  to 
reduce  their  risk  by  more  than  one-half  and  at  the  same  time  retain 
control  of  the  company's  affairs,  also  afforded  them  the  opportunity 
to  realize  substantial  profits  over  the  original  cost  to  them  of  the 
securities  sold.  Gerald  F.  Beal,  president  of  J.  Henry  Schroder 
Banking  Corporation,  testified  -^°  that  the  sponsors  had  originally 

^  Id..  Commission's  Exhibit  No.  450. 

*»*  Id.,  at  4626,  and  Commission's  Bxhitits  Nos.  450  and  451. 

**  Approval  of  two-thirds  of  the  common  stock  and  of  a  majority  of  the  second  preferred 
stock  was  necessary  (id.,  Commission's  Exhibit  No.  444  (C.  &  S.)). 

'^  Op.  cit.  supra,  note  194,  at  4655-6. 

^The  European  banks  had  deporfted  81,000  shares  of  common  at  $17  per  share  with  a 
buying  group  composed  solely  of  Blytli,  Witter  &  Co.  and  J.  Henry  Schroder  Banking  Cor- 
poration. The  buying  group,  i.  e.,  the  American  bankers,  then  turned  over  to  a  selling  group 
120,000  shares  of  common  at  $18.50  per  share.  These  120,000  shares  consisting  of  the 
81,000  shares  deposited  by  the  European  concerns  plus  39,000  shares  deposited  by  Blyth, 
Witter  &  Co.  and  J.  Henry  Schroder  Banking  Corporation,  came  out  of  the  200,000  shares  of 
new  common  resulting  from  the  conversion  of  the  bankers'  holding  of  second  preferred 
stock.  Thus,  Blyth,  Witter  &  Co.  and  J.  Henry  Schroder  Banking  Corporation  received 
$18.50  per  share  for  their  39,000  shares  of  new  common  and  the  Europeans  received  $17 
per  share  for  the  balance.  The  selling  group,  in  turn,  sold  to  the  public  at  $20  per  share 
the  entire  120,000  shares  received  from  the  buying  group,  plus  an  additional  5,000  shares 
supplied  by  Blyth,  Witter  &  Co.  out  of  other  holdings  (id.,  at  4659-61,  4665,  4672). 

=«8  Op.  cit.  supra,  note  196,  at  4673. 

^The  sponsors  sold  the  120,000  shares  at  2%  times  the  cost  thereof  to  them.  They  had 
received  500,000  shares  at  a  cost  of  .$4,000,000,  or  $8  per  share,  and  sold  120,000  shares  at 
$20  per  .share.     The  common  stock  at  this  time  had  a  net  asset  value  of  $8.41  per  share. 

="0  Public  Examination,  American,  British  &  Continental  Corporation,  at  4797. 
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invested  $4,000,000  in  the  issue  of  second  preferred  stock  so  that  the 
first  risk  of  loss  would  fall  upon  them  rather  than  upon  the  public : 

Q.  Do  you  recall  why  it  was  that  the  bankers  determined  to  put  their 
investment  in  tlie  form  of  second  preferred  stock ;  what  was  the  thought 
there? 

A.  The  thought  was  this:  We  felt  in  the  first  place  that  if  we  were  going 
to  issue  securities  to  the  public,  that  there  should  be  a  cushion  ahead  of 
them.  We  determined  that  we  would  make  that  cushion  $4,000,000,  which  the 
sponsors  would  have  to  lose  before  the  public  lost  anything. 

Many  investors  undoubtedly  became  stockholders  in  American,  Brit- 
ish &  Continental  Corporation  in  reliance  upon  the  apparent  readi- 
ness of  the  sponsors  to  share  the  first  risk  with  the  public.  As  has 
been  noted,  the  sponsors,  within  two  years  after  the  formation  of  the 
company,  shifted  more  than  50%  of  their  risk  to  the  public  and 
realized  a  profit  in  so  doing  of  $1,138,500.^" 

The  stock  for  which  the  public  paid  $20  per  share  at  the  end  of 
1928  fell  precipitously  in  asset  value  and  in  market  price  within  a 
year.  By  the  end  of  1930,  the  stock  had  no  asset  value,  and  through 
the  period  1930-1935  it  never  regained  an  asset  value.^^-  In  1932  this 
common  stock  had  a  market  quotation  as  low  as  $t&  per  share,  with 
a  slight  recovery  at  the  year  ends  of  1934  and  1935  when  it  was 
quoted  at  $%  and  $i/i,  respectively.  On  the  basis  of  the  market 
quotation  at  the  end  of  1935,  the  individual  who  had  purchased  a 
share  for  $20  was  faced  with  an  unrealized  loss  of  $19.75,  while  taken 
as  a  group  the  purchasers  of  these  120,000  shares  were  faced  with 
a  loss  in  market  value  totaling  $2,370,000. ^^ 

(5)  SHAWMUT  BANK  INVESTMENT  TRUST  ^^* 

The  capital  set-up  devised  by  The  National  Shawmut  Bank  of 
Boston,  Massachusetts,  and  The  Shawmut  Corporation,  its  security 
affiliate,  for  the  Shawmut  Bank  Investment  Trust,  an  unrestricted 
management  investment  company  created  under  a  declaration  of 
trust,^^^  was  somewhat  similar  to  that  of  United  States  &  Foreign 
Securities  Corporation.  The  sponsor  secured  50%  of  the  equity 
rights  in  a  company  capitalized  at  $6,000,000  through  an  investment 
of  $1,040,000  in  a  junior  debenture  issue.^^*'     Control  was  not  an 

2"  The  sponsors  had  originally  contributed  $100  per  unit  of  one  share  of  second  preferred 
stock  and  7%  shares  of  common  stock,  receiving  in  all  40,000  shares  of  preferred  stock  and 
300,000  shares  of  common  stock.  By  the  plan  of  recapitalization  they  now  received  5  shares 
of  common  stock  for  each  share  of  preferred  stock,  thus,  obtaining  12i^  shares  of  common 
stock  for  each  $100  contributed,  an  average  cost  of  $8  per  share.  They  disposed  of  120,000 
shares  of  common  stock  for  $2,098,500 — thereby  realizing  a  profit  of  $1,138,500. 

2'^  Reply  to  the  Commission's  questionnaire  for  Amrrican,  British  &  Continental  Corpora- 
tion, Pt.  I   (Annual  Reports). 

213  It  win  be  recalled  that  the  purchasers  of  this  common  stock  suffered  a  complete  loss 
In  asset  value.  See  supra.  The  first  preferred  stock  was  "under  water''  over  the  period 
1930-1935.     (See  supra,  pp.  1570-1.) 

="  See  also  infra,  pp.   1597-1641. 

*!">  Reply  to  the  Commission's  questionnaire  for  Shawmut  Bank  Investment  Trust,  Pt.  IV, 
Item  19. 

^«  Public  Examination,  Shawmut  Bank  Investment  Trust,  et  al.,  at  3295  and  Commission's 
Exhibit  No.  354   (pp.  13-14). 
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objective  of  the  form  of  capitalization  inasmuch  as  this  investment 
company  was  a  Massachusetts  trust,  the  shareholders  in  which  have 
no  effective  voting  rights,  the  management  of  the  company  resting 
in  the  hands  of  self -perpetuating  trustees.^^^  The  policies  of  the  trust 
were  controlled  by  The  National  Shawmut  Bank  by  reason  of  the 
fact  that  directors  and  officers  of  the  bank  were  the  trustees  of  the 
investment  company.^^^ 

The  trust,  upon  organization,  sold  $5,000,000  of  senior  debentures 
to  the  public,  $2,500,000  of  which,  maturing  March  1,  1942,  carried 
an  interest  rate  of  41/2 7p  per  annum  and  the  other  $2,500,000,  matur- 
ing March  1,  1952,  carried  an  interest  rate  of  5%  per  annum.^^^  An 
issue  of  $1,000,000  par  value  "Junior  notes"  maturing  March  1,  1952, 
and  carrying  6%  interest  per  annum  was  purchased  by  The  National 
Shawmut  Bank,  the  sponsor,  for  $l,040,000.2-^«  The  $5,000,000  of 
senior  debentures  were  accompanied  by  stock  warrants  for  37,500 
shares  of  common  stock,  as  were  the  $1,000,000  of  junior  notes.-^^  An 
equal  number  of  common  shares  was  thus  set  aside,  without  additional 
cost,  for  the  whole  class  of  senior  debenture  holders  and  for  the  class 
of  junior  note  holders. 2--  The  sponsor,  supplying  one-sixth  of  the 
capital,  became  entitled  to  50%  of  the  surplus  profits  of  the  company. 

The  common  stock  at  inception  had  no  asset  value.^^^  The  net  pro- 
ceeds to  the  company  from  the  sale  of  the  securities  totaled  $5,990,000, 
slightly  less  than  the  par  value  of  the  debentures,  due  to  the  fact  that 
the  company  had  paid  a  small  underwriting  fee  to  The  Shawmut 
Corporation,"^  a  security  affiliate  of  the  bank.  All  appreciation  in 
the  assets  of  the  company  over  the  par  value  of  the  debentures  and 
notes  (and  interest  charges  on  debentures)  would  accrue  to  the  com- 
mon stock,  50%  of  which  was  owned  by  the  sponsor.^^^ 

As  of  December  31,  1929.  the  assets  of  the  investment  company 
had  increased  to  about  $8,000,000,226  The  common  stock  had  thus 
acquired  an  equity  of  about  $2,000,000.  The  $1,000,000  of  "Junior 
notes"  originally  purchased  by  the  sponsor  were  fully  covered,  and 
the  sponsor  had  an  unrealized  profit  to  the  extent  of  approximately 
another  million  dollars,  in  the  accrual  of  asset  value  to  its  equity 
stock.  The  37,500  shares  of  common  stock  received  by  the  sponsor  as 
a  bonus  had  acquired  an  asset  value  of  $25.99  per  share.^^^ 

While  the  equity  profits  during  the  early  prosperous  period  accrued 
entirelj^  to  the  common  stock,  the  absence  of  any  safeguards  for  the 
debentures  left  them  completely  exposed  at  the  termination  of  the 

"'Id.,  Commission's  Exhibit  No.  354   (p.  10). 

^  Reply  to  the  Commission's  questionnaire  for  Shawmut  Bank  Investment  Trust,  Tt.  IV, 
Item  21,  and  op.  cit.  supra,  note  216,  at  3307. 
"9  Op.  cit.  supra,  note  216. 
^  Ibid. 
^1  Id.,  at  8303-4. 

222  Id.,  at  3304. 

223  Op.  Cit.  supra,  note  216,  at  3297-8,  3292  and  Commission's  Exhibit  No.  354. 
2^  Id.,  at  3295. 

225  See  supra,  p.  1618. 

2»  Reply  to  the  Commission's  questionnaire  for  Shawmut  Bank  Investment  Trust,  Pt.  II, 
2^  Reply  to  the  Commission's  questionnaire  for  Shawmust  Bank  Investment  Trust.  Pt.  IV, 
Table  7.  Sec.  IV. 
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inflated    market.     In    November    1931    the    senior    debentures    were 
"under  water"  and  the  "Junior  notes"  had  no  asset  value  at  all.^^^ 

b.  lUustrations  of  the  Class  B  Common  Stock  Form  of  Complex 
Capital  Structure 

Prior  to  1927,  promoters  and  sponsors  often  secured  the  advantages 
flowing  from  a  complex  capital  structure  by  organizing  investment 
companies  with  an  issue  or  issues  of  debentures  and/or  preferred 
stock  in  addition  to  a  single  variety  of  common  stock.  After  1927 
"common  stock,"  carrying  the  suggestion  of  a  share  in  the  potential 
surplus  profits,  was  discovered  to  be  meeting  with  increasing  popu- 
lar favor.  In  addition,  the  weakness  of  the  senior  security  of  the 
investment  company  in  respect  to  assurance  of  safety,  possibility  of 
profit,  and  participation  in  management,  began  to  be  noted  by  some 
security  purchasers.  Hence,  a  variation  of  complex  capital  structure, 
different  in  form  from  the  conventional  bond,  preferred  plus  common 
stock  type  of  set-up,  began  to  be  utilized  by  sponsors  of  investment 
companies.  The  innovation  in  this  new  type  of  set-up  was  the  crea- 
tion of  several  classes  of  "common  stock."  One  class,  usually  called 
Class  A  common  stock,  was  intended  primarily  for  distribution  to 
the  public,  and  the  other  was  designed  for  the  sponsor.  The  latter 
class,  commonly  called  Class  B  common  stock,  was  represented  by  no 
contribution  or  a  very  small  contribution  to  the  capital  investment — 
yet  carried  the  major  part  of  the  voting  power  in  the  company. 
While  in  some  companies  the  Class  B  common  stock  was  not  granted 
the  whole  of  the  surplus  profits,  it  generally  held  the  right  to  a  pro- 
portion of  the  equity  profits  surpassing  its  proportion  of  capital 
contribution.  On  the  other  hand,  the  Class  A  common  stock  issued 
for  public  distribution,  which  brought  the  major  contribution  to  the 
capital  of  the  company,  was  awarded  little  voting  power  and  was 
generally  underprivileged  in  respect  to  surplus  profits.  To  compen- 
sate for  the  subordination  of  the  Class  A  common  stock  in  these 
respects,  this  class  was  generally  granted  a  limited  fixed  priority  over 
the  Class  B  common  stock  in  the  distribution  of  dividends. 

The  general  effect  of  this  type  of  set-up  was  to  secure  to  the  sponsor 
who  held  the  Class  B  common  shares  the  advantages  of  the  common- 
stock  holder  in  the  conventional  complex  structure  while  relegating 
the  investor  who  held  the  Class  A  stock  to  a  status  resembling  that  of 
the  senior  security  holder  in  the  conventional  complex  structure 
company. 

In  numerous  instances  such  companies  issued  bonds  and/or  pre- 
ferred stocks  in  addition  to  classified  common  stocks.  In  such 
cases  the  position  of  the  Class  A  common  stockholder  was  partic- 
ularly weak — he  was  accorded  neither  the  possibility  of  a  substantial 
share  of  the  equity  profits — implied  by  the  designation  "common 
stock" — nor  the  early  priority  rights  granted  to  the  bonds  and 
preferred  stock. 

^  The  common  stock  fell  from  an  asset  value  of  $25.99  on  December  31,  1929,  to  $5.22 
on  December  31,  1930.  From  1931  through  1935  it  had  no  asset  value.  The  notes  had  no 
asset  coverage  from  1931  through  1934  and  were  "under  water"  on  December  31,  1935. 
The  senior  debentures  did  not  regain  full  asset  coverage  until  the  end  of  1935  (Reply  to 
the  Commission's  questionnaire  for  Shawmut  Bank  Investment  Trust,  Pt.  IV,  Item  28). 
See  discussion  of  absence  of  safeguards  for  these  debentures,  infra,  pp.  1597-1641. 
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Several  examples  will  be  presented  wherein  the  sponsors,  by  set- 
ting up  a  capital  structure  containing  Class  A  common  stock  and 
Class  B  common  stock,  secured  the  advantages  which  other  sponsors 
attained  through  the  bonds  and/or  preferred  stock  structural  pattern. 

(1)  ITALIAN  SUPERPOWER  CORPORATION 

Italian  Superpower  Corporation  was  organized  on  January  19, 
1928,  in  Delaware.^^^  by  Bonbright  &  Company,  Incorporated  and 
Field,  Glore  &  Co.2^°  representing  American  interests,  and  Banca 
Commerciale  Italiana  of  Milan,  Italy,  the  largest  Italian  commer- 
cial and  investment  bank,  representing  Italian  interests.^^^ 

During  the  first  year  of  its  existence,  the  company  issued  35- 
year  6% debentures;  $6  cumulative  preferred  stock;  Class  A  com- 
mon stock  and  Class  B  common  stock  in  exchange  for  Italian  se- 
curities of  an  aggregate  market  value  of  $31,957,902  (which  con- 
stituted its  original  portofolio)  and  $3,000,000  contributed  in  cash.-^- 

The  agreement  between  the  sponsors,  dated  December  5,  1927, 
contemplated  the  sale  of  the  Italian  securities  by  the  sponsors  to 
the  investment  company  for  wliich  the  company  would  pay  the 
sponsors  two-thirds  in  cash  and  one-third  in  preferred  stock  of 
the  company.  The  necessary  cash  was  to  be  raised  by  the  resale 
to  the  American  public  of  the  company's  debentures.  The  equity 
stock  was  to  be  issued  as  a  bonus,  roughly  half  to  the  American 
sponsors  and  half  to  the  Italian  sponsors.-^^ 

On  January  31,  1928,  the  sponsors  turned  over  to  the  newly 
formed  company  Italian  securities  with  a  market  value  of  $31,- 
957,902.25.-^*  The  company  issued  to  the  sponsors  in  exchange  not 
only  6%  debentures  and  6%  cumulative  preferred  stock  but  also 
850,000  shares  of  Class  A  common  stock  and  150,000  shares  of  Class  B 
common  stock.^^^  The  original  agreement  necessarily  contemplated 
that  there  would  be  no  equity  assets  in  back  of  the  conmaon  stock,  as 
it  provided  that  the  sponsors  be  fully  reimbursed  for  the  securities 
transferred  to  the  company  by  the  debentures  and  preferred  stock 
issued.  As  the  company  was  to  issue  debentures  and  preferred  stock 
equal  in  dollar  value  to  the  price  established  for  the  assets,  there 
would  be  left  no  equity  for  the  common  stock. 

^  Reply  to  the   Commission's  questionnaire  for  Italian   Superpower  Corporation,    Pt.   I, 
Items  (d)    (e). 
Exhibit  A. 

230  Public  Examination,  Italian  Superpower  Corporation,  at  7596. 

^Op.  cit.  supra,  note  229,  Pt.  I,  Item  5,  Exhibit  C  (1)  and  Pt.  IV,  Item  20. 

2«Id.,  Pt.  V,  Item  41,  and  Pt.  VII,  Table  32  (note).  Subsequently,, on  July  1.  1929,  the 
company  increased  the  amount  of  its  funded  debt  by  $2,000,000  through  the  sale  of  $4,000,000 
of  35-year  6%  debentures  (with  option  warrants  attached),  only  $2,000,000  of  which  con- 
stituted a  new  issue,  the  balance  consisting  of  previously  issued  debentures  which  had  been 
reacquired  by  the  company    (id.,  Pt.   V,   Item  41,  and   Pt.  I,  Exhibit  P   (2)). 

^^  Op.  cit.  supra,  note  230,  at  7669,  and  the  reply  to  the  Commission's  questionnaire  for 
Italian  Superpower  Corporation,  Pt.  I,  Exhibit  C  (1). 

234  xhe  agreement  of  December  5,  1927  (reply  to  the  Commission's  questionnaire  for 
Italian  Superpower  Corporation,  Pt.  I,  Exhibit  C  (2)),  stated  that  the  market  value  of  the 
securities  to  be  transferred  by  the  sponsors  was  $28,251,515.96  (Public  Examination,  Italian 
Superpower  Corporation,  at  7669).  The  difference  between  that  amount  and  $31,957,902.25 
is  explained  by  an  increase  in  marliet  value  between  December  5,  1927,  and  January  31,  1928. 

=35  Reply  to  the  Commission's  questionnaire  for  Italian  Superpower  Corporation.  Pt.  I, 
Exhibit  C  (5),  p.  2,  and  Pt.  VII,  Table  32   (note). 
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The  company  issued  to  the  sponsors,  in  exchange  for  the  securi- 
ties transferred  to  it,  its  own  securities  in  the  following  propor- 
tions :  ^^^ 


Total  issued  to  sponsors  in  exchange  for  Italian 
securities 

Issued  to 
Bon  bright 
&  Co.,  Inc. 
and  Field, 
Glore  &  Co. 

Banea  Com- 
merciale 
Italiana, 
Milan 

A.  P. 
Talliaferro 

C.  W. 
Street 

$20  250,000—6%  debentures,  1S63 

$20, 250, 000 
10,750  shs. 
355,710  shs. 

94,172  shs.  $6  preferred 

850,000  shs.  Class  A  common 

III 
III 

84  shs. 
28,361  shs. 

85  shs. 
28,462  shs. 

75,000  shs.  Glass  B  common  2d  series 

75,000  shs. 

Bonbright  &  Company,  Incorporated  and  Field,  Glore  &  Co.,  Inc., 
the  principal  American  sponsors,  undertook  to  transform  the  deben- 
tures into  cash  so  that  the  various  sponsors  might  receive  the  two- 
thirds  in  cash  which  the  original  agreement  contemplated.  The 
American  bankers  offered  to  the  public  units  at  $1,000,  each  unit 
consisting  of  a  $1,000  debenture,  five  shares  of  Class  A  common  stock, 
and  an  option  warrant  issued  by  Bankers  Trust  Company,  as  deposi- 
tary, which  entitled  the  holder  to  purchase  10  shares  of  Class  A 
common  stock  of  the  corporation  up  to  January  1,  1938,  at  prices 
progressively  increasing  from  $10.00  to  $20.00  per  share.  These 
option  warrants  represented  a  right  to  purchase  shares  of  Class  A 
common  stock,  originally  acquired  by  the  American  sponsors  which 
were  deposited  with  Bankers  Trust  Company.-^^ 

By  this  method  of  disposition,  the  American  bankers  received  from 
the  public  $20,250,000,  for  which  they  transferred  to  the  public  the 
issue  of  $20,250,000  6%  debentures,  101,250  shares  of  Class  A  common 
stock,  and  warrants  to  purchase  202,500  shares  of  Class  A  common 
stock.^'^'s  The  American  sponsors  apparently  distributed  the  cash  to 
the  Italian  and  American  sponsors  in  the  proportion  in  which  each 
had  contributed  Italian  securities  to  the  company's  portfolio. 

The  Class  A  common  stock,  which  was  given  as  a  bonus  with  the 
bonds  sold  to  the  public,  was  contributed  by  the  American  sponsors 
from  the  shares  of  Class  A  common  stock  which  they  had  themselves 
received  as  a  form  of  bonus  from  the  company .-^^  The  original  plan 
had  contemplated  that  the  entire  block  of  the  Class  A  common  stock 
received  by  the  American  bankers  should  go  as  a  bonus  with  the  de- 
bentures offered  to  the  American  public."^'^  However,  by  the  time  the 
debentures  were  actually  offered  to  the  public,  the  stock  markets  in 
Italy  and  the  investment  market  in  New  York  had  gone  up  so  that 
the  American  sponsors  considered  the  donation  of  their  entire  Class 
A  stock  to  the  purchasers  of  the  debentures  excessive,  and  therefore 


2.16  rpjjQ  figures  are  derived  from  the  repl.v  to  the  Commission's  questionnaire  for  Italian 
Superpower  Corporation,  Ft.  I  (Exhibit  C-5)  and  Pt.  II  (Exhibit  A,  Schedules  16,  18,  and 
19)    and  from  the  Public  Examination,   Italian   Superpower   Corporation,   at  7673-5. 

2"  Id.,  Pt.  I,  Exhibit  F  (1).  These  rights  to  purchase  the  Class  A  stock  were  designated 
"reversionary  certificates." 

^■■'sOp.  cit.  supra,  note  230,  at  7673-4. 

"» Id.,  at  7660-3  and  7670. 

^'"Id.,  at  7662. 
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granted  outright  to  the  public  only  101,250  shares  of  the  Class  A 
common  stock,  retaining  the  remainder  for  themselves  subject  to  the 
exercise  by  the  public  of  the  options  accompanying  the  debentures.^*^ 

Concurrently  -with  the  distribution  of  securities  described  above, 
the  corporation  offered  30,000  shares  of  6%  preferred  stock  and 
120,000  shares  of  Class  A  common  stock  to  interests  affiliated  with  the 
sponsors,  for  $3,000,000  cash.^^-  This  cash  was  to  provide  a  working 
capital.  As  the  par  value  of  the  preferred  was  $100,  the  120,000 
shares  of  the  Class  A  common  stock  were  offered  as  a  bonus  to  these 
interests. 

It  should  be  noted  that  the  Class  B  common  stock  was  held  entirely 
by  the  sponsors,  75,000  shares  by  Bonbright  &  Company,  Incorporated 
and  Field,  Glore  &  Co.,  and  75,000  shares  by  Banca  Commerciale 
Italiana.-^^  The  Class  B  common  stock  was  the  only  security  entitled 
to  vote.  In  all  other  respects,  the  Class  A  common  stock  and  the 
Class  B  common  stock  were  identical.^**  Through  their  ownership  of 
the  Class  B  stock,  Avhich  had  a  stated  value  of  10  cents  per  share  and 
for  which  they  had  contributed  no  consideration  to  the  company,  the 
sponsors  had  complete  control  of  the  corporation. 

Of  the  Class  A  common  stock  'there  were  issued  in  all  970,000 
shares,^^^  850,000  shares  as  a  bonus  to  the  organizers  and  120,000 
shares  as  a  bonus  with  the  preferred  stock  sold  to  the  interests  affil- 
iated with  the  sponsors.-^^  It  will  be  recalled  that  the  American 
sponsors  parted  with  101,250  of  these  shares  to  accompany  the  deben- 
tures. The  remaining  Class  A  shares  were  retained  by  the  sponsors 
and  the  interests  associated  with  them.  Since  the  Class  A  stock  and 
Class  B  stock  were  equally  entitled  to  share  in  the  equity  and  surplus 
profits,  the  equity  interests  of  the  public  consisted  of  an  ownership  of 
101,250  equity  shares  out  of  a  total  of  1,120,000  equitv  shares  (Class 
A  and  Class  B),  or  9%. 

Hence,  it  will  be  noted  that  the  public,  which  had  put  $20,250,000 
into  the  company  through  the  purchase  of  debentures,  held  less  than 
10%  of  the  equity  securities  and  had  no  voice  at  all  in  the  manage- 
ment, while  the  insiders  held  over  90%  of  the  equity  stock  and  100% 
of  the  voting  securities. 

The  amount  that  the  sponsors  and  their  affiliated  interests  actually 
invested  in  the  company  may  readily  be  calculated.  The  original 
sponsors,  which  had  transferred  to  the  company  Italian  securities  of 
a  market  value  of  $31,957,902.25,^*'  received  payment  of  two-thirds 
of  the  value  in  cash.^*®  The  remaining  third  of  the  value,  approxi- 
mately $10,000,000,  represented  their  investment  in  the  company.^*^ 
The  interests  affiliated  with  the  sponsors  had  contributed  $3,000,000 
in  cash  for  30,000  shares  of  6%  preferred  stock.^""    In  all,  the  sponsor 

2*1  Id.,  at  7662-3. 

=^  Reply  to  the  Commission's  questionnaire  for  Italian  Superpower  Corporation,  Pt.  I, 
Exhibit  C  (3),  and  Pt.  II,  Exhibit  A,  Schedule  18. 
"» Id.,  Pt.  I,  Exhibit  C. 

^Op.  cit.  supra,  note  230,  Conunission's  Exhibit  No.  701   (note  under  "Capitalization") - 
^  Id.,  Commission's  Exhibit  No.  701. 
**9  Op.  cit.  supra,  note  242. 
«^Id.,  Pt.  VII.  Table  32  (note). 

*^ia.,  Pt.  I,  Exhibit  C  (1)  and  op.  cit.  supra,  note  182,  at  7669. 
^^  Op.  cit.  supra,  note  230,  at  7667-9. 
'=*Op.  cit.  supra,  note  242,  Pt.  V,  Item  41. 
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interests  contributed  approximately  $13,000,000  out  of  a  total  contri- 
bution of  $34,957,902.25.  As  noted  above,  they  secured  100%  control 
of  the  company  and  the  right  to  receive  in  excess  of  90%  of  the 
profits.  In  addition,  of  course,  their  investment  was  represented  by 
6%  cumulated  preferred  stock  of  a  face  value  equivalent  to  their 
investment.^^^ 

It  should  be  recalled  that  the  sponsors  received  Class  A  stock  and 
Class  B  stock  as  a  bonus.  The  American  sponsors  had  granted 
options  on  some  202,500  shares  of  their  Class  A  stock  to  the  pur- 
chasers of  the  debenture  units,  retaining  what  were  termed  "rever- 
sionary certificates"'  in  that  Class  A  stock,  namely,  the  right  to  the 
exercise  price  or  the  unencumbered  return  of  the  stock  from  the 
trustee  if  the  options  were  not  exercised  by  a  fixed  date.  In  Janu- 
ary 1929  Bonbright  &  Company,  Inc.  and  Field,  Glore  &  Co.  sold 
their  Class  B  stock  and  the  major  part  of  their  interest  in  the  rever- 
sionary certificates  to  American  Superpower  Corporation,  an  invest- 
ment-holding company  which  Bonbright  &  Company,  Inc.  had 
formed  in  1923, ^^^  in  exchange  for  Class  A  stock  of  American  Super- 
power Corporation  of  an  approximate  value  of  $2,900,000.2^^  Bon- 
bright &  Company,  Incorporated,  immediately  disposed  of  its  shares 
of  the  American  Superpower  Corporation  Class  A  stock  for  $1,272,- 
650.2^*  Field,  Glore  &  Co.  appears  to  have  realized  at  least  an  equal 
amount  in  the  disposal  of  its  Class  A  stock  of  American  Superpower 
Corporation.^''^  These  sums  must  be  considered  clear  profit  to  the 
American  bankers,  inasmuch  as  both  the  reversionary  certificates  and 
the  Class  B  stock  which  they  turned  over  to  American  Superpower 
Corporation  had  been  received  by  them  without  cost."^*^ 

American  Superpower  Corporation,  on  the  other  hand,  ultimately 
sustained  a  loss  on  the  transaction  of  over  $2,500,000.  That  corpora- 
tion sold  a  small  part  of  the  reversionary  certificates  in  1929  and  1930 
at  a  small  profit  and  the  balance  of  the  reversionary  certificates  and 
the  Class  A  stock  in  1936  to  Atlas  Corporation  for  a  total  of 
$213,990.2"  Thus  the  banking  sponsors  of  Italian  Superpower  Cor- 
poration turned  their  bonus  stock  into  a  cash  profit  of  more  than 
$2,500,000,  while  a  loss  of  approximately  the  same  amount  was  sus- 
tained by  American  Superpower  Corporation,  an  investment  com- 
pany under  the  same  sponsorship  as  Italian  Superpower  Corporation. 

(2)  STERLING  SECURITIES  CORPORATION 

Sterling  Securities  Corporation  is  an  example  of  the  advantages 
accruing  to  sponsors  through  their  authority  over  the  form  and  man- 
ner of  the  capitalization  of  the  investment  company.  In  this  company 
management  contributed  less  than  $150,000  ^^^  and  controlled  a  fund, 

251  The  details  concerning  the  substantial  profits  which  Bonbright  &  Company,  Inc.,  and 
Meld,  Glore  &  Co.  subsequently  made  through  the  sale  of  their  Class  B  common  stock  ar« 
related  in  Ch.  Ill  of  this  part  of  the  report,  pp.  928-35. 

^^  Public  Examination,  American  Superpower  Corporation,  at  9299. 

•53  Public  Examination,  Italian  Superpower  Corporation,  at  7723. 

'"  Op.  cit.  supra,  note  252,  at  9361. 

='"  Id.,  at  9360. 

=«!  Id.,  at  9361. 

=*^  Op.  cit.  supra,  note  230,  Commission's  Exhibit  No.  704 ;  Op.  cit.  supra,  note  252, 
at  9379-83. 

»M  Public  Examination,  Sterling  Securities  Corporation,  at  14662  and  14710-1. 
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collected  from  the  public,  of  more  than  $32,000,000.  By  a  two-class 
jjrefeiTed  and  a  two-class  common  stock  set-up  they  constructed  an 
outstandingly  top-heavy  leverage  structure.  By  a  well-planned  par- 
celing out  of  rights  and  privileges  to  the  various  types  of  securities, 
they  contrived  to  secure  for  the  management  Class  B  common  stock, 
acquired  by  them  at  50  cents  a  share,-^''  the  right  to  25%  of  all  the 
corporation's  profits,  and  appreciation  in  assets  above  the  payment  of 
the  limited  fixed  claims  of  the  senior  securities.^^''  They  allotted  to 
the  Class  B  stock  special  comulative  voting  rights,^^^  until  compelled 
to  relinquish  them  at  the  insistence  of  the  New  York  Stock  Ex- 
change.-®- Upon  the  termination  of  the  period  of  security-market 
inflation,  the  sponsors,  due  to  the  special  powers  vested  initially  in 
the  management  stock,  were  able  to  secede  from  the  company  and 
secure  large  premiums  for  the  transfer  of  control  to  other  interests.^^^ 

Sterling  Securities  Corporation  was  incorporated  in  Delaware  on 
Februarv  18,  1928.-^*  Its  formation  was  the  result  primarily  of  the 
efforts  of  Edward  B.  Twombly,  Sterling  Pile,-®^  and  Walter  R.  Wolf .-«« 
Mr.  Twombly  was  a  member  of  the  law  firm  of  Putney,  Twombly  and 
Hall,  of  New  York  City,  and  was  then  counsel  for  and  a  director  of 
Insurarshares  Corporation  of  New  York,-®'  a  securities  distribution 
organization  of  which  Sterling  Pile  was  president.^®®  Walter  R.  Wolf 
was  the  assistant  to  the  president  of  The  Farmers'  Loan  and  Trust 
Company,^®^  which  actecl  as  trustee  and  custodian  of  portfolio  of 
Insuranshares  Certificates,  Inc.,  a  limited-management  investment 
cxDmpany  ^'^  for  which  Insuranshares  Corporation  of  New  York  served 
as  the  distributing  organization.-'^  Management  of  the  portfolio  was 
entrusted  to  the  investment  counsel  firm  of  Scudder,  Stevens  & 
Clark.^^-^ 

The  certificate  of  incorporation  of  Sterling  Securities  Corporation 
provided  for  the  issuance  of  four  classes  of  stock,  to  wit,  convertible 
first  preferred  stock,  preference  stock.  Class  A  common  stock,  and 
Class  B  common  stock.-"^  Through  the  acquisitioi>  of  the  Class  B 
common  stock  the  management  secured  its  strategic  position  in  the 
corporation.^"* 

On  March  3, 1928,  the  corporation  issued  28,333  shares  of  its  Class  B 
common  stock  to  each  of  the  three  primary  sponsors.  Sterling  Pile, 
Walter  R.  Wolf,  and  Edward  B.  Twombly.^^^     On  the  same  day 

^■0  Id.,  at  14642-6. 
*»Id.,  at  14707-10. 
«»Id.,  at  14659. 
*3  Id.,  at  14726-31. 

=*•  Reply  to   the   Commission's  questionnaire  for   Sterling  Securities   Corporation,   Pt.   I, 
Item  1  (d)   (e),  and  op.  cit.  supra,  note  258,  at  14627-8. 
»»  Op.  cit.  supra,  note  258,  at  14639. 
^  Id.,  at  14630,  14632. 
""  Id.,  at  14648-9. 
a*' Id.,  at  14621-2. 

'^  Id.,  Commission's  Exhibit  No.  1503. 
^  Id.,  at  14632,  14634. 
■-'">  Id.,  at  14626-8  and  14684-6. 

^1  Reply  to  the  Commission's  questionnaire  for  Insuranshares  Certificates,  Inc.,  Pt.    I. 
"'■'Op.  cit.  supra,  note  258,  at  14760  and  Commission's  Exhibits  Nos.  1509  and  1511. 
'"^  Id.,  Commission's  Exhibit  No.  1496. 
"*  Id.,  at  146G0. 
^  Id.,  at  14666  and  14690. 
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30,000  shares  of  the  Corporation's  Class  B  common  stock  were  pur- 
chased by  Insnranshares  Corporation  of  New  York ;  ^' '^  30,000  shares 
by  Harold  A.  Fortington,^'^  the  American  financial  representative 
of  the  Eoyal  Insurance  Company  of  England,^ "^  who  had  been  se- 
lected as  a  member  of  the  corporation's  financial  committee ;  ~'^  and 
30,000  shares  by  the  firm  of  Scudder,  Stevens  &  Clarkj^^"  the  manager 
of  the  corporation.-^^  All  the  sales  of  the  Class  B  common  stock  were 
at  50  cents  per  share.-^^  During  1928  and  1929  a  total  of  48,298  addi- 
tional shares  of  Class  B  stock  were  issued  at  the  same  price  of  50  cents 
per  share  to  other  directors  and  officers  of  the  corporation.-^"  Thus 
a  total  of  223,297  shares  of  the  Class  B  common  stock  of  Sterling 
Securities  Corporation,  more  than  a  majority  of  the  number  of  such 
shares  authorized  by  the  corporation  cliarter,-®*  were  issued  to  the 
above-named  organizers  and  sponsors  of  the  corporation  for  a  total 
consideration  of  $111,648.50.285 

During  the  first  period  of  distribution  another  block  of  60,000  shares 
of  Class  B  common  stock  was  issued.-®'^  This  constituted  part  of  a 
50,000-unit  public  offering.-*^  The  Class  B  common  stock  contained 
in  these  units  constituted  the  only  Class  B  common  stock  sold  to  the 
public. 

At  the  end  of  the  first  distribution  273,297  shares  of  Class  B  conmion 
stock  had  been  issued  for  a  contribution  of  $136,648.50  to  the  com- 
pany's capital.  By  far  the  greater  part  of  the  contribution  to  the 
capital  of  the  company  came  from  the  sale  of  the  preference  stock  and 
the  Class  A  common  stock  to  the  public  in  this  period. 

Early  in  March  1928  Sterling  Securities  Corporation  had  sold  to 
the  public  50,000  units,  each  consisting  of  five  shares  of  preference 
stock,  five  shares  of  Class  A  common  stock,  and  one  share  of  Class  B 
common  stock,  at  a  price  of  $160.50  per  unit.-*^*  As  noted  above,  the 
50,000  Class  B  shares  contained  in  these  units  constituted  the  onh^ 
Class  B  common  stock  distributed  to  the  public.  The  net  proceeds  to 
the  corporation  from  the  sale  of  these  units  totaled  $8,025,000 — ^$8,- 
000,000  in  payment  for  the  preference  stock  and  the  Class  A  common 
stock  and  $25,000  in  payment  for  the  50,000  shares  of  Class  B  stock.-^'' 

In  May  1928,  Insnranshares  Corporation  of  New  York,  in  the  ca- 
pacity of  exclusive  selling  agent  for  Sterling  Securities  Corporation  -^'^ 
had  offered  to  the  public  250,000  units  of  its  securities  at  $34  per  unit, 
each  unit  consisting  of  one  share  of  preference  stock  and  one  share  of 
Class  A  common  stock.-^^     Sterling  Securities  Corporation  received 

™  Id.,  at  14666. 

^  Ibid. 

2"  Id.,  at  14631. 

-•"Id.,  at  14692. 

="^0  Id.,  at  14666. 

281  Id.,  at  14692. 

=«-  Id.,  at  14642. 

2«»Id,,  Commission's  Exhibit  No.  2001  (pp.  259-61). 

=**  Id.,  Commission's  Exhibit  No.  1496. 

wBld.,  Commission's  Exhibit  No.  2001    (pp.  259-60). 

=s«Id.,  at  14653. 

-"''  Ibid. 

2^8  Ibid. 

ssoid.,  at  14654. 

-■'°  Id.,  at  14655-6  and  Commission's  Exhibit  No.  1497. 

^'  Id.,  at  14654-5. 


INVESTMENT   TRUSTS    AND    INVESTMENT    COMPANIES       1627 

$8,000,000  net  proceeds  from  the  sale  of  the  securities,-^-  Insuranshares 
Corporation  receiving  gross  selling  commission  of  $500,000.-^^ 

Thus,  at  the  conclusion  of  this  phase  of  the  financing,  Sterling  Se- 
curities Corporation  had  received  for  the  issuance  of  500,000  shares 
of  its  preference  stock  500,000  shares  of  its  Class  A  common  stock  and 
273,297  shares  of  its  Class  B  common  stock,  a  total  of  $16,136,648.50.'^^ 
Of  the  total  capital  contribution  to  the  corporation,  only  $136,648.50 
had  been  contributed  by  the  holders  of  the  273,297  shares  of  the  Class 
B  common  stock  outstanding.  Of  these  273,297  shares  of  Class  B 
common  stock,  the  corporation's  sponsors,  officers,  directors,  invest- 
ment managers,  and  selling  agents  had  acquired  a  total  of  223,297 
shares  for  which  they  had  paid  $111,648.50. 

A  review  of  the  rights  and  privileges  accorded  to  the  various  classes 
of  securities  by  the  charter  of  the  corporation  will  indicate  what  the 
sponsors  had  secured  for  their  investment  of  approximately  $111,000 
in  the  corporation. 

The  authorized  capital  structure  of  the  corporation  consisted  of 
500,000  shares  of  6%  convertible  first  preferred  stock  of  the  par  value 
of  $50  per  share,  entitled  on  the  dissolution  of  the  corporation  to  a 
prior  preference  in  assets  to  the  extent  of  $50  per  share  and  accrued 
dividends,  and  convertible  within  a  specified  period  of  time  into 
Class  A  common  stock  at  a  specified  ratio.-^^  It  will  be  noted  that  in 
the  first  period  of  distribution  no  stock  of  this  type  had  been  issued. 

The  preference  stock  was  entitled  to  a  dividend  of  6%  per  annum, 
had  a  par  value  of  $20  and  was  entitled  on  dissolution  to  $20  per  share 
and  accrued  dividends.-^*' 

The  Class  A  common  stock  was  without  par  value  and  entitled  on 
dissolution,  prior  to  the  Class  B  common  stock,  to  $12  per  share. -^^ 

The  Class  B  common  stock  was  entitled  to  25%  of  the  corporate 
earnings  after  payment  of  6%  per  annum  upon  all  senior  securities.^''* 

The  first  preferred  and  the  preference  stock  received  no  voting  privi- 
leges except  upon  a  default  in  payment  of  one  year's  annual  dividends, 
in  which  event  these  stocks  acquired  one  vote  per  share  for  all  corpo- 
rate purposes.^^^  The  Class  A  common  stock  and  Class  B  common 
stock  were  equally  entitled  to  one  vote  per  share  for  all  corporate  pur- 
poses,=^°°  but  a  significant  distinction  was  made  between  the  rights  of 
the  Class  A  shares  and  the  Class  B  shares  in  the  election  of  directors 
of  the  corporation.  Whereas  the  Class  A  stockholder  was  limited  to 
one  vote  per  share  for  each  director  to  be  elected,^**^  the  certificate  of 
incorporation  provided  that  each  Class  B  stockholder  "is  entitled  to 
as  many  votes  as  shall  equal  the  number  of  his  shares  multiplied  by 
the  number  of  directors  to  be  elected  and  may  cast  all  of  such  votes  for 
a  single  director  or  may  distribute  them  between  the  number  to  be 
voted  for  or  any  two  or  more  of  them  as  he  may  see  fit."  ""'-     Inasmuch 

2»2Id.,  at  14655. 
2»3Id.,  at  14656. 
-■>*  Id.,  at  14657. 

=«'  Id.,  Commission's  Exhibit  No.  1496. 
2''«  Ibid. 
^■"  Ibid. 

2»8Id.,  at  14707-9. 

^°  Id.,  Commission's  Exliibit  No.  1496. 
SO"  Ibid. 
^  Ibid. 

so^id.,  Commission's  Exhibit  No.  1496  (3A)    (p.  12). 
153373—41 — pt.  3, 54 
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as  there  were  almost  half  as  many  shares  of  Class  B  stock  outstanding 
as  of  Class  A  stock,  this  cumulative  feature  assured  the  holders  of 
the  Class  B  stock  of  an  approximate  mathematical  minimum  of  one- 
third  of  the  directors  and,  in  practice,  of  a  much  greater  proportion, 
as  the  holders  of  the  Class  B  stock  could  mass  their  votes  strategically 
in  such  a  manner  as  to  be  most  effective. 

The  Class  B  stock  with  a  contribution  of  $136,648.60  (273,297  shares 
at  50  cents  per  share)  held  practical  working  control  of  the  corpora- 
tion, in  which  over  $16,000,000  had  been  invested,  and  was  entitled  to 
25%  of  all  the  surplus  profits  earned  by  the  company.  As  has  been 
pointed  out  above,  practically  all  of  this  favored  class  of  stock  (223,297 
shares  out  of  273,297  shares)  had  been  obtained  by  the  sponsoring 
interests. 

In  the  latter  connection,  note  should  be  taken  that  the  sponsors  for- 
tified their  position  in  the  corporation  by  a  specific  provision  granting 
a  preemptive  right  to  the  Class  B  stockholders  to  purchase  all  future 
issues  of  Class  B  stock,  whereas  all  preemptive  right  of  the  other  classes 
of  stockholders  was  eliminated  by  express  charter  provisions.^"*  A 
further  clause  in  the  charter  provided  that  the  consent  of  at  least  75% 
of  the  Class  B  stockholders  must  be  obtained  in  order  to  increase  the 
number  of  Class  B  shares  originally  authorized  by  the  charter.^"*  To 
procure  a  greater  cohesiveness  among  the  Class  B  shares,  a  voting  trust 
for  all  the  management  Class  B  common  stock  was  created  on  March 
3, 1928.=^°^  The  voting  trustees  were  Walter  R.  Wolf,  Sterling  Pile,  and 
Edward  B.  Twombly.^'^''  Although  the  voting  trust  was  by  its  term 
to  exist  for  10  years,  it  was  abrogated  on  June  25,  1929.^^^ 

The  gi-eat  advantages  afforded  to  the  Class  B  stock  of  the  corpora- 
tion in  a  rising  market  is  well  illustrated  by  the  financial  condition 
of  the  company  as  at  December  31,  1928.  The  public  held  500,000 
shares  of  preference  stock  and  500,000  shares  of  Class  A  common  stock 
for  which  it  had  contributed  $16,000,000  to  the  enterprise.^°«  The  net 
worth  of  the  corporation  on  December  31,  1928,  was  $18,434,261.42,3°9 
showing  a  gain  of  $2,434,261.42  over  the  total  dissolution  claims  of  the 
preference  and  Class  A  stocks  ($16,000,000).  Of  this  gain  25%,  or 
$608,565.35,  accrued  to  the  Class  B  stockholders.  Tliis  represented  an 
increase  of  more  than  360%,^^°  upon  the  contribution  of  $131,898.50 
made  to  the  corporation  by  the  holders  of  the  263,797  shares  of  Class  B 
stock  then  outstanding.^^^ 

In  the  course  of  the  first  distribution  of  its  securities  the  corporation 
had  not  yet  disposed  of  any  of  the  first  convertible  preferred  stock 
authorized  by  the  charter.  On  September  9,  1929,  the  corporation 
received  net  proceeds  of  $15,000,000  from  the  sale  of  300,000  shares  of 

^U.,  at  14650. 

'wid..  Commission's  Exhibit  No.  1496  (3A)    (p.  12). 

■*'  Id.,  at  14659  and  Commission's  Exhibit  No.  1502. 

3««  Id.,  at  14691  and  Commission's  Exhibit  No.  1502. 

^Id.,  at  14691. 

»8  Id.,  Commission's  Exhibit  No.  C1514. 

=09  Ibid. 

31"  The  Class  B  stock  issued  at  50  cents  per  share  had  an  asset  value  of  $2.31  per  share 
on  December  31.  1928  (ibid.). 

3^1  Public  Examination,  Sterling  Securities  Corporation,  Commission's  Exhibit  No.  C1514. 
At  the  close  of  1928  only  263,797  Class  B  shares  were  outstanding.  Part  of  the  48,298 
shares  referred  to  above  as  being  distributed  among  officers  and  directors  in  1928  and  1929 
were  not  yet  distributed  (ibid.). 
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first  convertible  preferred  stock.^^-  The  first  preferred  stock  was  of- 
fered to  the  public  by  Hayden,  Stone  &  Company,  a  New  York  invest- 
ment banking  firm,  and  Insuranshares  Corporation.^^^^  Hayden,  Stone 
&  Company  received  a  gross  selling  commission  of  $4  per  share,  or 
$1,200,000,  for  the  sale  of  the  entire  issue.^"  As  a  preliminary  to  the 
sale  of  this  stock  the  corporation's  directors  wished  to  have  the  cor- 
poration's securities,  with  the  exception  of  the  Class  B  common  stock, 
listed  on  the  New  York  Stock  Exchange.^^^  The  investment  banking 
firm  of  Hayden,  Stone  &  Company  had  been  retained  for  the  twofold 
purpose  of  aiding  the  company  in  its  effort  to  secure  a  stock  exchange 
listing  and  in  marketing  the  issue  of  first  convertible  preferred  stock.^i" 
In  consideration  of  the  prospective  services  on  the  part  of  Hayden, 
Stone  &  Company,  Sterling  Securities  Corporation  sold  to  Hayden, 
Stone  &  Company  100,000  shares  of  authorized  but  unissued  Class  A 
common  stock  at  $12  per  share  and  25,000  shares  of  its  authorized  but 
unissued  Class  B  common  stock  at  the  price  of  50  cents  per  share. ^^^  At 
that  time  the  Class  A  common  stock  possessed  an  asset  value  of  $15  per 
share  and  had  sold  during  the  month  of  June  1929,  at  from  $253/g  to 
$28%  per  share.^^®  The  elimination  in  the  corporation  charter  of  the 
common-law  preemptive  right  of  the  Class  A  stockholders  dispensed 
with  the  necessity  of  first  offering  to  existing  Class  A  stockholders  the 
stock  which  was  sold  to  Hayden,  Stone  &  Company.^^^ 

Hayden,  Stone  &  Company  proceeded  promptly  to  dispose  of  the 
100,000  shares  of  Class  A  stock  at  a  profit  totaling  $470,000.32° 

In  July  1929  the  New  York  Stock  Exchange  admitted  to  trading 
the  preference  stock  and  Class  A  common  stock  of  Sterling  Securities 
Corporation.  As  a  condition  of  listing  these  securities  the  New  York 
Stock  Exchange  demanded  and  obtained  the  elimination  of  the 
cumulative  voting  privileges  of  the  Class  B  common  stock  of  the 
corporation.  3^^ 

The  additional  financing  had  the  effect  of  almost  doubling  the 
amount  of  the  fund  over  which  the  Class  B  stock  exercised  control 
and  from  the  use  of  which  the  holders  of  the  Class  B  stock  could 
expect  to  earn  large  profits.  The  capital  contributed  by  the  outstand- 
ing 298,297  shares  of  the  Class  B  stock  totaled  $149,148.60.222  ^^^h 
the  25,000  shares  of  Class  B  stock  sold  to  the  new  sponsor,  Hayden, 
Stone  &  Company ,323  ^j-^^  management  interests  held  approximately 
248,297  shares  of  the  Class  B  stock  at  a  contribution  of  $124,148.50. 
Thus  an  investment  of  $124,148.50  afforded  control  over  a  total  con- 
tributed capital  of  $32,475,898.50,324  and  was  entitled  to  a  very  sub- 
stantial part  of  the  surplus  profits  earned  by  the  company. 

313  Public  Examination,  Sterling  Securities  Corporation,  at  14661. 

3W  Id.,  at  14669  and  Commission's  Exhibit  No.  1498. 

«*  Id.,  at  14662. 

^^  Id.,  at  14668. 

2i«  Ibid. 

«"  Id.,  at  14661  and  14671. 

>^  Id.,  at  14673. 

si«  Ibid. 

S20  Id.,  at  14677. 

'21  Id.,  at  14659. 

»=^Id.,  at  14666  and  Commission's  Extiibit  No.  2001   (p.  260). 

^Id.,  Commission's  Exliibit  No.   1498. 

•^Id.,  at  14662. 
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At  June  30,  1931  the  financial  condition  of  Sterling  Securities  Cor- 
poration no  longer  presented  the  picture  of  December  1928.^-^  The 
preference  stock  was  under  water  to  the  extent  of  $8  per  share ;  and 
the  Class  A  stock  had  no  asset  value  whatsoever ;  the  Class  B  common 
stock  had  no  asset  value  and  no  quoted  market  value.^'^  Nevertheless, 
the  sponsors  of  the  company  who  still  held  the  Class  B  stock  were 
able  to  secure  for  their  blocks  of  stock  large  sums  of  money  in  excess 
of  the  original  cost.  Atlas  Corporation,  which  was  seeking  to  obtain 
control  of  the  corporation,  paid  large  premiums  to  the  sponsors  who 
held  the  Class  B  stock  ^^^  which,  as  has  been  noted,  had  no  asset  value 
and  no  quoted  market  value.^-^  Thus,  Atlas  Corporation  paid  Walter 
R  Wolf  $5  per  share  for  9,458  shares;  =^^9  Scudder,  Stevens  &  Clark 
$3  per  share  for  10,000  shares ;  ^^°  Daniel  Pierce,  a  director  of  Sterling 
Securities  Corporation,  $3  and  $5  per  share  for  4,000  shares ;  ^^^  Robert 
Pomeroy,  anotlier  director  of  Sterling  Securities  Corporation,  $4  per 
share  for  3,000  shares.332  Qj-^  j^^^^^  ^,0,  1931,  Atlas  Corporation  pur- 
chased 3,000  shares  of  Class  B  stock  from  Hayden,  Stone  &  Company 
at  a  price  of  $3  per  share  ^^^  and  17,300  shares  of  this  same  stock  from 
The  Adams  Express  Company,^^*  an  investment  company  managed  by 
Hayden,  Stone  &  Company ,^^'^  at  a  price  of  $4  per  share.  On  July  22, 
1931,  Atlas  Corporation  entered  into  an  agreement  with  the  main 
sponsors  of  Sterling  Securities  Corporation,  who  still  held  the  major 
blocks  of  the  Class  B  stock,  to  purchase  the  Class  B  stock  from  them 
at  $4  per  share.^^®  Pursuant  to  this  agreement  Atlas  Corporation 
purchased  125,000  shares  of  Class  B  stock  from  these  sponsors,  includ- 
ing 24,700  shares  from  American  Founders  Corporation,  11,325  shares 
from  Sterling  Pile;  27,300  shares  from  Allied  General  Corporation; 
6,200  shares  from  Insuranshares  &  General  Management  (^ompany, 
with  which  Sterling  Pile  was  affiliated;  6,600  shares  from  Edward  S. 
Goodwin,  a  director  of  Sterling  Securities  Corporation ;  ^^'  and  17,075 
shares  from  Edward  B.  Twombly  and  his  associates.^^^ 

As  these  shares  had  been  acquired  at  50  cents  a  share,  the  sponsors^ 
managers,  and  directors  were  able,  at  an  extremely  unfavorable  period 
of  the  company's  history,  to  retire  from  the  company  with  large  profits. 
The  sale  of  125,000  shares  alone,  recited  above,  netted  the  vendors  a 
profit  of  $437,500. 

In  addition  to  these  sales,  some  of  the  directors  and  sponsors  had 
disposed  of  part  of  their  holdings  of  Class  B  stock  as  early  as  1928 
and  1929,  prior  to  the  stock  market  decline,  and  had  received  even 
higher  prices  for  their  Class  B  common  stock  than  those  received  from 
Atlas  Corporation  in  1931.    Hayden,  Stone  &  Company  had  sold  4,700 

^5  Id.,  at  14731  and  Commission's  Exhibit  No.  1505. 

'^•'Id.,  Commission's  Exhibit  No.  2043  and  Commission's  Exhibit  No.  2001    (pp.  261-5). 

^''  Id.,  Commission's  Exhibit  No.  1507. 

'28  Id.,  Commission's  Exhibit  No.  2001   (p.  261). 

'29  Ibid. 

s™Id.,  at  14763. 

'31  Id.,  Commission's  Exhibit  No.  2001    (p.  261). 

'•^  Ibid. 

'''Id.,  at  14678. 

'•^  Ibid. 

"°Id.,  at  14674. 

""'  Id.,  Commission's  Exhibit  No.  1507. 

'"  Ibid. 

'■«  Id.,  Commission's  Exhibit  No.  1506. 
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shares  for  a  profit  of  $101,050,  and  Walter  R.  Wolf  had  sold  18,875 
sliares  for  a  profit  of  $223,181.18.='«^ 

Walter  E.  Wolf,  one  of  the  organizers  of  Sterling  Securities  Cor- 
poration, when  examined  on  the  consequences  of  the  issuance  of  the 
-Class  B  common  stock,  testified  r^*^ 

Q.  In  any  event,  if  we  can  analogize,  it  was  as  if  the  insiders,  the  people  who 
had  the  management  stock,  had  an  interest  in  a  margin  account  with  a  brokerage 
firm  of  $32,000,000  when  their  contribution  was  $174,000,  and  they  got  a  cut  of 
25%  of  the  profits  after  allowing  the  people  who  put  in  the  $32,500,000  six  per- 
cent; isn't  that  so? 

A.  Yes  ;  I  think  substantially  so. 

«  *  «  «  *  >K  f 

Q.  The  point  I  was  trying  to  bring  out  is,  don't  you  think  there  ought  to  be 
some  limitation  on  the  relationship  of  the  senior  money  and  junior  money? 
Otherwise  you  will  get  a  situation  when  a  person  pays  50  cents  a  share  for  stock 
and  he  is  gambling  with  the  public's  thirty-two  and  a  half  million  dollars  of 
money.  What  has  he  got  to  lose?  If  the  stock  goes  sour  he  is  out  50  cents,  but 
-if  he  makes  a  killing,  his  stock  goes  right  through  the  ceiling. 

A.  That  is  correct. 

Q.  So  the  only  thing  he  had  to  lose  is  his  50  cents  stock,  and  he  has  the  privi- 
lege of  speculating  or  gambling  or  ti-ading  his  fool  head  off  if  he  wants  to  take 
that  chance? 

A.  Yes. 

The  inequity  in  such  disfranchisement  of  the  holders  of  the  senior 
securities  of  complex-structure  investment  companies,  who  frequently 
contribute  the  major  investment  in  the  company,  is  illustrated  by  this 
company.  The  preferred  stockholders  of  Sterling  Securities  Corpora- 
tion, who  were  the  "owners"  of  the  assets  of  the  corporation,  were  not 
consulted  on  the  matter  of  the  transfer  of  control  of  the  company  to 
Atlas  Corporation.^*^ 

3»Id.,  at  14678,  1469.5-6. 
'«>Id.,  at  14710-14. 

'"  Mr.  Twombly.  a  member  of  the  management  of  Sterling  Securities  Corporation,  testifiecl 
<id..  at  14729-37)  : 

Q.  They  owned  the  senior  securities,  and  it  was  their  money? 

A.  They  had  nothing  to  say  about  the  change  in  management,  and  they  were  not 
notified  of  the  change  in  management  prior  to  its  taking  place. 

Q.  But  there  was  nobody  there  at  the  time  control  was  turned  over  to  say,  "I  won't 
let  this  thing  go  through  unless  I  was  sure  that  the  people  who  put  in  the  $32,500,000 
get  a  good  deal  on  their  stock,"  was  there? 

A.  No. 

Q.  This  is  an  illustration  of  the  lightning  speed  at  which  a  tran.sfer  of  other  people's 
money  in  the  investment  trust  field 

A.   You  mean  control  of  it? 

Q.  Yes. 

A.  Ye.s. 

Q.  Do  you  think  that  is  a  healthy  situation? 

A.   I  didn't. 

Q.  You  probably  felt  some  sense  of  (rbligation  to  these  people  (the  holders  of  senior 
■securities)  ? 

A.  I  probably  did. 

Q.  And  you  probably  had  a  feeling  that  these  people  had  invested  this  money  and 
turned  over  the  management  of  the  fund  to  you? 

A.  This  is  why  I  stayed  on  the  board  of  directors. 

Q.  You  can  visualize  the  situation  back  in  '31  when  there  were  some  people  who  hadn't 
even  heard  of  Atlas  until  this  time. 

A.  That  is  right. 

Q.  And  they  wake  up  one  morning  and  find  themselves  with  thoir  funds  being  admin- 
astered  by  the  Atlas     *      *      *     Company? 

A.  That  is  so. 

Q.  Without  their  expressed  consent,  anyway? 
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(3)  UNITED  FOUNDERS  CORPORATION 

A  number  of  illustrations  have  been  cited  of  the  fairly  common  prac- 
tice of  sponsors  of  obtaining  the  major  or  substantial  part  of  the  class 
of  security  which  secures  them  a  voting  power  and  an  interest  in  the 
surplus  profits  much  greater  in  proportion  than  their  contribution  to 
the  capital  of  the  company.  The  element  of  control  is  sometimes 
regarded  as  so  significant  that  a  diversity  of  securities  is  introduced 
in  the  capital  structure  merely  to  attain  that  end  alone,  without  seek- 
ing to  allot  to  the  class  of  stock  disproportionately  weighted  with  the 
voting  power  a  share  in  surplus  profits  disproportionate  to  the  amount 
contributed.  United  Founders  Corporation  is  an  illustration  of  a 
company  issuing  two  classes  of  common  stock  with  a  control  objective 
alone. 

Upon  organization,  United  Founders  Corporation  issued  two  classes 
of  securities,  one  being  designated  as  Class  A  common  stock,  the  other 
simply  as  "Common  Stock."  ^'^^ 

The  certificate  of  incorporation  granted  the  Class  A  stock,  as  a 
class,  a  vote  equal  to  one-half  the  voting  power  of  the  total  outstand- 
ing common  stock,  irrespective  of  the  amount  of  common  stock  which 
might  be  issued  and  irrespective  of  the  amount  contributed  by  the 
Class  A  stock  and  common  stock  to  the  capital  of  the  company.^*^ 
Hence  the  Class  A  stock,  as  a  class,  carried,  at  all  times,  3314  %  of  the 
company's  total  voting  power. 

In  respect  to  earnings  and  distribution  of  assets  upon  dissolution  or 
liquidation,  however,  the  certificate  of  incorporation  prescribed  that 
the  Class  A  stock  should  share  in  the  proportion  that  its  contribution 
to  the  capital  bore  to  the  total  capital  contributed  by  both  classes  of 
stock."" 

In  February  1929  the  promoters,  Louis  H.  Seagrave,  Christopher  F. 
Coombs,  and  Frank  B.  Erwin,  had  received  an  aggregate  of  1,000,000 
shares — the  total  authorized  amount — of  Class  A  stock,  divided  equally 
among  them.  They  had  paid  for  this  block  of  stock  by  transferring 
to  United  Founders  Corporation  12,500  shares  of  American  Founders 
Coi^^oration  common  stock  having  a  market  value  at  the  time  of 
approximately  $1,000,000.''^^     By  June  1933  approximately  9,000,000 

A.  That  is  right. 

Q.  You  Iiad  no  disclosure  as  to  what  tlieir  future  policy  was  going  to  be? 

A.  That  is  right. 

Q.  What  disposition  was  going  to  be  made  of  their  money,  how  it  was  going  to  be 
invested  ? 

A.  That  is  right. 

Q.  That  is  a  little  more  than  not  even  being  a  healthy  condition.  I  frankly  would 
like  to  get  your  views  on  this  problem  of  transfer  of  control  of  investment  trusts. 

A.  I  am  a  great  believer  in  stockholders'  control  of  management,  if  that  is  what  you 
want. 

3^  Public  Examination,  American  General  Corporation  et  al.,  Commission's  Exhibit  No. 
X3421  (pp.  39  and  41). 

3«  Id.,  Commission's  Exhibit  No.  X3420-B. 

344  The  share  of  the  Class  A  stock  in  earnings  and  the  distribution  of  assets  is  described 
as  follows  :  "*  *  *  the  proportion  that  the  amount  theretofore  contributed  to  the  capi- 
tal and/or  paid-in  surplus  of  the  Corporation  by  the  holders  of  the  Class  A  stock  bears  to 
the  total  amount  theretofore  contributed  to  the  capital  and/or  paid-in  surplus  of  the  Cor- 
poration by  the  holders  of  both  Class  A  or  Common  Stock  ■*  *  *"  (Public  Examination, 
The  Equity  Corporation,  Exhibit  745  [p.  6]). 

*'2  Public  Examination,  American  General  Corporation  et  al..  Commission's  Exhibit  No. 
X3420  (Ex.  D-1)  ;  Public  Examination,  The  Equity  Corporation,  Commission's  Exhibits 
Nos.  751-752. 
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shares  of  United  Founders  Corporation  "Common  Stocli"  had  been 
distributed,  principally  to  the  public  and  at  varying  prices,  for  a  net 
contribution  to  the  company's  capital  of  approximately  $297,000,000.^^** 
Although  sponsors'  contribution  for  the  Class  A  stock  amounted  to 
only  1^98  of  the  total  investment  in  the  company,  they  still  held  one- 
third  the  total  voting  power  by  virtue  of  their  ownership  of  the  Class 
A  stock  and  wielded  working  control  of  the  company.  Moreover, 
United  Founders  Corporation  held  78.7%  of  the  voting  stock  of 
American  Founders  Corporation,  which,  in  turn,  controlled  five  other 
large  mvestment  trusts,  the  total  consolidated  assets  of  these  com- 
panies amounting  in  June  1933  to  approximately  $50,000,000.=^*' 

However,  by  June  1933  United  Founders  Corporation  itself  had 
suffered  tremendous  losses.  The  contrast  at  this  time  between  the 
asset  value  of  the  Class  A  stock  and  the  voting  power  represented  by 
it  is  particularly  striking.  The  net  assets  of  the  company  had  shrunk 
in  value  to  approximately  $14,300,000.^*^  The  asset  value  of  the  entire 
Class  A  stock,  determined  by  the  proportion  of  the  contribution  of  the 
respective  classes  of  stock  to  the  capital  of  the  company,  was  i/^gg  of 
$14,300,000,  or  approximately  $48,000.3*9  The  voting  power  of  this 
Class  A  stock,  however,  remained  unchanged — 33i/^%  of  the  total 
voting  power  of  all  outstanding  securities.  It  should  be  noted  that 
votmg  control  of  United  Founders  Corporation  carried  with  it  control 
over  the  combined  resources  of  the  affiliated  and  subsidiary  investment 
companies. 

The  significance  to  promoters  of  the  ability  to  diversify  the  rights 
represented  by  different  classes  of  securities  is  evidenced  in  the  follow- 
ing testimony  of  David  M.  Milton,  president  of  The  Equity  Corpora- 
tion, which  paid  a  large  premium  to  Messrs,  Seagrave,  Coombs,  and 
Erwin  for  the  privilege  of  succeeding  the  latter  in  the  control  of 
United  Founders  Corporation :  ^^^ 

Q.  But  there  was  very  little  value  in  the  Class  A  stock,  as  I  understand  your 
testimony? 

A.  Tou  are  talking  about  underlying  value,  asset  value. 

Q.  I  understand  you  to  say  about  the  only  value  it  had  was  in  the  form  of 
control. 

A.  But  that  is  a  very  definite  value.  In  other  words,  as  the  financial  com- 
munity looked  at  those  stocks  in  those  days,  I  don't  think  there  is  any  question 
about  it;  that  it  had  a  very  definite  value.  I  mean  there  were  a  large  number 
of  stocks  which  had  no  asset  value,  which  were  selling  at  definite  values,  and  this 
tyi)e  of  control  stock  had  a  very  definite  market  value,  if  you  want  to  call  it  that, 
because  it  carried  that  voting  power. 


»«  Public  Examination,  The  Equity  Corporation,  Commission's  Exhibit  No.  764. 

®*^Id.,  at  8276  and  Commission's  Exhibit  No.  843;  Public  Examination,  American  General 
Corporation  et  al.,  Exhibit  No.  X3420  (Ex.  E-8). 

3«  Op.  cit.  supra,  note  346,  at  85-56  and  Commission's  Exhibit  No.  797. 

s«  Id.,  Commission's  Exhibit  No.  797. 

350  Id.,  at  8693.  For  details  of  the  transfer  of  control  to  The  Equity  Corporation  by  the 
latter's  purchase  of  666,666%  shares  of  Class  A  and  635,000  shares  of  common  stock  of 
United  Founders  Corporation  from  Mr.  Coombs  and  Mr.  Erwin,  see  Ch.  IV  of  this  part  of 
the  report. 
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(4)  INSURANSHARES  CORPORATION  OF  DELAWARE 

Under  the  original  capitalization  of  Insuranshares  Corporation  of 
Delaware,  the  Class  A  common  stock  sold  to  the  public  brought 
$15,000,000  to  the  company,  while  the  Class  B  common  stock  sold  to 
the  promoters  brought  only  $50,000.  Yet  the  Class  B  common  stock, 
contributing  %oo  of  the  capital,  controlled  the  company  and  was 
entitled  to  15%  of  the  surplus  profits  of  the  company.  Moreover,  the 
significance  of  the  Class  B  stock  was  so  great  that  on  three  successive 
occasions  the  group  that  currently  held  that  stock  was  able  to  transfer 
control  of  the  company  at  premiums  over  the  asset  value  and  market 
value  of  these  shares. 

The  corporation  was  organized  in  Delaware,  July  31,  1928,^'^^  at  the 
instance  of  Insuranshares  Corporation  of  New  York,  a  corporation 
engaged  in  the  public  distribution  of  securities,^ ^^  and  Insuranshares 
Management  Company.^^^  Both  of  these  corporations  were  then  con- 
trolled by  Sterling  Pile ;  Edward  B.  Twombly,  an  attorney,-^'^^  Schoell- 
kopf,  Hutton  &  Pomeroy,  Inc.,  investment  brokers,"^-"'  and  Goodwin 
Beach  &  Company,  a  firm  specializing  in  insurance  securities,^"'*^  headed 
by  Edward  S.  Goodwin.-^"  Within  a  few  months  after  the  formation 
of  the  company.  The  Goldman  Sachs  Trading  Corporation,  another 
investment  company,  became  an  additional  sponsor  of  the  company.^^^ 

The  authorized  capital  of  the  corporation  consisted  of  Class  A 
common  stock  and  Class  B  common  stock,  both  of  which  were  without 
par  value.^'^^  The  Class  A  commo]i  stock  was  distributed  at  $20  per 
share  net  to  the  corporation,^*^  while  the  Class  B  common  stock  was 
sold  at  10  cents  per  share.^*^^  The  Class  A  common  stock  partook  of 
the  nature  of  a  senior  security,  as  it  was  entitled  to  a  noncumulative 
dividend,  after  1929,  at  the  annual  rate  of  60  cents  per  share  and  upon 
liquidation  to  a  preference  in  assets  to  the  extent  of  $20  a  share.  The 
sur]:)lus  earning's  and  assets  w-ere  divisible  in  the  following  proportions : 
85 "^o  to  the  Class  A  common  stock  and  15%  to  the  Class  B  common 
stock.'"'^ 

A  significant  distinction  was  made  with  respect  to  the  right  of  the 
two  classes  of  stock  in  the  election  of  directors — each  10-eent  share  of 
Class  B  common  stock  w^as  granted  three  times  the  voting  powder  of 
each  $20  share  of  Class  A  stock.  The  Class  A  stock  had  one  vote  per 
sliare  multiplied  by  the  number  of  directors  to  be  elected,  whereas  the 
Class  B  stock  had  three  votes  per  share  multiplied  by  the  number  of 
directors  to  be  elected. ^''^ 


351  Moody's  Manual  of  Investments,  Banks,  etc.,  1931,  at  2713. 

^2  Public  Examination,  Allied  General  Corporation,  at  5042. 

■'S3  Id.,  at  4950. 

•■"^^  Id.,  at  4947. 

■•'55  Id.,  at  4948. 

"■'"  Id.,  at  4948  and  4996. 

•=5'  Id.,  at  4948. 

358  Id.,  at  5046  and  5048  ;  Public  Examination,  The  Goldman  Sachs  Trading  Corporation, 
Commission's  Exhibit  No.  1908  ;  and  Public  Examination,  First  Income  Trading  Corporation 
et  al.,  at  1054. 

■"•5"  Op.  cit.  supra,  note  352,  at  5047. 

•■"'"Id.,  at  5054. 

••=<»  Id.,  at  5047. 

3°2  Moody's  Manual  of  Investments,  Banks,  etc.,  1931,  at  2714  ;  Public  Examination,  The 
Goldman  Sachs  Trading  Corporation,  Commission's  Exhibit  No.  1908. 

=«3  Ibid. 
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By  the  close  of  March  1929  Insuranshares  Corporation  of  Delaware 
had  raised  a  total  of  $15,050,000,  of  which  $15,000,000  represented  the 
consideration  for  the  issuance  of  750,000  shares,  of  its  Class  A  stock 
and  $50,000  represented  the  net  amount  received  by  the  corporation  for 
the  sale  of  500,000  shares  of  its  Class  B  common  stock.^'^*  On  March 
1,  1929,  Insuranshares  Corporation  of  New  York  had  purchased  50,000 
shares  of  the  Class  B  stock  and  Insuranshares  Management  Company 
the  remaining  450,000  shares  of  Class  B  stock  at  a  price  of  10  cents  a 
share.2*^  In  March  1929,  also.  The  Goldman  Sachs  Trading  Corpo- 
ration had  purchased  250,000  shares  of  the  Class  A  stock  for  $5,000,000. 
On  March  14,  1929,  Insuranshares  Corporation  of  New  York  publicly 
distributed  500,000  shares  of  the  Class  A  stock  for  net  proceeds  to  the 
corporation  of  $10,000,000.«««  On  March  5,  1929,  The  Goldman  Sachs 
Trading  Corporation  had  purchased  from  Insuranshares  Corporation 
of  New  York  25,000  of  the  50,000  shares  of  Class  B  stock  which  the 
latter  had  acquired  several  days  earlier.^*''  Thus,  by  tlie  latter  part 
of  1929,  Insuranshares  Corporation  of  Delaware  had  issued  500,000 
shares  of  Class  B  stock  for  $50,000,  450,000  shares  of  which  were  in  the 
hands  of  Insuranshares  Management  Company,  25,000  shares  held  by 
Insuranshares  Corporation  of  New  York,  and  25,000  shares  by  The 
Goldman  Sachs  Trading  Corporation.  It  had  issued  750,000  shares 
of  Class  A  common  stock  for  net  receipts  of  $15,000,000. 

As  the  Class  B  stock  had  been  granted  threefold  voting  power  in 
respect  to  the  election  of  directors,  the  aggregate  voting  power  of 
Class  B  stock  was  twice  as  much  as  the  aggregate  voting  power  of 
Class  A  stock.  The  holding  by  Insuranshares  Management  Company 
of  Class  B  stock  of  Insuranshares  Corporation  of  Delaware  insured 
to  it  effective  control  of  Insuranshares  Corporation  of  Delaware,  as 
well  as  a  very  substantial  part  of  the  surplus  earnings  of  the  com- 
pany.^*^^  The  New  York  Curb  Exchange,  in  May  1929,  objected  to 
the  listing  of  the  Class  A  stock  on  the  ground  of  the  inequity  of  the 
multiple  voting  power  of  the  Class  B  stock  when  compared  with  the 
relative  capital  contributions  of  the  two  classes  of  stock.  Insuran- 
shares Management  Company,  Insuranshares  Corporation  of  New 
York,  and  The  Goldman  Sachs  Trading  Corporation,  the  owners  of 
the  entire  500,000  authorized  shares  of  the  Class  B  stock,  thereupon 
agreed  that  they  would  not  vote  more  than  one-third  of  the  number  of 
shares  of  Class  B  stock  owned  by  them  in  the  election  of  directors 
while  the  Class  A  stock  remained  listed  on  the  New  York  Curb 
Exchange  until  such  time  as  the  company  should  have  issued  a  total 
of  1,500,000  of  Class  A  shares  which  would  bring  the  measure  of 
voting  power  of  the  entire  Class  A  stock  up  to  that  of  the  Class  B 
stock.^*^^ 

On  May  14,  1931,  Insuranshares  Corporation  of  Delaware  was  re- 
capitalized under  a  plan  w^hereby  the  outstanding  750,000  shares  of 

fi"  Op.  cit.  supra,  note  358. 

="55  Op.  cit.  supra,  note  352,  at  5048,  and  Public  Examination,  The  Goldman  Sachs  Trading 
Corporation,  Commission's  Exhibit  No.  1908. 

^oOp.  cit.  ^upra,  note  358. 

="'''  Public  Examination,  The  Goldman  Sachs  Trading  Corporation,  Commission's  Exhibit 
No.  1908. 

SOS  Ibid. 

="»  Ibid. 
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Glass  A  stock  were  exchanged  for  375,000  shares  of  new  "common 
stock"  and  the  outstanding  Class  B  shares  were  exchanged  for  an 
issue  of  half  the  number  of  Class  B  shares — to  wit,  250,000  shares."" 
The  new  common  shares  were  entitled  to  noncumulative  dividends 
at  the  annual  rate  of  3%.  The  fixed  preference  of  $20  per  share  in 
liquidation  possessed  by  the  former  Class  A  stock  was  eliminated,  the 
new  "common  stock"  receiving  only  the  right  to  85%  of  the  corporate 
assets  on  any  liquidation  of  the  company,  and  the  new  Class  B  stock 
receiving  the  right  to  the  residue  of  the  corporate  assets.  The  voting 
rights  of  the  two  classes  of  stock  remained  unchanged.^^^ 

As  part  of  the  recapitalization  plan,  the  common  stockholders  were 
offered,  in  July  1931,  the  right  to  subscribe  to  93,750  shares  at  $9 
per  share.  The  new  offering  resulted  in  an  additional  $843,750  of 
capital.^" 

The  first  change  in  control  of  Insuranshares  Corporation  of  Dela- 
ware was  consummated  toward  the  end  of  1931.  From  March  1930 
to  September  1931  United  Founders  Corporation,  an  investment 
company  which  had  been  formed  in  1929,  and  its  subsidiaries,  in- 
cluding American  Founders  Corporation,  had  been  engaged  in  a 
policy  of  accumulating  "common"  stock  of  Insuranshares  Corpora- 
tion of  Delaware  and  particularly  stock  of  Insuranshares  Management 
Company,  which  held  the  Class  B  stock  of  Insuranshares  Corporation 
of  Delaware.  By  April  21,  1932  United  Founders  Corporation  and 
its  subsidiaries  had  acquired  a  total  of  161.605  shares  of  the  common 
stock  of  Insuranshares  Corporation  of  Delaware,  or  34%  of  the 
468,750  shares  of  such  stock  then  outstanding,  and  153,000  shares,  or 
51%  of  the  297,509  shares  of  the  capital  stock  of  Insuranshares  & 
General  Management  Company  (the  new  name  adopted  by  Insuran- 
shares Management  Company  in  May  1930).^^^  These  holdings  of 
"common  stock"  of  Insuranshares  Corporation  of  Delaware,  and  of 
the  capital  stock  of  Insuranshares  &  General  Management  Company, 
gave  United  Founders  Corporation  and  its  subsidiaries  effective  con- 
trol of  Insuranshares  Corporation  of  Delaware.^'''^  By  April  1932 
United  Founders  Corporation  and  its  subsidiaries  had  suffered  severe 
unrealized  losses  on  their  holdings  of  the  securities  of  Insuranshares 
Corporation  of  Delaware  and  of  Insuranshares  &  General  Manage- 
ment Company.  The  total  cost  of  the  securities  to  the  United 
Founders  Corporation  group  had  been  about  $5,800,000,  of  which  ap- 
proximately $4,600,000  had  been  paid  for  the  161,605  shares  of  com- 
mon stock  of  Insuranshares  Corporation  of  Delaware,  and  approxi- 
mately $1,200,000  had  been  paid  for  the  153,000  shares  of  stock  of 
Insuranshares  &  General  Management  Company  then  lield  by  the 
United  Founders  Corporation  group. "^    The  latter  amount  paid  for 

^'•^  Mood/y's  Manual  of  Investments,  Banks,  etc.,  1932,  p.  2179. 

371  Ibid. 

3«  Ibid. 

373  Poors  Banks,  etc..  1932,  p.  1581,  and  Public  Examination,  First  Income  Trading  Cor- 
poration, et  al.,  Commission's  Exhibit  No.  98. 

=='■'  Insuranshares  Management  Company  had  acquired  450,000  Class  B  shares  of  Insuran- 
shares Corporation  of  Delaware  for  $45,000  at  the  organization  of  the  latter  company.  By 
the  end  of  1931  Insuranshares  &  Gaieral  Management  Company  had  acquired  the  remaining 
50,000  shares  of  the  Class  B  stock  of  Insuranshares  Corporation  of  Delaware  (op.  cit.  supra, 
note  367,  Commission's  Exhibit  No.  1908  ;  Moody's  Manual  of  Investments,  Banks,  etc.,  1933, 
p.  2508). 

^"^  Derived  from  supplementary  information  supplied  the  Commission  for  United  Founders 
Corporation  ;  also  op.  cit.  supra,  note  373. 
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the  stock  of  Insiiranshares  &  General  Management  Company  was  in 
part  a  premium  on  behalf  of  Class  B  stock  of  Insuranshares  Cor- 
poration of  Delaware  held  by  Insuranshares  &  General  Management 
Company.  By  April  1932,  these  holdings,  which  had  cost  the  United 
Founders  Corporation  group  close  to  $6,000,000,  had  depreciated  tre- 
mendously in  both  market  and  asset  value.^^'' 

On  April  21,  1932,  United  Founders  Corporation  and  its  sub- 
sidiaries entered  into  an  agreement  with  Insurance  Equities  Cor- 
poration, recently  formed  by  Frank  Cohen,^^^  who  was  in  control 
■of  Lloyds  Casualty  Company  of  New  York  and  Detroit  Fidelity  & 
Surety  Company  for  the  sale  to  Insurance  Equities  Corporation 
of  the  entire  holdings  of  the  United  Founders  Corporation  group  in 
the  stocks  of  Insuranshares  Corporation  of  Delaware  and  in  Insuran- 
shares &  General  Management  Compau}-.  The  price  to  be  paid  to 
the  American  Founders  Corporation  group  of  companies  was  ap- 
proximately equal  to  the  asset  value  of  the  securities  and  more  than 
$600,000  in  excess  of  the  market  value  of  the  shares  at  that  time.^''^ 

Insurance  Equities  Corporation,  as  well  as  its  dominating  influ- 
ences, Frank  Cohen  and  Julius  H.  Barnes,  was  without  funds  "^  to 
make  to  American  Founders  Corporation,  the  agent  for  the  United 
Founders  Corporation  group,  even  the  down  payment  of  $450,000 
which  by  contract  was  due  on  May  3,  1932.^®°  American  Founders 
Corporation  permitted  Mr,  Cohen  and  Mr.  Barnes  to  elect  eight  of 
the  twelve  directors  of  Insuranshares  Corporation  of  Delaware,  and 
thus  take  over  control  of  that  company  on  May  3,  1932,  prior  to 
receipt  by  American  Founders  Corporation  of  any  portion  of  the 
purchase  price.^^^ 

Mr.  Cohen  and  Mr.  Barnes  engaged  in  a  series  of  intricate  inter- 
corporate maneuvers  in  an  effort  to  pay  American  Founders  Cor- 
poration the  agreed-upon  sums.^®^  In  substance,  the  technique 
adopted  by  them  was  to  liquidate  the  portfolio  of  Insuranshares 
Corporation  of  Delaware,  siphon  the  proceeds  into  Insurance  Equi- 
ties Corporation  through  the  sale  by  the  latter  to  Insuranshares  Cor- 
poration of  Delaware  of  the  securities  of  minor  insurance  companies, 
and  to  transfer  the  cash  obtained  by  Insurance  Equities  Corpora- 
tion to  American  Founders  Corporation.^^^  Thus,  in  effect,  the 
United  Founders  Corporation  group  was  being  paid  for  its  con- 
trolling interest  in  Insuranshares  Corporation  of  Delaware  by  the 
liquidation  of  the  assets  of  Insuranshares  Corporation  of  Delaware.^^^ 

Although  Mr.  Cohen  and  Mr.  Barnes  continued  the  policy  of  rais- 
ing cash  to  make  payments  to  American  Founders  Corporation  by 

^  See  Ch.  IV  of  this  part  of  the  report,  p.  1197. 

'^  Public  Examination,  First  Income  Trading  Corporation,  et  al.,  at  1057. 

*^'  Public  Examiuation.  First  Income  Trading  Corporation,  et  al.,  Commission's  Exhibit 
No.  98  ;  and  see  Ch.  IV  of  this  part  of  the  report,  p.  1204. 

3TO  Public  Examination,  First  Income  Trading  Corporation,  et  al.,  at  1057. 

^  Id.,  at  1057  and  Commission's  Exhibit  No.  98. 

=«  Stenographer's  minutes,  Benedict  v.  Seagrave,  pp.  289,  336,  207-9,  and  291-2. 

'•^  The  details  of  these  activities  are  given  in  Ch.  IV  of  this  part  of  the  report,  pp.  1017 
et  seq. 

*53  Public  Examination,  First  Income  Trading  Corporation,  et  al.,  at  1058-9. 

*^  From  the  beginning  of  February  1932  to  May  30,  1932,  while  the  United  Founders  Cor- 
poration group  was  still  managing  the  activities  of  Insuranshares  Corporation  of  Delaware, 
it  had  caused  Insuranshares  Corporation  of  Delaware  to  liquidate  portfolio  securities  cost- 
ing approximately  .$1,770,000  for  $360,833.42  (Public  Examination,  First  Income  Trading 
Corporation  et  al..  Commission's  Exhibit  No.  99). 
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liquidating  at  apparently  sacrifice  prices  the  marketable  securities 
of  Insuranshares  Corporation  of  Delaware,  they  were  unable  to  make 
all  the  required  payments  even  though  a  number  of  extensions  of 
time  were  grantecl  by  American  Founders  Corporation.  By  the  close 
of  March  1933,  Insurance  Equities  Corporation  had  succeeded  in 
paying  all  but  approximately  $175,000  of  the  purchase  price  due 
American  Founders  Corporation  on  the  contract  for  the  transfer 
of  control  of  Insuranshares  Corporation  of  Delaware."®^  A  note  for 
$180,000  had  been  under  default  since  November  1932.  American 
Founders  Corporation,  however,  still  retained  the  153,000  shares  of 
stock  of  Insuranshares  and  General  Management  Company  (which 
controlled  all  the  Class  B  stock  of  Insuranshares  Corporation  of 
Delaware)  as  collateral  for  that  obligation.  Unable  to  obtain  the 
balance  due  from  Insurance  Equities  Corporation  and  Mr.  Cohen 
and  Mr.  Barnes,  American  Founders  Corporation  sold  the  collateral 
to  one  John  H.  Orgill.^^"^  American  Founders  Corporation  received 
$100,000  for  this  collateral,  consisting  of  153,000  shares  of  Insuran- 
shares and  General  Management  Company's  stock  which  controlled 
the  Class  B  stock  of  Insuranshares  Corporation  of  Delaware.^^^ 

It  is  an  interesting  commentary  upon  the  values  imparted  to  the 
Class  B  common  stock  by  the  structural  set-up  that,  despite  the  vicis- 
situdes which  Insuranshares  Corporation  of  Delaware  had  experi- 
enced and  the  impoverishment  which  the  company  had  undergone,  the 
Class  B  shares  of  that  investment  company  brought  twice  as  much 
money  at  the  end  of  1933  as  had  originally  been  paid  for  the  same  by 
the  sponsors  in  the  beginning  of  1929. 

In  December  1937,  when  the  assets  of  Insuranshares  Corporation  of 
Delaware  totaled  $800,000  as  compared  to  the  approximately  $15,000,- 
000  invested  in  the  company  by  its  stockholders,  the  control  of  the 
company  w^as  again  transferred  to  a  new  group,  consisting  of  S.  Leo 
Soiomont,  Ralph  H.  Robb  and  Thomas  H.  Morris,  who  also  used  the 
assets  of  Insuransliares  Corporation  of  Delaware  to  pay  for  their 
control  of  the  company.  As  a  result  of  the  activities  of  this  group,. 
$500,000  of  diversified  marketable  securities  of  Insuranshares  Corpo- 
ration of  Delaware  were  replaced  by  securities  ha^dng  little  or  no- 
value.^^^ 

(5)  UNION  INVESTORS,  INC. 

On  June  23,  1928,  one  R.  B.  Parrott  who  had  been  president  of  an 
Iowa  farm-mortgage  company  ^^^  and  was  appaj^ently  without  experi- 
ence in  the  operation  of  an  investment  company,  caused  the  incorpo- 
ration, under  the  laws  of  Delaware,  of  Union  Investors,  Inc.^^°  The 
corporation  did  not  commence  active  business  until  November  1928.^^*^ 
By  that  time  Mr.  Parrott  had  succeeded  in  securing  Ray  Vance,  an 

38=  Id.,  at  1060. 

»*«  stenographer's  minutes.  Benedict  v.  Seagrave.  Supreme  Court  of  the  State  of  New  York, 
Special  Term,  Pt.  IV.  Index  No.  45607  (19:!3,  pp.  1563-4). 

33'  Ibid. 

*»  For  a  detailed  discussion  of  this  last  transfer  of  control  of  Insuranshares  Corporation 
of  Delaware,  see  Ch.  II  of  this  part  of  the  report,  pp.  438-48  and  pp.  475  et  seq. 

**"  Public  Examination,  The  Equity  Corporation,  at  1647. 

=»»  Id.,  at  1374-5  and  1648. 

*''!  Derived  from  supplementary  information  supplied  the  Commission  for  Union  Investors,. 
Inc. 
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investment  counselor,^^-  George  E.  Dyke,  an  associate  of  the  New 
York  brokerage  firm  of  Lindley  &  Company ,"""  F.  W.  ter  Meullen,  the 
American  representative  of  varions  Dutch  financial  institutions,^^^ 
and  Eobert  Gair,  Jr.,  as  fellow  directors.^"^'  The  business  contacts  of 
these  directors  were  apparently  of  some  aid  to  Mr.  Parrott  in  his  dis- 
tribution of  the  securities  of  Union  Investors,  Inc.^^"  Each  of  the 
directors  was  given  an  option  by  Mr.  Parrott  to  purchase  from  him 
a  block  of  the  Class  B  stock  of  the  corporation  at  50  cents  a  share-^^^ 
Mr.  Parrott  had  acquired  the  exclusive  right  to  purchase  from  the 
corporation,  at  50  cents  a  share,  all  of  its  authorized  Class  B  stock 
which  had  been  awarded  by  the  Articles  of  Incorporation  a  right  to  a 
disproportionate  share  of  assets  on  dissolution. 

The  authorized  securities  of  Union  Investors,  Inc.  consisted  of  a 
preferred  stock  having  a  par  value  of  $20  a  share  and  entitled,  upon 
any  dissolution  of  the  corporation,  to  a  first  claim  against  the  corpo- 
rate assets  to  the  extent  of  $20  per  share,  a  Class  A  common  stock,  and 
a  Class  B  common  stock.  The  Class  A  common  stock  and  Class  B 
common  stock  each  had  one  vote  per  share;  the  preferred  stock  had 
no  voting  power.  On  any  dissolution  of  the  corporation,  the. Class  A 
stock  was  entitled  to  two-thirds  and  the  Class  B  to  one-third  of  all 
the  corporate  assets  remaining  after  satisfaction  of  the  prior  claims 
of  the  preferred  stock.^''^ 

The  Class  B  stock  was  placed  in  a  voting  trust  of  which  Mr.  Par- 
rott and  two  of  his  nominees,  Mr.  Kelly  and  Mr.  Zizinia,  were  the 
trustees.^^^ 

On  November  13,  1928,  Mr.  Parrott,  the  dominating  influence  in 
Union  Investors,  Inc.,  awarded  to  himself  the  exclusive  right  for  a 
period  of  two  and  one-half  years  (expiring  on  May  13,  1931)  to 
purchase  and  distribute  the  corporation's  securities.  The  contract 
])ermitted  Mr.  Parrott  to  purchase  the  preferred  stock  at  $20  a  share, 
ihe  Class  A  stock  at  $9.40  a  share,  and  the  Class  B  stock  at  50  cents 
a  share.*°'' 

The  pecuniary  advantage  to  Mr.  Parrott  of  his  privilege  to  purchase 
Class  B  shares  at  50  cents  each  is  obvious  in  view  of  the  fact  that  on 
liquidation  of  the  corporation  it  had  a  right  as  a  class  to  receive  one- 
third  of  the  corporate  assets  remaining  after  satisfaction  of  the  pre- 
ferred stock  claim  against  the  assets.  Class  A  stockholders,  who 
contributed  to  the  corporation  $9.40  for  each  of  their  shares,  suffered 
an  immediate  dilution  in  favor  of  the  Class  B  stock  of  approximately 
305p  of  their  contribution  to  the  corporation.  In  other  words,  on 
receipt  by  the  corporation  of  $9.90  for  one  share  of  its  Class  A  stock 
at  $9.40  and  one  share  of  Class  B  stock  at  50  cents,  the  Class  B  stock, 
by  virtue  of  the  corporation's  charter,  acquired  an  immediate  liqui- 
dating value  of  $3.30,  whereas  the  Class  A  stock  retained  a  liquidating 

^2  Public  Examination,  The  Equity  Corporation,  at  1644. 
^3  Id.,  at  1706. 

^*  Id.,  at  1670  and  Commis.sion's  Exhibit  Xo.  198. 
3-=  Id.,  at  1670. 
^  Id.,  at  1672. 
=>"  Id.,  at  1665  and  1672. 
^s  Id.,  at  1648-50. 

^^  Derived  from  supplementary  information  supplied  the  Commission  for  Union  Investors, 
Inc. 

*'">  Public  Examination,  The  Equity  Corporation,  Commission's  Exhibit  No.  187. 
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value  of  only  $6.60.  Ray  Vance,  the  president  of  Union  Investors^ 
Inc.,  characterized  the  Class  B  stock  as  "one  of  those  management 
stocks  which  went  in  so  many  trusts  and  they  all  got  that  same  kind 
of  an  advantage.^°^ 

By  December  31,  1929,  Union  Investors,  Inc.  had  raised  a  total  of 
approximately  $952,860  through  the  sale  of  870  shares  of  its  preferred 
stock,  96,000  shares  of  Class  A  stock,  and  69,600  shares  of  Class  B 
stock.*°^  It  is  doubtful  that  many  of  the  Class  B  shares  were  sold  to 
the  public.  The  bulk  of  the  outstanding  Class  B  shares  seem  to  have 
been  held  by  Mr.  Parrott  and  the  directors  of  Union  Investors,  Inc. 
In  fact,  27,600  of  the  Class  B  shares  were  purchased  by  the  directors 
in  November  and  December  of  1929  with  knowledge  of  the  pro- 
spective exchange  oifer  for  the  securities  of  Union  Investors,  Inc.  to 
be  made  by  Yosemite  Holding  Corporation.*"^  The  profit  to  these 
directors  on  these  purchases  of  Class  B  shares  will  be  indicated  here- 
inafter. 

The  total  fund  of  $952,860  raised  by  the  sale  of  the  corporation's 
securities  had  been  invested  in  a  diversified  portfolio  of  securities.*"* 
As  at  December  31,  1929,  however,  after  the  market  crash,  the  assets 
of  the  corporation  had  a  value  of  approximately  $680,000.*°^  In  other 
words,  as  a  result  of  the  October  1929  crash  in  security  values,  the 
corporation's  capital  had  depreciated  approximately  29%. 

By  the  summer  of  1929,  Mr.  Vance  and  his  co-directors  had  become 
dissatisfied  with  the  unsuccessful  efforts  of  Mr.  Parrott  to  distribute 
further  substantial  blocks  of  the  securities  of  Union  Investors,  Inc.*°^ 
The  directors  themselves  had  purchased  by  December  31,  1929,  ap- 
proximately 65%  of  the  Class  A  stock  which  had  been  sold  by  Mr. 
Parrott.  Further,  Mr.  Vance  and  his  co-directors  felt  that  they  had 
been  "trapped"  *"'  by  Mr.  Parrott  into  an  inequitable  capital  struc- 
ture. Their  own  purchases  of  Class  A  stock  had  constituted  approxi- 
mately 65%  of  the  corporation's  capital,  but  Mr.  Parrott's  holdings 
of  the  Class  B  stock  which  he  had  purchased  at  a  price  of  50  cents  a 
share,  entitled  him  as  a  holder  of  the  Class  B  shares  to  a  pro  rata 
share  of  approximately  one-third  of  the  corporate  assets.  Because 
of  the  "bad  capitalization"  and  of  the  alleged  inefficiency  of  Mr.  Par- 
rott's distribution  of  Union  Investors,  Inc.  securities,  Mr.  Vance  and 
his  associates  were  anxious  to  bring  to  an  end  Mr.  Parrott's  association 
with  the  corporation.    Mr.  Vance  testified :  *"^ 

A.  *  *  *  In  the  first  place  we  felt  we  were  more  or  less  trapped  into  a  ba(3 
capitalization  *  *  *  in  the  second  place  we  felt  that  the  distributing  power 
of  Parrott  &  Company  was  wholly  inadequate  to  ever  make  the  trust  of  any 
particular  size.  Then  they  wanted  to  get  rid  of  the  man  that  created  that  kind 
of  capitalization. 

Q.  Who  was  he? 

A.  Mr.  Parrott. 


<«ild.,  at  1664. 

^Id.,   at   1652.      Substantially  all   of   this   capital  was   raised  tlirouili   the   sale    of   tue 
Class  A  stock  (ibid.). 
«3  Id.,  at  1668. 
^<«Id.,  at  1385. 
■«>^Id.,   at  1412. 
*'x'  Id.,  at  1653-4. 
«"Id.,  at  1659. 
*<»  Ibid. 
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In  November  1929,  Mr.  Vance  and  the  other  directors  secured  Mr. 
Parrott's  cooperation  in  an  exchange  of  the  Class  A  and  Class  B  stock 
of  Union  Investors,  Inc.  for  the  stock  of  Yosemite  Holding  Corpora- 
tion, a  newly  formed  investment  company.  The  exchanges  resulted  in 
the  receipt  by  the  holders  of  Class  B  stock  of  stock  of  the  new  com- 
pany having  a  market  value  of  $4.20  and  an  asset  value  of  $1.27  for 
each  share  of  the  Class  B  stock  for  which  the  latter  had  originally 
been  paid  50  cents  per  share.  The  terms  and  conditions  under  which 
the  transfer  of  control  of  Union  Investors,  Inc.  was  effected  and  the 
profit  to  Mr.  Parrott  and  the  other  directors  on  their  Class  B  stock 
has  been  described  in  another  chapter  of  this  report.''°^ 

c.  Comparison  of  Contribution  by  Senior  and  Junior  Capital  and  the 
Rights  Obtained  by  Sponsoi's  and  Public  for  their  Respective 
Contributions 

The  acquisition  by  sponsors,  for  a  minor  investment,  of  "control" 
generally  accompanied  by  the  right  to  a  disproportionately  large  share 
of  the  profits  and  affording  the  opportunity  of  disposing  of  the  control 
at  a  premium  has  been  a  constant  and  regular  feature  of  the  complex 
capital  set-up.  Appendix  I  (pp.  1937  et  seq.)  discloses,  in  mathe- 
matical ratio,  additional  instances  of  the  disparity  between  contribu- 
tion by  sponsors  and  rights  obtained  by  them.  The  appendix  also 
shows  the  initial  structural  leverage  of  these  companies,  i.  e.,  the 
comparative  contribution  to  the  capital  for  the  senior  and  equity 
securities,  respectively. 

2.  FACILITY  OF  TRANSFER  OF  "CONTROL"  OF  INVEST- 
MENT COMPANIES  TO  THE  ADVANTAGE  OF  RETIRING 
SPONSORS  AND  TO  THE  DETRIMENT  OF  THE  REMAIN- 
ING. SECURITY  HOLDERS  *" 

It  has  been  indicated  that  the  complex  capital  structure  enables  the 
sponsor  to  secure  control  of  the  company  with  a  relatively  small  in- 
vestment. While  the  sponsor  retains  his  control  holdings,  he  is  the 
arbiter  of  the  affairs  of  the  company,  which  power  he  may  exercise  to 
his  personal  advantage.  The  value  of  the  "control  stock"  to  a  sponsor 
is  not  limited  to  the  period  when  he  is  exercising  his  influence  over  the 
affairs  of  the  company.  He  is  in  a  position  to  transfer  the  control  of 
the  investment  company  to  anyone  who  is  willing  to  pay  the  price. 
Thus,  the  management  of  the  company  may  be  passed  on  without  the 
consent  of  the  investors  who  have  contributed  the  bulk  of  the  funds. 
The  Study  has  demonstrated  that  comparatively  rarely  does  the  pur- 
chaser of  control  from  a  previous  sponsor  seek  control  for  the  purpose 
of  strengthening  the  position  of  the  investor  in  the  company.  The 
motive,  or  at  least  the  result,  has  generally  been  the  utilization  of  the 
investment  company  for  the  special  designs  of  the  purchaser  of  control, 
often  in  disregard  of  the  interests  of  the  investor. 

The  practice  of  sponsors  of  delivering  the  control  of  investment 
companies  into  new  hands  without  prior  notice  to,  or  the  consent  of. 

^  See  Ch.  IV  of  this  part  of  the  report,  pp.  1296-1301. 

^i"  For  detailed  discussion  of  shifts  in  control  of  investment  companies  see  Ch.  IV  of  this 
part  of  the  report,  pp.  1017  et  seq. 
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the  public  security  holders,  has  been  characterized  by  some  representa- 
tives of  the  industry  as  "trafficking  in  investment  companies,"  and 
"selling  the  security  holders  down  the  river."  Such  transfers  of  man- 
agement involve  an  element  of  breach  of  faith  on  the  part  of  the 
original  sponsor  toward  the  body  of  security  holders  of  the  investment 
company.  The  sponsors  of  investment  companies,  in  inviting  the  in- 
vestor to  entrust  his  funds  to  their  management,  emphasize  the  integ- 
rity, responsibility,  dependability,  and  competency  of  the  particular 
management  of  the  company.  Manifestly,  a  great  percentage  of  the 
investment  in  a  particular  company  is  induced  by  reliance  of  the 
investor  upon  the  individual  sponsor  and  in  his  ability  to  operate  the 
company  expertly  and  conscientiously.  Consequently,  some  element  of 
abuse  of  confidence  is  involved  when  the  sponsor  abdicates  and  sub- 
jects the  company  to  a  new  control  and  management,  of  which  the 
mvestor  has  not  been  apprised  or  to  which  he  has  not  consented.*^^ 

Carroll  E.  Gray,  Jr.,  who  in  June  1932  bought,  and  in  March  1938 
sold,  control  of  Burco,  Inc.,  an  investment  company,  after  stating  that 
no  announcement,  public  or  private,  was  given  to  stockholders  of  the 
transfer  of  control,  testified  that  such  notice  had  not,  to  his  knowledge, 
ever  been  vouchsafed  before :  "- 

Q.  Yet  you  felt  you  owe  no  duty  or  that  it  would  have  been,  shall  I  say,  well — 
the  new  thing  to  do  to  say,  "Mr.  Preferred  Stockholders,  I  manage  your  money. 
I  hold  the  common  stock.  I  have  been  trading  in  securities  on  your  money. 
For  reasons  best  known  to  myself,  I  would  like  to  turn  over  the  management  of 
your  money  to  somebody  else."     What  do  you  think  about  it? 

A.  I  think  it  is  Utopian. 

Q.  You  think  it  is  Utopian?    And  why,  because  it  is  decent. 

A.  Can  you  cite  a  case,  a  similar  case,  in  corporate  history? 

Q.  Well,  by  Utopian  you  mean  it  was  not  an  impossibility?  You  mean  it  had 
never  been  done  before  to  your  knowledge? 

A.  Correct. 

Q.  *    *    *    It  was  not  physically  impossible  for  you  to  do  it? 

A.  Not  physically  impossible. 

Q.  You  mean  that  your  concept  of  the  mores  and  ethics  of  corporate  and  invest- 
ment trust  finance  is  such  that  it  is  Utopian  to  tell  the  people  whose  money  you 
are  controlling  that  you  contemplate  turning  over  the  control  of  their  money 
to  somebody  else? 


^"  Earl  Bailie,  chairman  of  the  board  of  directors  of  Tri-Continental  Corporation,  testified 
(Public  Examination,  Tri-Continental  Corporation,  at  18874-5)  : 

Q.  You  say  "how  will  they  justify  to  the  stockholders  of  these  companies  this 
'selling  down  the  river'  by  a  governmental  body  which  does  not  consult  their  wishes  and 
does  not  guarantee  the  success  of  the  management  Avhich  must  replace  the  present 
officers  and  directors?"  I  am  interested  in  this  "selling  down  the  river."  We  have  a 
different  phrase  for  an  analogous  situation,  and  that  is  the  business  of  "trafficking  in 
investment  trusts." 

A.  Yes  ;  and  I  have  tried  to  cover  that  by  saying  I  did  not  think  management  should 
be  able  to  be  transferred. 

Q.  There  is  no  reference  here  [Mr.  Bailie'si  recommendation  with  reference  to  regu- 
lation of  investment  companies],  is  there? 

A.  Then  limit  it  at  this  point.  I  puzzled  a  great  deal  over  the  practical  method  of 
working  out  what  I  am  going  to  say.  But,  I  think  before  a  group  of  stockholders  have 
a  wholesale  shift  in  the  directors  or  management  that  they  should  be  consulted  in  a 
meeting  and  should  know  who  their  new  managers  are.  You  will  realize  that  comes 
under  one  of  my  suggestions  that  the  new  directors  and  their  affiliations  and  past 
connections  have  to  be  outlined  and  sent  out. 

^12  Public  Examination,  First  Income  Trading  Corporation  et  al.,  at  876  and  881-5. 
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A.  No ;  I  did  not  say  that.  I  said  tliat  when  you  purchase  an  interest  in  a  com- 
pany with  cash  administered  to  the  best  of  your  ability,  it  is  perfectly  proper 
that  you  should  sell  it 

***♦♦•* 

Q.  You  could  change  the  fundamental  nature  of  that  business  overnight  by 
changing  from  a  trading  corporation  to  a  diversified  long-pull  investment 
company? 

A.  That  is  correct. 

******* 

Q.  And  people  may  have  retained  their  stock  in  reliance  of  the  fact  that  they 
were  still  going  to  be  in  the  trading  corporation ;  is  not  that  so? 

A.  That  is  right. 

Q.  You  would  not  say,  Mr.  Gray,  that  if  you  were  going  to  change  the  funda- 
mental nature  of  the  investment  trust  that  the  stockholders  should  not  be 
considered  on  that  question? 

A.  They  should  be. 

Q.  However,  when  it  came  to  questions  of  transferring  the  power  to  change  the 
fundamental  nature  then  you  say  that  is  Utopian ;  is  that  right? 

A.  Correct. 

Q.  Now,  did  you  get  any  written  provision  in  the  agreement  to  the  effect  they 
would  maintain  the  same  policy,  Mr.  Gray? 

A.  No. 

The  substantial  change  in  the  situation  of  the  investor  wlio,  with- 
out prior  warning,  finds  his  company  administered  by  new  forces  in 
whom  he  may  have  no  confidence,  is  implicit  in  every  case  of  transfer 
of  control,  even  in  those  instances  in  which  the  new  management  is 
qualified  and  well-intentioned.  More  serious,  however,  are  the  illus- 
trations of  sponsors  exhibiting  few  scruples  as  to  the  identity,  qualifi- 
cations, or  motives  of  the  new  management  which  they  were  imposing 
upon  the  company,  or  the  surrender  of  control  of  the  company  to 
individuals  or  groups  whose  objectives  they  knew  or  should  have 
known  were  other  than  the  welfare  of  the  company  or  the  general  body 
of  investors  in  that  company.  In  some  instances  the  retiring  sponsors 
at  least  passively  acquiesced  to  the  acts  of  the  incoming  management 
in  the  furtherance  of  designs  inimical  to  the  welfare  of  the  companies 
or  its  investors. 

a.  Insuranshares  Corporation  of  Delaware  and  United  Founders 
Corporation 

In  the  case  of  the  transfer  of  the  control  block  of  stock  of  Insuran- 
shares Corporation  of  Delaware  by  United  Founders  Corporation  to 
Insurance  Equities  Corporation,  described  above,  United  Founders 
Corporation,  the  retiring  sponsor,  permitted  Insurance  Equities  Cor- 
poration (the  specially  created  instrumentality  of  Mr.  Cohen  and  Mr. 
Barnes,  the  incoming  sponsors)  to  liquidate  the  portfolio  of  Insuran- 
shares Corporation  of  Delaware,  consisting  of  dividend-paying  in- 
surance company  and  bank  stocks,  and  to  take  the  cash  proceeds  of 
such  liquidation  in  exchange  for  obscure  insurance  companies'  securi- 
ties.-*i3     Ti-^g   g^g]^   siphoned   out   of   Insuranshares    Corporation   of 

"5  See  supra,  pp.  1634-7.  United  Founders  Corporation  (and  its  subsidiaries)  had  effec- 
tive control  of  Insuranshares  Corporation  of  Delaware  by  virtue  of  its  holding  of  51%  of 
the  capital  stock  of  Insuranshares  &  General  Manegement  Company,  which  held  the  Class  B 
stock  of  Insuranshares  Corporation  of  Delaware  (ibid.). 

153373 — 41— pt.  3 55 
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Delaware  in  this  manner  was  then  paid  over  by  Insurance  Equities 
Corporation  to  American  Founders  Corporation,  the  agent  for  United 
Founders  Corporation.  During  the  period  of  the  control  by  Insur- 
ance Equities  Corporation,  Insuranshares  Corporation  of  Delaware 
was  caused  to  liquidate  virtually  its  entire  portfolio,  which  had  been 
acquired  at  a  cost  of  approximately  $15,000,000,  for  approximately 
$4,500,000  cash.  The  draining  out  of  the  cash  proceeds  of  this  liqui- 
dation and  the  substitution  therefor  of  obscure  securities  furnished  by 
the  new  sponsors,  on  which  the  company  suffered  an  additional  loss, 
was  a  further  sacrifice  of  the  interest  of  the  general  security  holders 
of  Insuranshares  Corporation  of  Delaware  stemming  from  the  transfer 
of  control. 

The  "trafficking  in  control"  facilitated  by  the  existence  of  a  "control" 
class  of  security  is  illustrated  by  several  such  episodes  in  the  history 
of  Insuranshares  Corporation  of  Delaware.  The  primary  original 
sponsor  was  Insuranshares  Management  Company.  By  August  1933, 
control  had  been  shifted  to  the  United  Founders  Corporation  group 
of  investment  companies.  In  April  1932  the  United  Founders  Cor- 
poration group  sold  its  controlling  interest  to  Insuranshares  Equities 
Corporation.  In  December  1933  the  stock  representing  the  control 
of  Insuranshares  Corporation  of  Delaware,  at  that  time  practically 
drained  of  all  assets,  was  turned  over  to  John  H.  Orgill ;  and  in  1937 
it  was  transferred  to  Messrs.  Kobb,  Solomont,  and  Morris,  and  the 
Northern  Fiscal  group  of  investment  companies,  with  whom  they  were 
associated.''" 

b.  Accumulation  of  Investment  Companies  by  Wallace  Groves 
Through  Purchase  of  "Control"  Stocks 

Another  example  of  the  unrestricted  trafficking  in  investment  com- 
panies is  to  be  found  in  the  activities,  in  1931  and  1932,  of  Wallace 
Groves,  who  prior  to  that  time  had  not  been  affiliated  with  any  major 
investment  banking,  commercial  banking,  or  brokerage  operations. *^^ 

Wallace  Groves  started  his  career  as  investment  company  sponsor 
by  buying  control,  at  about  the  same  time,  of  three  closed-end  manage- 
ment investment  companies,  to  wit:  Interstate  Equities  Corporation, 
Chain  &  General  Equities,  Inc.,  and  Yosemite  Holding  Corporation. 
The  three  companies  had  aggregate  net  assets  of  approximately 
$11,000,000.*^'^ 

All  three  companies  had  capital  structures  consisting  of  preferred 
and  common  stocks.  In  each  case,  the  company  was  subject  to  the 
control  of  the  equity  stock  which  had  an  insubstantial  market  value 
and  a  very  slight  or  no  asset  value.  In  each  instance  the  current  spon- 
sor of  the  company  transferred  control  to  Mr.  Groves  either  by  selling- 
him  its  own  "control"  stock  or  causing  the  company  to  sell  Mr.  Groves 

*"  See  Ch.  II  of  this  part  of  the  report,  pp.  350-496. 

■*^^  A  detailed  history  of  Wallace  Groves  in  the  investment  company  field  will  be  found 
in  Ch.  II  of  this  part  of  the  report,  pp.  181-226. 

««In  October  1931  Interstate  Equities  Corporation  had  net  assets  of  .$8,636,431  (Public 
Examination,  The  Equity  Corporation,  Commission's  Exhibit  No.  18).  As  of  September 
30,  1931,  Chain  &  General  Equities,  Inc.,  had  net  assets  of  $1,978,077  (id..  Commission's 
Exhibit  No.  9).  Yosemite  Holding  Corporation  had  net  assets  as  of  September  30,  1931, 
of  $313,960  (id,,  at  1367  and  Commission's  Exhibits  Nos.  28  and  31,  and  derived  from 
supplementary  information  supplied  the  Commission  for  The  Equity  Corporation). 
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common  stock.  In  each  case  Mr.  Groves  contracted  to  pay  a  substan- 
tial premium  above  the  asset  value  of  the  equity  stock.  At  the  time 
of  the  making  of  the  contracts  he  did  not  personally  possess  the  finan- 
cial resources  to  pay  the  contract  price  of  the  equity  stocks  amounting 
to  almost  $2,250,000.^^' 

Bancamerica-Blair  Corporation  and  Hunter  Marston,  a  director  of 
both  Bancamerica-Blair  Corporation  and  Interstate  Equities  Corpora- 
tion, contracted  to  sell  Mr.  Groves  642,517  shares  of  common  stock  of 
Interstate  Equities  Corporation,  constituting  46%  of  the  voting  power, 
for  $963,755.50,'*^^  at  a  premium  of  $687,493.19  above  the  asset  value  of 
the  shares."^  Chain  &  General  Equities,  Inc.  undertook  to  issue  to 
Mr.  Groves  467,938  shares  of  common  stock,  constituting  72%  of  the 
total  outstanding  voting  stock,  for  $935,876,''2o  at  a  premium  of  $753,380 
over  the  asset  value  of  the  common  stock  after  the  sale  of  the  new 
issue. *^^  Yosemite  Holding  Corporation  agreed  to  issue  to  Mr.  Groves 
282,500  shares  of  common  stock,  constituting  43%  of  the  total  voting 
power,  for  $282,500,^-  at  a  premium  of  $132,775  above  the  asset  value 
of  the  common  stock  after  the  receipt  of  the  proceeds  for  the  new 
&tock.^23 

Each  of  these  companies,  at  the  time  Mr.  Groves  obtained  control, 
had  the  major  part  of  its  funds  invested  in  a  portfolio  of  general 
diversified  securities.^-*  As  one  result  of  the  transfer  of  control  to 
Mr.  Groves,  each  of  the  companies  underwent  a  modification  of  its 
previous  investment  policy  in  being  turned  into  a  holding  company 
for  the  "control"  blocks  of  stock  of  other  companies  of  little  or  no 
asset  value.     In  none  of  the  cases  was  the  general  body  of  common 

■•"  See  Ch.  II  of  this  part  of  the  report,  note  37,  p.  189,  and  Public  Examination,  The 
Equity  Corporation,  at  71-2  and  242. 

ttspoblic  Examination,  The  Equity  Corporation,  at  81,  86-87,  and  Commission's  Exhibits 
Nos.  10  and  94. 

^^  According  to  the  company's  own  figures,  the  common  stock  of  Interstate  Equities  Cor- 
poration had  a  net  asset  value  of  43  cents  a  share  as  of  November  13,  1931,  or  an  aggre- 
gate net  asset  value  of  $276,282.31  for  642,517  shares  (id..  Commission's  Exhibit  No.  16). 
However,  on  the  basis  of  an  independent  audit  by  Payer  &  Clauson,  certified  public  account- 
ants, the  asset  value  of  this  common  stock  was  minus  11  cents  per  share  (id..  Commission's 
Exhibit  No.  18). 

^^o  Id.,  Commission's  Exhibits  Nos.  8  and  9  ;  and  derived  from  supplementary  information 
supplied  the  Commission  for  The  Equity  Corporation. 

*2i  Prior  to  the  additional  issue,  the  common  stock  had  no  asset  value.  (Op.  cit.  supra, 
note  418,  Commission's  Exhibit  No.  9,  and  see  Ch.  II  of  this  part  of  the  report,  note  46, 
p.  191.)  Receipt  of  $2  a  share  for  the  new  stock  brought  up  the  preferred  stock  to  its 
stipulated  liquidating  value  and  gave  to  the  627,200  shares  of  common  stock  which  would 
be  outstanding  after  Mr.  Groves  met  his  commitment  an  asset  value  of  approximately 
39  cents  per  share  (derived  from  supplementary  information  supplied  the  Commission  for 
The  Equity  CorporatioH).  Mr.  Groves,  in  purchasing  467,938  common  shares  of  Chain  & 
General  Equities,  Inc.,  at  $2  a  share,  was  paying  $935,876  for  stock  which,  after  payment 
by  him,  had  an  asset  value  of  $182,495.82,  or  a  premium  over  asset  value  of  about  410%. 

*22  0p.  cit.  supra,  note  418,  Commission's  Exhibits  No.  28  (pars.  1  (a)  and  2)  and 
No.  185. 

■^3  The  877,199  common  shares  of  Yosemite  Holding  Corporation  outstanding  prior  to 
Mr.  Groves'  purchase  had  an  asset  value  of  17  cents  per  share  (id..  Commission's  Exhibit 
No.  28).  By  purchasing  282,500  shares  at  $1  a  share  Mr.  Groves  was  adding  $282,500 
to  the  assets  of  Yosemite  Holding  Corporation.  The  659,699  shares  outstanding  after  the 
purchase  possessed  a  net  asset  value  of  53  cents  per  share,  or  an  aggregate  asset  value  of 
$149,725.  Mr.  Groves  also  purchased  from  Baker,  Simocds&Co.,  the  co-sponsor  of  Y'osemite 
Holding  Corporation,  254,394  warrants  to  subscribe  to  Yosemite  stock  at  20  cents  per  warrant 
for  an  aggregate  of  $50,878.80  (id.,  at  242-5). 

^2*  Replies  to  the  Commission's  questionnaire  for  Interstate  Equities  Corporation,  Chain 
&  General  Equities,  Inc.,  and  Yosemite  Holding  Corporation,  Pts.  II  and  III. 
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stockholders  or  preferred  stockholders  informed  of  the  shift  in  the 
personnel  of  the  management  or  the  objectives  of  the  company  until 
after  the  event.*-^ 

As  a  second  result,  these  three  companies  suffered  a  substantial 
diminution  in  their  cash  and  marketable  securities/^s 

Both  of  these  results  came  about  through  the  fact  that  Mr.  Groves, 
not  having  the  funds  to  pay  for  the  "control"  blocks  of  stock  of  the 
three  companies,  arranged  to  have  these  companies  buy  each  other's 
stock.  He  took  up  the  "control"  stock  of  Interstate  Equities  Corpora- 
tion with  funds  borrowed  from  Franklin  Plan  Corporation,  a  holding 
company  for  small  loan  companies  in  which  he  had  effective  in- 
fluence;**" borrowed  from  Interstate  Equities  Corporation  to  take  up 
the  stock  of  Chain  &  General  Equities,  Inc. ;  *-^  sold  his  "control"  hold- 
ing of  Interstate  Equities  stock  to  Chain  &  General  Equities,  Inc.  to 
raise  money  to  pay  for  the  Yosem.ite  stock,  and  to  repay  the  Franklin 
Plan  Corporation  loan ;  ^~^  and  sold  one-half  of  his  holdings  of  Chain  & 
General  Equities,  Inc.  stock  to  Yosemite  Holding  Corporation,''^°  and 
the  other  half  to  Franklin  Plan  Corporation  to  repay  his  loan  from 
Interstate  Equities  Corporation.*^^  At  the  conclusion  of  his  trans- 
actions with  these  three  investment  companies,  Mr.  Groves,  with  an 
original  nominal  investment,  if  any,  had  acquired  292,600  shares  of 
common  stock  of  Yosemite  Holding  Corporation,*^^  which  in  turn 
controlled  Chain  &  General  Equities,  Inc.,*^"  which  in  turn  controlled 
Interstate  Equities  Corporation. *2* 

In  each  instance  the  investment  company,  in  order  to  pay  the  price 
of  the  common  stock  of  the  other  investment  company,  was  compelled 
to  liquidate  all  or  a  substantial  part  of  its  portfolio  of  diversified 
securities  or  to  hypothecate  them  for  a  loan.*^^ 

In  December  i932,  the  "control"  stock  of  Yosemite  Holding  Corpo- 
ration, representing  control  of  Chain  &  General  Equities,  Inc.  and 
of  Interstate  Equities  Corporation,  was  transferred  by  Mr.  Groves  to 

<25  See  Ch.  II  of  this  part  of  the  report,  pp.  181-226. 

«8  Ibid. 

*^  Op.  cit.  supra,  note  418,  at  86,  297,  300  and  Commission's  Exhibit  No.  34. 

^'Id.,  at  118  and  Commission's  Exhibits  Nos.  8  and  11. 

429  Derived  from  supplementary  information  supplied  the  Commission  for  The  Equity 
Corporation. 

"»0p.  cit.  supra,  note  429,  and  op.  cit.  supra,  note  424,  Commission's  Exhibit  No.  32. 
See'  also  discussion  in  op.  cit.  supra,  note  415. 

«i  Op.  cit.  supra,  note  418,  at  268,  271,  789,  and  Commission's  Exhibits  Nos.  19  and  33. 
See  also  discussion  in  op.  cit.  supra,  note  415. 

*22  Op.  cit.  supra,  note  418,  Commission's  Exhibits  Nos.  30  and  185,  and  derived  from 
Bupplementa'y  information  supplied  the  Commission  for  The  Equity  Corporation.  In  addi- 
tion to  the  282,500  shares  originally  purchased  by  Mr.  Groves,  he  had  acquired  10,000 
shares  from  Yosemite  Holding  Corporation   (ibid.). 

*='='  Op.  cit.  supra,  note  418,  Commission's  Exhibits  Nos.  19,  30,  33,  and  219. 

^^*  Id.,  Commission's  Exhibits  Nos.  2,  18,  and  19. 

•i^s  Interstate  Equities  Corporation  hypothecated  $1,000,000  of  "blue  chip"  securities  in 
its  portfolio  vcith  The  National  City  Bank  of  New  York  in  borrowing  funds  to  lend  to  Mr. 
Groves  for  the  purchase  of  control  of  Chain  &  General  Equities,  Inc.  (id.,  at  95  and 
Commission's  Exhibit  No.  13).  Yosemite  Holding  Corporation,  in  order  to  buy  the  Chain 
&  General  Equities,  Inc.,  common  stock  from  Mr.  Groves,  was  rrquired  to  liquidate  in 
excess  of  90 7o  of  its  portfolio  of  diversified  securities  (id.,  at  791-800  and  Commission's 
Exhibit  No.  28).  Chain  &  General  Equities,  Inc.,  liquidated  a  substantial  proportion  of  its 
diversified  portfolio  in  the  course  of  acquiring  so  much  of  the  common  stock  of  Interstate 
Equities  Corporation  as  constituted  45%  of  its  portfolio  (id.,  at  99-100). 
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The  Equity  Corporation.^^^  This  was  a  new  investment  company 
formed  by  Wallace  Groves  and  Chase  Donaldson  with  several  asso- 
ciates.*^^  In  exchange  for  his  transfer  to  The  Equity  Corporation  of 
control  of  Yosemite  Holding  Corporation  and  its  subsidiaries,  Mr. 
Groves  received  the  controlling  block  of  the  common  stock  of  The 
Equity  Corporation.^^^  This  constituted  a  change  in  the  nominal 
control  of  the  three  holding  companies,  but  no  change  in  the  real  con- 
trol, as  Mr.  Groves  himself  held  the  power  over  the  new  top  holding 
company,  namely.  The  Equity  Corporation. 

In  the  following  year,  in  May  1933,  the  control  of  the  entire  system 
underwent  a  real  change.  Mr.  Groves  sold  his  holdings  of  The  Equity 
Corporation  common  stock  to  David  Milton  and  his  associates  for 
$1,050,000,*3^  or  a  net  profit  to  Mr.  Groves  of  approximately  $985,000. 

The  severe  losses  suffered  by  the  preferred  stockholders  of  Yosemite 
Holding  Corporation  and  Chain  &  General  Equities,  Inc.  by  virtue  of 
Mr.  Groves'  stewardship  is  graphically  illustrated  by  the  fact  that 
the  former,  prior  to  the  shift  in  control  to  Mr.  Groves,  had  a  portfolio 
of  marketable  securities  of  a  market  value  of  approximately 
$400,000,*"*°  while  on  December  31, 1933,  the  company's  assets  consisted 
almost  exclusively  of  the  common  stock  of  Chain  &  General  Equities, 
Inc.,  of  the  aggregate  liquidating  value  of  $3,138.60 ;  **^  the  latter  com- 
pany (Chain  &  General  Equities,  Inc.)  prior  to  Mr.  Groves'  accession, 
had  97%  of  its  assets  in  a  diversified  list  of  marketable  securities,**^ 
whereas  by  June  30,  1933,  only  40%  was  invested  in  diversified  mar- 
ketable securities.**^  The  bulk  of  the  remaining  assets  of  Chain  & 
General  Equities,  Inc.  was  invested  in  the  common  stock  and  pre- 
ferred stock  of  Interstate  Equities  Corporation,  which  stock  possessed 
little  asset  value.*** 

Interstate  Equities  Corporation  was  the  last  of  this  network  of 
investment  companies  acquired  by  Mr.  Groves  to  be  subjected  to  a 
deviation  of  investment  functions  and  a  drain  of  its  assets.  The  first 
step  in  the  disintegration  of  Interstate  Equities  Corporation  consti- 
tuted an  integral  part  of  the  plan  of  the  sale  of  control  of  The  Equity 
Corporation  to  the  Milton  interests.  In  brief,  Interstate  Equities 
Corporation  expended  approximately  $900,000  in  cash  and  liquid 
securities  by  being  caused  to  purchase  stock  of  inactive  insurance  com- 
panies from  Underwriters  Equities,  Inc.,  a  company  controlled  by 

««  Op.  cit.  supra,  note  418,  at  7849-50,  11983-6,  11989-91,  and  Commission's  Exhibits 
Nos.  766,  831,  and  1173. 

^  Id.,  Commi.ssioii's  Exliibit  No.  831. 

*3a  Op.  cit.  supra,  note  436. 

«"  Op.  cit.  supra,  note  418,  Commission's  Exliibit  No.  837. 

**<^  Id.,  Commission's  Exhibit  No.   28. 

*"  Id.,  Commission's  Exhibit  No.  843,  and  derived  from  supplementary  information  sup- 
plied the  Commission  for  The  Equity  Corporation. 

<^As  of  September  30,  1931,  this  company  had  net  assets  (at  market  or  estimated  fair 
value)  of  $1,978,077,  of  which  $1,917,547  was  invested  in  diversified  marlcetable  securities 
(op.  cit.  supra,  note  418,  Commission's  Exhibit  No.  9). 

*«At  the  end  of  June  19.33  the  net  assets  of  Chain  &  General  Equities.  Inc.,  had  de- 
creased to  $1,272,942  (op.  cit.  supra,  note  418,  Commission's  Exhibit  No.  235-L)  of  which 
only  $511,858  was  invested  in  diversified  marketable  securities    (ibid.). 

'"This  investment,  which  had  cost  Chain  &  General  Equities,  Inc.,  the  sum  of  $1,690,986, 
had  an  asset  value  of  only  $494,827  at  June  30,  1933.  (Op.  cit.  supra,  note  418,  Commis- 
sion's Exhibits  Nos.  235-L  and  843.) 
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David  Milton.     With  the  cash  thus  obtained  Mr.  Mihon  paid  Mr. 
Groves  the  purchase  price  of  The   Equity   Corporation   "control" 

stock.*-*^ 

c.  Absorption  of  Other  Investment  Companies  by  The  Equity 
Corporation 

When  David  Milton  assumed  control  of  The  Equity  Corporation 
in  May  1933  it  controlled  four  subsidiary  companies  with  gross  assets 
of  $6,500,000.*^^  The  major  part  of  the  assets  was  possessed  by  Inter- 
state Equities  Corporation.**^  By  December  1935,  when  its  expansion 
program  was  completed,  the  gross  assets  subject  to  the  control  of  The 
Equity  Corporation  had  risen  to  approximately  $205,000,000  by  a 
process  of  the  absorption  of  the  assets  of  21  publicly  held  investment 
companies.**^  The  assets  possessed  by  Interstate  Equities  Corpora- 
tion were  the  initial  lever  for  the  expansion  of  The  Equity  Cor- 
poration. 

The  first"  step  in  the  procedure  of  absorption  was  the  acquisition 
from  the  preceding  management  of  the  "control"  blocks  of  stock  of 
the  companies  ultimately  to  be  absorbed.**^  The  purchase  by  The 
Equity  Corporation  in  June  1933  of  the  Class  A.  stock  of  the  United 
Founders  Corporation  is  an  excellent  illustration  of  this  technique.*^" 
Thereafter,  by  the  exchange  programs,  a  sufficiently  large  holding  of 
the  securities  of  the  company  would  be  sought  to  secure  a  consolidation 
or  merger  with  The  Equity  Corporation.*^^ 

The  record  of  the  operations  of  The  Equity  Corporation  reveals 
that  the  feature  of  the  complex  capital  structure  in  investment  com- 
panies, i.  e.,  the  existence  of  a  "control"  class  of  stock,  made  possible 
the  entire  development  and  was  the  instrumentality  by  which  opera- 
tors such  as  Mr.  Groves  and  Mr.  Milton  accomplished  their  objectives. 

In  almost  all  instances,  after  The  Equity  Corporation  had  acquired 
working  control  of  the  subsidiary  through  ownership  of  the  "control" 
block  of  equity  stock,  it  proceeded  to  acquire  preferred  stock  of  the 
company,  as  well  as  additional  equity  stock,  in  order  to  be  able  to 
eifect  merger  or  consolidation  under  the  Delaware  and  Maryland 
statutes.*'^^     It  is  instructive,  however,  that  The  Equity  Corporation 

**^  Op.  cit.  supra,  note  418,  at  7905-6  and  Commission's  Exhibit  No.  718;  see  opinion 
of  the  Securities  and  Bxcl^ange  Commission  In  the  matter  of  The  Equity  Corporation  (2 
S.  E.  C.  675  (1937) )  rendered  in  connection  with  a  proceeding  to  determine  whetlier  a  stop 
order  should  issue,  pursuant  to  Section  8  (d)  of  the  Securities  Act  of  1933,  suspending 
the  effectiveness  of  a  registration  statement  filed  by  The  Equity  Corporation,  on  the  ground 
that  the  statement  was  deficient  in  respect  to  certain  material  matters.  For  discussion, 
see  Ch.  IV  of  this  part  of  the  report,  pp.  — . 

*«  Op.  cit.  supra,  note  418,  at  7849-50,  11983-6,  11989-91,  and  Commission's  Exhibits  Nos. 
see  Ch.  IV  of  this  part  of  the  report. 

*■*'  See  the  Commission's  Report  on  the  Study  and  Investigation  of  the  Work,  Activities, 
Personnel,  and  Functions  of  Protective  and  Reorganization  Committees,  Pt.  VII,  p.  199.  See 
also  Ch.  IV  of  this  part  of  the  report. 

^^^  See  the  Commission's  Report  on  the  Study  and  Investigation  of  the  Work,  Activities, 
Personnel,  and  Functions  of  Protective  and  Reorganization  Committees,  Pt.  VII,  pp.  203-5. 

"» Id.,  at  201  and  211-3. 

4r,o  For  details  see  id.,  at  213-22. 

4R1  For  detailed  discussion  of  technique  employed  by  The  Equity  Corporation,  see  id.,  at  211 
et  seq. 

«2  Id.,  at  204  and  211-28. 
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was  enabled  to  secure  its  first  strategic  position  of  effective  control  in 
those  companies  by  virtue  of  the  purchase  of  the  "control"  stocks  from 
previous  sponsors.  Table  31  shows  that  The  Equity  Corporation,  prior 
to  the  first  "exchange"  offers,  had  acquired,  in  most  instances,  more 
than  50%  of  the  common  (or  management)  stock,  whereas  it  had  ac- 
quired very  minor  holdings,  if  any,  in  senior  securities.*^^ 

Table  31. — Comparative  holdings  by  The  Equity  Corporation  of  senior  and  junior 
securities  of  various  investment  compatiies  acquired  prior. to  the  first  exchange 

offers 


Name  of  company  and  stock 

Date  of  first 
exchange  offer 

Shares    held    shortly 
prior    to    original 
exchange  offer 

Number 

Percent  of 
total  out- 
standing 

Yosemite  Holding  Corporation: 

Preferred                                -.             .                -        -  

Mar.  18, 1933 
Mar.  18, 1933 

Mar.  18, 1933 
Mar.  18, 1933 
Mar.  18, 1933 

Mar.  15, 1933 
Mar.  15, 1933 

June    8, 1933 
June     8,1933 

Nov.  14, 1933 
Nov.  14, 1933 

June  23,1934 
June  23,1934 
Sept.    1,1934 

July   16,1934 

3 

330, 532 

16, 130 
19,  630 
125,000 

0 
324,  607 

6,  220 
717,617 

0 
100, 056 

2,438 

9,105 

7,066,164 

250,  298 
12,  501 

500,000 
666,  6662/3 

53,  917 
332,  792 

0.04 

Common 

51  1 

Allied  General  Corporation: 
Preferred 

60  8 

Class  A 

54  2 

50.8 

Chain  &  General  Equities,  Inc.: 

Common 

51.7 

Interstate  Equities  Corporation: 
Preferred 

4  3 

57  4 

Eastern  Shares  Corporation: 

0 

58.9 

American  Founders  Corporation: 

5.8 

6%  preferred 

8.0 

Common 

78.7 

American  and  Continental  Corporation: 

59.0 

50.0 

United  Founders  Corporation: 

May  20, 1935 

5.5 

Class  A                               --     --     -—           -      . 

66.7 

Reliance  International  Corporation: 
Preferred 

31.6 

Class  A 

Apr.  20,1935 

53.4 

The  ultimate  step  in  the  program  of  The  Equity  Corporation  was 
the  absorption  of  the  assets  of  the  subsidiary  companies  by  dissolution, 
or  merger,  or,  as  occurred  in  one  instance,  consolidation  of  several 
companies  into  one  subsidiary.*^*  The  reorganization  prescribed  by 
The  Equity  Corporation  effected  drastic  revisions  in  the  rights  and 


*^''  Id.,  at  214,  219,  225,  and  293.  Also  see  Puhlic  Examination,  American  General  Corpo- 
ration, et  al.,  Commission's  Exhibit  No.  3405   (p.  110). 

*fi»  For  detailed  discussion  see  op.  cit.  supra,  note  448,  at  294-336,  and  also  204.  Eight 
companies  were  consolidated  on  November  23,  1935,  into  a  new  corporate  entity  known  as 
American  General  Corporation.     For  enumeration  of  these  companies  see  id.,  at  310. 
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privileges  of  security  holders.  Thus  preferred  stockholders  who  ac- 
cepted The  Equity  Corporation  exchange  offers  and  agreements  of 
merger  or  consolidation  surrendered  securities  possessing  preferences 
on  liquidation  of  more  than  $8,300,000  more  than  the  preferences  of 
the  securities  received.^^^  Similarly,  those  preferred  stockholders 
whose  securities  were  acquired  by  The  Equity  Corporation  through 
exchange  offers,  merger,  or  consolidation  suffered  a  loss  in  net  asset 
value  of  over  $2,400,600.*5<^ 

Large  amounts  of  assets  which  would  have  gone  to  the  original 
preferred  stockholders,  had  their  companies  been  dissolved  prior  to 
their  yielding  to  the  pressure  of  The  Equity  Corporation  exchange 
program,  accrued  instead  to  the  enrichment  of  The  Equity  Corpora- 
tion. This  was  made  possible,  in  large  measure,  by  a  characteristic 
of  the  senior-junior  securities  set-up,  namely,  that  the  common  stock 
possesses  the  power  to  prevent  dissolution  despite  the  fact  that  it  will 
have  no  claim  on  the  company's  assets  in  the  event  of  dissolution.^" 
However,  due  to  this  recognized  impotence  of  the  senior  securities  to 
procure  liquidation,  an  entity  which  has  secured  possession  of  the 
equity  securities  is  frequently  able  to  acquire  a  substantial  part  of  the 
senior  securities  at  a  price  or  basis  of  exchange  considerably  lower 
than  the  asset  value.  The  entity  so  vested  with  the  common  stock 
"control"  is  then  in  a  position  to  obtain  the  asset  value  of  its  holdings 
of  senior  securities,  a  result  which  the  public  holders  of  the  senior 
securities  could  not  accomplish.    The  program  of  The  Equity  Corpo- 

«5  Op.  cit.  supra,  note  418,  Commission's  Exhibit  No.  775.  See  also  op.  cit.  supra,  note 
448,  Sec.  IV,  note  25. 

«8  Op.  cit.  supra,  note  418,  Commission's  Exhibits  Nos.  767-770,  772-775,  821,  838,  840, 
and  845-848 ;  see  the  reply  to  the  Commission's  questionnaire  for  The  Equity  Corporation, 
Pt.  I  (Exhibit  J9).     See  also  op.  cit.  supra,  note  448,  Sec.  IV,  note  27. 

«'' Carroll  E.  Gray,  Jr.,  who  sold  his  40%  voting  control  of  Burco,  Inc.,  at  a  time  when 
the  equity  stock  had  no  asset  value,  but  when  the  preferred  stock  would  have  been  able  to 
realize  100%  on  liquidation,  testified  as  follows  (Public  Examination,  First  Income  Trading 
Corporation  et  al.,  at  873-6)  : 

Q.  So  during  the  normal  course  of  the  history  of  the  corporation  or  the  investment 
trust,  if  they  have  enough  money  to  cover  the  preferred  and  have  something  for  the 
common,  then  this  preference  does  not  mean  anything.  The  only  thing  this  preference 
means  is  he  is  getting  less  Income  than  the  common  stockholders. 

A.  That  is  correct. 

Q.  The  time  that  his  preferred  position  is  vital  is  when  there  is  not  enough  money  to 
pay  common  stockholders  anything ;  the  stockholder  becomes  concerned,  then,  as  to 
whether  his  preference  is  going  to  mean  anything.     Is  not  that  so? 

A.  That  Is  correct. 

Q.  That  was  the  situation  at  the  time  you  carried  on  the  negotiations  for  the  sale  of 
your  common  stock.     Is  not  that  so? 

A.  Correct. 
******* 

Q.  If  his  preferred  stock  meant  anything  at  all  to  him  at  any  time,  that  is  the  time 
it  meant  something  to  him. 

A.  Not  any  more  than  any  other  time. 

Q.  You  do  not  deny  that  at  that  time  if  there  was  a  liquidation  he  would  get  every 
dollar  of  the  money? 

A.  That  is  correct. 

Q.  And  the  common  stockholder  would  get  nothing? 

A.  That  is  correct. 
******* 

Q.  [The  sponsors  who  held]  almost  a  ma.lorlty  of  the  common  stock  had  it  in  their 
power  either  to  consent  to  liquidation  or  not  consent  to  liquidation  and  make  the 
assets  available  to  the  preferred  stock ;  is  not  that  so  ? 

A.  That  is  correct. 

Q.  You  do  not  deny,  Mr.  Gray,  that  if  you  decided  that  you  thought  the  trust  should 
be  liquidated  at  that  time  that  you  with  your  block  of  stock  would  have  had  that  trust 
liquidated  and  turned  the  assets  over  to  the  preferred? 

A.  I  did  not  think  it  should  be  liquidated  at  that  time  or  any  other  time. 

Q.  I  am  not  saying  that.  I  am  just  propounding  the  hypothetical  question.  Your 
block  of  stock  would  have  played  a  material  part  in  any  attempt  to  liquidate.  Is  not 
that  so? 

A.  That  is  correct. 
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ration — the  securing  of  "control"  equity  stocks,  the  obtaining  of  pre- 
ferred stock  by  exchanges,  and  the  ultimate  dissolution  or  merger  of 
the  acquired  investment  companies — was  in  essence  the  utilization  to 
its  own  advantage  of  the  severance  between  the  prior  right  to  the 
assets  of  the  company  and  control  of  the  company  generally  effected 
by  the  multiple-security  set-up. 

d.  Atlas  Corporation 

The  program  of  Atlas  Corporation  which  involved  the  acquisition 
of  21  investment  companies  was  most  successful  in  the  case  of  multiple- 
security  investment  companies.'*^^ 

In  1930,  Floyd  B.  Odium,  the  dominating  influence  in  Atlas  Corpo- 
ration, realized  that  the  common  stocks  of  leverage  investment  com- 
j)anies  were  selling  at  a  market  premium  above  their  negative  asset 
value,  whereas  the  preferred  stocks  of  such  companies  were  selling  at 
a  market  price  less  than  their  asset  value.*°^  Atlas  Corporation  was 
thereupon  launched  on  a  policy  of  profiting  by  the  differential  between 
the  cost  to  it  of  the  securities  of  leverage  investment  companies 
acquired  and  the  asset  values  of  the  senior  securities  of  these  com- 
panies.*^° 

To  secure  the  right  to  the  assets  of  the  companies  to  be  acquired, 
Atlas  Corporation  had  to  obtain  the  senior  securities,  while  to  achieve 
the  power  to  reduce  the  senior  securities  to  their  asset  value,  Atlas 
Corporation  had  to  acquire  the  equity  securities  of  the  companies.^*^^ 
Lester  Roth,  a  director  of  National  Securities  Investment  Company 
and  an  officer  of  A.  G.  Becker  &  Co.,  Inc.,  the  sponsor  from  whom 


^=8  A  more  detailed  discussion  of  acquisitions  by  Atlas  Corporation  appears  in  Ch.  IV 
of  this  part  of  the  report,  pp.  1052-71  and  p.  1094  et  seq. 

*^  Public  Examination,  Atlas  Corporation,  at  15319. 

^  It  should  be  noted  that  Atlas  Corporation  could  and  did  apply  this  technique  to  non- 
leverage  companies,  as  well  as  to  leverage  companies,  inasmuch  as  the  common  stocks  of 
nonleverage  companies  were  selling  at  a  price  below  asset  value.  For  the  controlling 
common  stocks  of  nonleverage  companies  Atlas  Corporation  had  to  pay  a  price  uf-ually 
equivalent  to  or  slightly  in  excess  of  their  asset  values,  and  the  sums  paid  for  control  bore 
a  relatively  high  ratio  to  the  total  assets  of  the  acquired  companies.  In  the  case  of  leverage 
investment  companies,  however,  the  controlling  blocks  of  common  stock  hnd  no  asset  valua, 
60  that  the  sums  paid  by  Atlas  Corporation  for  such  stock  were  in  their  entirety  premium' 
values.  But  the  sums  paid  for  controlling  blocks  of  leverage  common  stock  usually  bore 
a  relatively  low  ratio  to  the  total  assets  of  the  acquired  leverage  investment  companies, 
all  of  which  belonged  to  their  preferred  stockholders.  Mr.  Odium  testified  that  the  bulk 
of  the  profit  was  made  from  the  absorption  of  leverage  companies  (Public  Examination, 
Atlas  Corporation,  at  17828)  : 

Q.  Now.  after  you  got  through  with  your  entire  campaign,  where  was  the  money 
made,  in  the  preferred  or  the  common? 

A.  In  the  preferred  mostly. 

Q.  And  how  much  after  you  got  all  through  with  your  campaign,  did  Atlas  Corpo- 
ration make  on  its  exchange  program? 

A.  I  can  give  you  the  accurate  figures :  On  its  entire  program  of  acquisition  of 
investment  trust  stocks.  Atlas  Corporation  made  before  commissions,  and  before 
expenses,  that  were  not  a  part  or  buried  in  the  cost  itself,  a  gross  gain  of  $16,736,000. 
That  again  was  made  as  follows  :  I  mean  it  is  divided  between  preferred  and  common  : 
We  made  $13,601,982  by  acquiring  preferred  stocks  and  bonds  below  their  par  value, 
or  below  their  asset  value,  if  their  asset  value  was  lower  than  their  par  value. 

Q.  That  is,  you  made  that  amount  of  money  buying  these  securities  at  discount, 
below  asset  or  below  par. 

A.  Yes.  Now,  we  made  $3,134,621  in  the  acquisitions  below  their  asset  value  of 
common  stocks  and  warrants  and  other  so-called  equity  stocks.  In  acquiring  those 
stocks  we  paid  more  than  similar  stocks  were  selling  for  in  the  market. 

«i  The  common  stock  or  other  class  of  stock  which  carried  the  exclusive  or  major  voting 
power.  See  supra,  p.  1576,  for  reasons  for  the  noninclusion  of  preference  stocks  within  the 
term  "equity  securities"  for  the  purposes  of  this  chapter. 
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Atlas  Corporation  purchased  the  "control"  common  stock  at  a  pre- 
mium, corroborated  the  general  disability  of  the  preferred  stock- 
holder to  realize  the  asset  value  of  his  stock.*'^^ 

In  general,  Atlas  Corporation  proceeded,  first,  to  secure  the  common 
stocks  which  gave  it  the  power  to  derive  asset  gains  by  acquiring  the 
senior  securities.  In  fact,  the  consummation  of  the  primary  objec- 
tive, the  realization  of  the  differential  in  asset  value  of  the  preferred 
stock,  would  not  have  been  possible  unless  control  over  the  common 
was  procured.  Floyd  B.  Odium,  president  of  the  Atlas  Corporation, 
testified :  *'' 

At  the  time  of  the  acquisition  program  a  great  many  of  the  leverage  type  of 
companies  had  lost  assets  until  their  common  stocks  were  below  any  value,  asset- 
wise,  but  they  all  had  a  market.  In  other  words,  the  so-called  low-price  leverage 
common  stocks  were  selling  at  a  premium.  The  preferred  in  the  same  company 
were  selling  at  a  substantial  discount,  and,  therefore,  *  *  *  ijj  order  to 
absorb  it  and  get  into  the  management,  it  would  do  no  good  to  go  out  and  buy 
the  preferred  and  stay  there  because  the  common  controlled  the  management 
and  the  portfolio,  and  you  could  never  do  anything.  We  had  to,  as  an  incident 
of  the  purchase,  acquire  these  common  stocks,  and  in  many  of  them  any  money 
we  paid  for  them  we  were  losing  asset  value. 

The  necessary  equity  securities  (the  "control"  stock)  Atlas  Corpora- 
tion bought  principally  from  the  current  sponsors,  paying  them  large 
premiums,*"  while  the  senior  securities  it  procured  through  cash  pur- 
chases or  exchanges  at  their  market  price  or  slightly  above.**^^  Having 
obtained  a  strong  equity  position  in  the  acquired  companies  and  in 
some  cases  the  cooperation  of  the  sponsorship  to  whose  advice  the 
public  investor  was  naturally  susceptible,  Atlas  Corporation  Avas  in  a 
position  to  effectuate  the  acquisition  of  the  senior  securities  on  the 
terms  of  its  cash  or  exchange  offers.  With  its  holdings  of  the  senior 
securities,  which  could  be  liquidated  at  a  profit,  and  the  equity  securi- 
ties, wdiicli  had  the  power  to  determine  such  liquidation,  Atlas  Cor- 
poration could  proceed  to  dissolve  the  acquired  company  or  to  merge 
it  with  Atlas  Corporation,  as  seemed  more  feasible. 

Of  the  eight  leverage  investment  companies  embraced  in  the  Atlas 
Corporation  acquisition  program,  control  of  two  was  sold  by  it  at  a 
profit;  four  were  dissolved;  and  two  were  consolidated  with  Atlas 
Corporation  in  October  1936.*'^^ 

Stockholders,  other  than  sponsors,  of  companies  who  sold  their 
shares  below  asset  value  to  Atlas  Corporation  directly  or  to  their  own 

«2  Public  Examination,  National  Securities  Investment  Company,  at  14410-13. 

^83  Op.  cit.  supra,  note  459,  at  17831. 

*"'  In  the  course  of  its  acquisition  program  Atlas  Corporation  expended  $21,651,457  in 
the  purchase  of  "insiders'  "  leverage  and  nonleverage  securities.  This  amount  was 
$7,044,544  in  excess  of  the  market  value  and  $461,297  in  excess  of  the  asset  value  of  the 
securities  acquired  (id..  Commission's  Exhibit  No.  1966).  In  several  instances  the  sponsors 
exercised  control,  not  by  virtue  of  a  holding  of  equity  securities  but  through  management 
contracts  or  option  warrants  or  by  proxy  machinery.  (See  Ch.  IV  of  this  part  of  the 
report.)  In  such  instances,  Atlas  Corporation  would  seek,  by  means  of  various  emoluments, 
to  secure  the  cooperation  of  the  management  in  acquiring  the  necessary  equity  stock  out- 
Standing  with  the  public,  as  well  as  the  senior  securities  (ibid.). 

^=  Public  Examination,  Atlas  Corporation,  at  17728,  17773-4,  17828,  and  Commission's 
Exhibits  Nos.  1962  and  2001. 

^""^  See  Ch.  IV  of  this  part  of  the  report. 
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companies  Tvhile  under  the  management  of  Atlas  Corporation  suffered 
losses,  measured  by  the  difference  between  the  asset  value  of  their 
shares  at  the  time  of  sale  and  the  prices  which  they  received  for  their 
shares,  of  approximately  $7,365,000.*'^^  The  securities  of  Atlas  Cor- 
poration offered  in  exchange  usually  had  a  market  value  slightly  in 
excess  of  the  market  value  of  the  securities  of  acquired  companies 
which  were  surrendered  in  exchange.  On  the  other  hand,  the  Atlas 
Corporation  securities  almost  invariably  had  a  substantially  lower 
asset  value  than  both  the  asset  and  market  value  of  the  securities 
received  in  exchange.  Stockholders  of  acquired  companies  who  ex- 
changed their  shares  for  securities  of  Atlas  Corporation  suffered 
losses  of  approximately  $12,812,000,  measured  by  the  difference,  as  of 
the  date  of  exchange,  between  the  asset  value  of  the  shares  surrendered 
by  the  stockholders  and  the  market  value  of  the  Atlas  Corporation 
securities  received.**^®  However,  approximately  85%  of  the  gains 
derived  hj  Atlas  Corporation  as  the  result  of  its  expansion  program 
reaccrued  to  stockholders  of  the  acquired  companies  who  exchanged 
their  securities  for  Atlas  Corporation's  securities;  only  15%  of  the 
gains  accrued  to  the  original  stockholders  of  Atlas  Corporatioii. 

The  assets  of  the  acquired  companies  were  frequently  used  to  acquire 
control  of  additional  companies.*"^  The  transfer  of  control  by  pre- 
ceding sponsors  to  Atlas  Corporation  resulted  almost  uniformly  in  a 
change  of  investment  policy  without  prior  consultation  with  or  notice 
to  the  security  holders  among  the  investment  public.*'"  Sponsors  ac- 
cepted premiums  and  emoluments  and  thereafter,  in  many  instances, 
aided  the  Atlas  Corporation  in  its  program  of  exchanges  and  pur- 
chases.*'^ 

A  resume  of  the  patterns  of  capitalization  of  several  of  the  acquired 
companies  will  indicate  how  the  multiple-security  structure,  by  vesting 
in  the  common  stock,  held  largely  by  the  sponsors,  the  power  to  con- 
trol the  assets  and  to  prevent  the  senior  security  holders  from  dissolv- 
ing the  company,  provided  the  sponsors  with  an  opportunity  to 
transfer  their  holdings  to  others  on  advantageous  terms. 

(1)  NATIONAL  SECURITIES  INVESTMENT  COMPANY ''' 

At  the  conclusion  of  the  recapitalization  in  February  1929,  A.  G. 
Becker  &  Co.,  Inc.  and  George  Pick  &  Co.,  Inc.,  sponsors,  had  acquired 
75%  of  the  common  stock,  constituting  60%  of  the  outstanding  voting 
shares  (the  200,000  shares  of  preferred  stock  each  had  one  vote  per 
share),  for  a  capital  contribution  of  $3,125,000,*"  while  the  public 

*^  Op.  cit.  snpia,  note  465,  Commission's  Exliibit  No.  1989. 

«8  Ibid. 

^^Op.  cit.   supra,  note  466. 

*"o  Op.  cit.  supra,  note  465,  at  18235  and  Commission's  Exhibit  No.  2039. 

«^Id.,  at  17769-70,  17777,  and  17795. 

*'^  The  organization  and  financing  of  this  company  is  discussed  in  greater  detail  in  Ch.  IV 
of  this  part  of  the  report,  pp.  1094-1119. 

""^  Public  Examination.  National  Securities  Investment  Company,  at  14274-9  and  Com- 
mission's Exhibits  Nos.  1447,  1449,  1450.  1451,  1452  ;  Moody's  Manual  of  Investments^  Banks, 
etc.,  1930,  p.  2305.  The  sponsors  had  bought  250,000  shares  of  the  common  stoclt  from  the 
company  at  $12.50  a  share  when  the  marl^et  price  ranged  between  $25  and  $28  a  share. 
Hence,  the  sponsors  had  a  potential  profit,  based  on  the  market  price  of  the  stock,  of  at  least 
$3,125,000  (ibid.,  and  Bank  and  Quotation  Record,  December  1929). 
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had  received  the  preferred  stock  and  40%  of  the  voting  power  for  a 
capital  contribution  of  $20,100,000.*^*  In  September  1931,  when  the 
common  stock  of  the  National  Securities  Investment  Company  had  no 
asset  value  whatever,  A.  G.  Becker  &  Co.,  Inc.  recovered,  through  the 
sale  of  its  "control"  block  of  common  stock  to  Atlas  Corporation,  the 
entire  actual  cost  of  its  investment  in  the  common  stock  of  National 
Securities  Investment  Company.*^^ 

(2)  CHATHAM  PHENIX  ALLIED  CORPORATION ''" 

In  the  capital  financing  of  this  company,  Chatham  Phenix  Corpora- 
tion, the  sponsor,  obtained  the  100,000  shares  (100%)  of  voting  com- 
mon stock  by  a  contribution  of  $2,500,000  to  the  capital  of  the  company. 
The  nonvoting  common  stock  was  distributed  to  the  public  for  a  capital 
contribution  of  $47,500,000.*"  In  August  1931  Atlas  Corporation,  in 
order  to  obtain  the  voting  stock,  paid  the  sponsors  slightly  more  than 
the  full  asset  value  of  that  voting  stock  as  w^ell  as  the  full  asset  value 
of  318;368  shares  of  the  nonvoting  stock  held  by  the  sponsors  at  that 
time.  The  price  paid  by  Atlas  Corporation  was,  moreover,  $2,091,840 
in  excess  of  the  market  value  of  the  stock.*^® 

Atlas  Corporation,  having  acquired  the  voting  stock  through  paying 
a  small  asset  and  a  large  market  premium  to  the  sponsors,  proceeded 
Avith  its  usual  practice  of  acquiring  the  nonvoting  shares  held  by  the 
public  at  a  price  considerably  below  the  asset  value  of  those  shares.*^" 
Atlas  Corporation  had  expressly  stipulated  in  the  contract  for  the 
purchase  of  the  sponsors'  holdings  that  the  market  price  of  the  non- 
voting stock  was  thereafter  to  be  in  the  sole  control  of  Atlas  Cor- 
poration.*^° 

(3)  STERLING  SECURITIES  CORPORATION  «^ 

At  the  conclusion  of  the  financing  the  original  management  interests 
had  acquired,  for  a  capital  contribution  of  $124,148.50,  an  aggregate 
block  of  248,297  shares  of  the  Class  B  stock  at  50  cents  a  share,*^^ 

^'^^  Public  Examination,  National  Securities  Investment  Company,  at  14274-0  and  Com- 
mission's Exhibits  Nos.  1447,  1449,  1450,  1451,  and  1452  ;  Moody's  Manual  of  Investments, 
Banks,  etc.,  1930,  p.  2305.  Tlie  net  assets  of  tlie  company  at  tliis  time  amounted  to 
$30,986,721.35.  (Public  Examination,  National  Securities  Investment  Company,  Com- 
mission's Exhibit  No.  1449). 

^'5  Public  Examination,  National  Securities  Investment  Company,  at  14359. 

■""  The  organization  and  financing  of  this  company  is  discussed  in  greater  detail  in  Ch.  IV 
of  this  part  of  the  report.  As  the  voting  and  nonvoting  common  stock  had,  equal  rights  in 
assets  and  surplus  profits,  this  was  not  a  "leverage"  company.  However,  it  possessed  a 
multiple  security  capital  structure  by  virtue  of  the  difference  in  voting  rights. 

^'"  Public  Examination,  Chatham  Phenix  Allied  Corporation,  at  15564  and  Commission's 
Exhibits  Nos.  1588,  15S9,  and  1590. 

^■'a  Id.,  at  15591-8  and  Commission's  Exhibits  Nos.  1617  and  1618. 

«« Id.,  at  15991-8. 

^'^  Id.,  Commission's  Exhibit  No.  1617.  The  contract  provided  that :  "It  is  to  be  under- 
stood that  the  market  in  shares  of  Chatham  Phenix  Allied  Corporation  is  to  he  in  our 
[Atlas]  sole  control  from  now  on,  and  to  that  end  your  corporation  and  its  affiliates  shall  not 
deal  further  in  such  shares  without  our  previous  consent"  (ibid.). 

^si  A  more  detailed  discussion  of  this  company  has  been  presented,  supra,  pp.  1624-31. 

■««  Public  Examination,  Sterling  Securities  Corporation,  at  14642-6,  14661,  14666,  14671, 
14690  and  Commission's  Exhibit  No.  2001  (pp.  259-261). 
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sufficient  to  secure  them  the  working  control  of  the  company,*^^  to 
which  the  public  had  made  a  capital  contribution  of  approximately 
$32,000,000  for  preferred,  preference,  and  Class  A  stock.^^*  By  De- 
cember 31,  1931  Atlas  Corporation  had  purchased  at  an  average  price 
of  $4  per  share  from  the  various  members  of  the  sponsor  group 
210,708  shares  of  the  Class  B  stock,*^^  which  at  that  time  had  neither 
asset  value  nor  quoted  market  value.^^*'  To  reenforce  its  voting  power, 
Atlas  Corporation  also  bought  from  the  management  interests  86,896 
shares  of  the  Class  A  stock,  which  had  no  asset  value,  at  an  average 
price  of  $5  a  share,*® ^  a  price  $2  above  the  market  value  of  these 
shares.*^® 

(4)  ATLANTIC  SECURITIES  CORPORATION 

In  this  company  the  public  held  both  the  preferred  stock  and  the 
common  stock,  for  which  it  had  made  net  contributions  to  the  capital 
of  the  company  of  $7,146,903.50.*®^  The  main  sponsors,  F.  S.  Smithers 
&  Co.  and  A.  Iselin  &  Co.,  held  18,693  warrants  to  purchase  common 
stock  which  they  had  acquired  without  cost  as  management  compensa- 
tion.*^°  By  April  30, 1932,  the  net  assets  of  the  company  had  shrunk  to 
$l,927,992.73.*9i  The  preferred  stock,  entitled  to  a  liquidating  prefer- 
ence in  assets  of  $52.50  a  share,  had  an  actual  asset  value  of  $37.87 
a  share.  The  common  stock  had  no  asset  value  ^^^  and  a  market  price 
of  $2  a  share.*^^  The  management  option  warrants  had  no  market 
quotations ;  *^*  and  since  they  could  be  converted  into  common  stock 
only  upon  the  payment  of  prices  ranging  from  $21  to  $35  for  each 
share  of  common  stock,*^^  they  no  longer  possessed  any  immediate 
value. 

Nevertheless,  Atlas  Corporation  paid  F.  S.  Smithers  &  Co.  and 
A.  Iselin  &  Co.  $150,000  in  cash  for  these  warrants  *^^  in  consideration 
for  the  sponsors'  aid  in  inducing  the  common  and  preferred  stock- 
holders of  Atlantic  Securities  Corporation  to  exchange  their  stock  for 
the  stock  of  Atlas  Corporation.*^^  Under  the  terms  of  the  exchange 
offer  a  holder  of  a  share  of  common  stock  received  Atlas  Corporation 
securities  of  a  market  value  and  asset  value  approximately  $1.25 
greater  than  his  own  share  of  stock.*^®     But  the  holders  of  the  pre- 

^85  Only  50,000  Class  B  shares  had  been  issued  to  the  public.     See  supra,  pp.  1624-31. 

<«*  Op.  eit.  supra,  note  482,  at  14662  and  14710-1. 

«5ld.,  at  14678,  14696,  14763  and  Commission's  Exhibits  Nos.  1506,  1507,  and  2001 
(p.  265). 

«« Id.,  Commission's  Exhibit  No.  2001  (p.  261). 

«Md.,  Commission's  Exhibit  No.  2001   (pp.  263-7). 

«8  Ibid. 

489  Public  Examination,  Atlas  Corporation,  at  18045.  Treating  dividends  paid  out  and  re- 
purchases as  a  return  of  capital,  the  net  contributed  capital  amounted  to  $6,237,076.75  (Ibid., 
and  see  the  reply  to  the  Commission's  questionnaire  for  Atlantic  Securities  Corporation,  Pt. 
II). 

^''"Public  Examination,  Atlas  Corporation,   Commission's  Exhibit  No.   1993. 

«i  Id.,  at  18045-54. 

«2  Ibid. 

«3  Id.,  Commission's  Exhibit  No.  1993. 

^  Id.,  at  18054. 

«'Id.,  Commission's  Exhibit  No.  1993  (Exhibits  7,  10,  13a). 

««Id.,  Commission's  Exhibits  Nos.  2001  (p.  142)  and  1993  (Exhibit  16). 

*"  Id.,  Commission's  Exhibit  No.  1992. 

*°8id.,  Commission's  Exhibit  No.  2001  (p.  145).  * 
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ferred  stock  which  was  exchanged  received  Atlas  Corporation  securi- 
ties of  both  an  asset  value  and  market  value  much  below  the  asset 
value  of  their  preferred  stock.''^^  The  favorable  treatment  of  the 
common  stock  is  explained  by  the  desirability  of  that  stock  to  Atlas 
Corporation  for  effecting  the  dissolution  of  the  company.  This  is  an 
example  of  the  conflict  of  interest  which  may  exist  between  common 
stock  and  preferred  stock  even  when  both  classes  are  held  by  the  gen- 
eral public.  Detachable  warrants  identical  with  those  purchased  by 
Atlas  Corporation  from  the  sponsors  were  outstanding  also  in  the 
hands  of  the  public,^°°  but  Atlas  Corporation  made  no  offer  for  the 
warrants  held  by  others  than  the  sponsors. 

e.  Instances  of  Shifts  of  Control  for  Purposes  Other  Than  Absorption 
Into  a  System 

While  The  Equity  Corporation  and  the  Atlas  Corporation  were 
organizations  which  had  large  scale  programs  of  acquisition  of  in- 
vestment companies,  many  other  financial  institutions  and  individuals 
also  engaged  in  acquiring  control  of  investment  companies,  especially 
after  the  crash  in  the  securities  market  in  1929. 

The  barter  in  investment  companies  assumed  such  large  proportions 
after  1929  that  certain  individuals  ("finders")  made  a  business  of  con- 
tacting sponsors  willing  to  sell  control  of  investment  companies  and 
prospective  purchasers  seeking  to  buy  control  of  investment  companies. 

The  multiple-security  pattern  of  capitalization,  which  the  major 
part  of  the  closed-end  investment  companies  had  adopted,  provided  a 
class  of  sponsor  from  whom  control  could  be  readily  and  cheaply 
acquired.    A  number  of  such  instances  will  be  outlined. 

(1)  MONTHLY  INCOME  SHARES,  INC.— DONALD  P.  KENYON 

Monthly  Income  Shares,  Inc.,  of  New  York,®^^  and  Monthly  Income 
Shares,  Inc.,  of  New  Jersey,  w^ere  incorporated  in  1933  and  1934  under 
thfe  auspices  of  Eobert  E.  Lancaster.^"^  The  nonvoting  Class  A  stock 
of  both  corporations  had  been  distributed  to  the  public ;  ^°^  all  the 
outstanding  Class  B  stock  of  the  companies  had  been  purchased  by 
Mr.  Lancaster  and  his  associates. ^°* 


^"^  Ibid.  The  preferred  stockholders  of  Atlantic  Securities  Corporation  were  offered  the 
choice  of  Atlas  Corporation  preference  stock  plus  a  warrant  or  Atlas  Corporation  common 
stock  plus  a  warrant.  The  first  of  these  alternatives  involved  a  comparative  asset  loss 
of  $4.54  a  share,  the  other  an  asset  loss  of  $23.43  a  share.  Under  both  of  the  alternatives 
the  market  value  of  the  Atlas  Corporation  securities  offered,  while  exceeding  the  market 
value  of  the  Atlantic  Securities  Corporation  preferred  stock,  was  from  $13  to  $15  below 
the  asset  value  of  the  latter  (ibid.). 

so^Id.,  Commission's  Exhibit  No.  1993   (Exhibit  3a). 

Ei«  For  a  detailed  discussion  of  this  investment  company,  see  Ch.  II  of  this  part  of  the 
report,  pp.  309-49. 

wa  Public  Examination,  Alpha  Shares,  Inc.,  et  al.,  Commission's  Exhibits  Nos.  3079 
(p.  2)  and  3081. 

503  Id.,  Commission's  Exhibits  Nos.  3079  (p.  2)  and  3081 ;  People,  etc.,  v.  Monthly  Income 
Shares,  Inc.,  et  al..  Supreme  Court,  State  of  New  York,  Kings  County  (consent  decree 
entered  May  14,  1935);  affidavit  of  Robert  R.  Wilson,  senior  accountant,  Bureau  of 
Securities  of  New  York  State,  Department  of  Law,  submitted  in  support  of  bill  of  com- 
plaint, p.  52. 

so^Op.  cit.  supra,  note  502,  at  19477,  and  Commission's  Exhibit  No.  3079  (p.  4)  ;  People, 
etc.,  V.  Monthly  Income  Shares,  Inc.,  op.  cit.  supra,  note  503,  p.  54. 
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.  In  February  1936  the  assets  of  the  two  companies  totaled  $243,284,^°^ 
an  amount  insufficient  to  meet  the  priorities  in  assets  to  which  the 
Class  A  stockholders  were  entitled  on  a  dissolution  of  the  corpora- 
tion.5°*^  Thus  the  Class  B  shares  held  by  Mr.  Lancaster  and  his  asso- 
ciates had  no  asset  value  whatsoever.  On  February  14,  1936,  Donald 
P.  Kenyon  purchased  Mr.  Lancaster's  holdings  of  the  Class  B  stock 
of  the  investment  companies  for  $60,000,  thus  acquiring  control  of  the 
investment  companies.^"^  Mr.  Kenyon  then  proceeded  to  pledge  large 
parts  of  the  portfolios  for  personal  loans  to  himself  and  his  associates 
in  violation  of  the  charters  of  the  investment  companies,=^°^  to  lend 
himself  and  his  associates  large  sums  and  to  cause  the  issuance  by  both 
companies  of  Class  AA  stocks  subordinate  in  asset  and  dividend  pref- 
erence to  the  existing  Class  A  stocks,™^  although  the  existing  Class  A 
shares  were  already  "under  water."  ^"  The  newly  created  Class  AA 
stock  was,  of  course,  without  asset  value."^  The  money  received  for 
the  sale  of  this  Class  AA  stock  was  not  turned  over  by  Mr.  Kenyon  to 
the  investment  companies.^^^  Thus,  by  June  30, 1936,  five  months  after 
Mr.  Kenyon  had  acquired  control  of  the  companies,  the  total  assets  of 
Monthly  Licome  Shares,  Inc.,  of  New  Jersey,  were  $171,553,^^^  of 
which  $122,225  represented  the  indebtedness  to  the  corporation  of  Mr. 
Kenyon  and  his  associates,^^*  while  the  total  assets  of  Monthly  Income 
Shares,  Inc.,  of  New  York,  were  $225,836,=^=  of  which  $187,616.83 
consisted  of  indebtedness  due  from  Mr.  Kenyon  and  his  associates. ^^^ 

In  September  and  October  1936  both  companies  were  judicially 
restrained  under  the  Blue  Sky  laws  of  New  York  and  New  Jersey, 
and  shortly  thereafter  both  companies  were  placed  in  receivership  for 
liquidation.  ^^^ 

Robert  E.  Lancaster,  who  transferred  control  to  Donald  P.  Kenyon 
for  $60,000,  took  no  steps  to  inform  the  public  or  the  holders  of  the 
Class  A  stock  of  these  companies  of  the  shift  in  control  nor  to  protect 
their  interests  in  any  manner.^^®     In  fact,  even  after  his  sale  of  his 

505  Op.  eit.  supra,  note  502,  Commission's  Exhibit  No.  3083;  Hearings  In  the  Matter  of 
Donald  P.  Kenyon,  Clark  R.  Kenyon,  Norman  E.  Dizer,  George  Orantham,  Edwin  Embree,. 
Harry  Pasternak,  Kemjon  &  Company,  Incorporated,  held  on  April  28,  1937,  pursuant  to 
crder  for  investigation  dated  April  28,  1937,  under  See.  19  and  Sec.  20  (a)  of  the  Securi- 
ties Act  of  1933,  pp.  229-80,  and  Commission's  Exhibits  Nos.  72,  73,  74,  and  75. 

«»  According  to  the  charters  of  each  of  these  companies,  the  Class  A  stock  was  entitled 
upon  liquidation  to  $l,a  share  (op.  cit.  supra,  note  502,  Commission's  Exhibits  Nos.  3079 
and  3081). 

sf"  Id.,  Commission's  Exhibits  Nos.  3079  (p.  7)  and  3149.  In  consideration  for  the 
$60,000,  Mr.  Lancaster  transferred  to  Mr.  Kenyon  also  all  of  the  common  stock  of  Lan- 
caster, Havens  &  O'Brien,  Inc.,  and  of  National  Associated  Dealers,  Inc.,  two  distributing 
organizations  controlled  by  Mr.  Lancaster,  the  common  stock  of  which  had  no  asset  value 
<ibid.). 

^^  Id.,  at  19601-2,  19738,  and  Commission's  Exhibit  No.  3087  ;  People,  etc.,  v.  Monthly 
Income  Shares,  Inc.,  et  al.,  op.  cit.  supra,  note  503,  Exhibit  A,  p.  19. 

°^  Op.  cit.  supra,  note  502,  at  20003  et  seq.,  and  Commission's  Exhibits  Nos.  3081  and 
3082. 

5"  Id.,  at  19501-2. 

=11  Ibid. 

=12  Id.,  at  19608-11,  19460,  and  Commission's  Exhibits  Nos.  3075  and  3076. 

M3Id.,  Commission's  Exhibit  No.  3083. 

=1^  Ibid. 

=isid..  Commission's  Exhibit  No.   3162. 

«i«  Ibid. 

="  Id.,  at  19823,  19993,  and  see  op.  cit.  supra,  note  501. 

=18  See  Ch.  IV  of  this  part  of  the  report,  pp.  1157-61. 
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Class  B  stock,  he  continued  to  distribute  the  Class  A  stock  of  the  com- 
panies until  June  30,  1936,  when,  due  to  the  refusal  of  Mr,  Kenyon  to 
supply  him  with  financial  statements  of  the  companies,  Mr.  Lancaster 
cancelled  his  distribution  arrangement  with  the  Corporation.^^'' 

(2)  OILS  &  INDUSTRIES,  INC.  (OIL  SHARES  INCORPORATED)— 

WATSON,  ET  AL. 

Oils  &  Industries,  Inc.,  incorporated  in  Maryland  on  February  18, 
1928,  as  Oil  Shares  Incorporated,'^^"  underwent  three  complete  changes 
of  management.  The  investment  company  was  originally  sponsored 
by  Pettigrew  and  Meyer,  Inc.,^-^  which  completely  controlled  the  com- 
pany through  a  management  contract  ^^^  and  up  to  September  1931 
had  derived  large  profits  from  selling  commissions,  commissions  on 
the  redemption  of  the  company's  securities  and  from  management 
fees.^23  r^-^Q  company's  capitalization  consisted  of  preferred  and 
common  stock  distributed  in  indivisible  units.^^* 

By  September  1931,  the  net  cai^ital  of  $6,096,000  contributed  to  the 
company  had  depreciated  to  $1,200,000.'^2^  The  commissions  and 
profits  accruing  to  the  sponsor  had  been  steadily  decreasing.^^^  On 
September  25, 1931,  the  board  of  directors  of  Oil  Shares  Incorporated, 
under  the  influence  of  Pettigrew  and  Meyer,  Inc.,  approved  the  sale 
to  Holman,  Rapp  &  Co.,  a  Philadelphia  investment  banking  firm,  of 
10,000  units  of  the  investment  company's  securities  ^^'^  and  the  sale 
by  Pettigrew  and  Meyer,  Inc.  of  the  stock  of  Petroleum  Research 

Ei^Op.  cit.  supra,  note  502,  Commission's  Exhibit  No.  3079. 

Robert  E.  Lancaster,  at  March  1,  1939,  was  serving  a  sentence  in  San  Quentin  prison  for 
a  fraudulent  securities  transaction  of  which  he  had  been  convicted  and  sentenced  in  1928 
under  the  name  of  Martin  Leach.  (Derived  from  supplementary  information  supplied  the 
Commission  for  Investors  Fund  of  America,  Inc.) 

In  connection  with  transactions  with  this  investment  company  and  others  controlled  by 
Donald  P.  Kenyon  and  his  associates,  E.  Fairbanks  Chase,  Norman  E.  Dizer,  Lucian  A.  Eddy, 
Edward  E.  Embree,  George  R.  Grantham,  Charles  Russell  Kenyon.  Ernest  K.  Schwartz, 
Samuel  Sobel,  and  Stanley  R.  Wayne,  alias  Weinstein,  were  indicted  by  the  Federal  Grand 
Jury  for  the  Southern  District  of  New  York  on  March  30,  1939,  for  using  the  mails  to 
defraud,  conspiracy  to  commit  fraud,  and  violating  the  fraud  provisions  of  the  Securities 
Act  of  1933.  Donald  P.  Kenyon,  the  dominating  figure  in  virtually  all  of  the  transactions, 
was  not  indicted  because  he  had  died  in  December  1938. 

On  November  22,  1939,  Charles  Russell  Kenyon,  Mr.  Grantham,  and  Mr.  Dizer  pleaded 
guilty  to  the  indictments  ;  Mr.  Sobel  and  Mr.  Eddy  were  convicted  of  the  Securities  Act 
charge,  mail  fraud,  and  conspiracy ;  Mr.  Embree  was  found  guilty  of  violation  of  the 
Securities  Act  and  conspiracy  ;  and  Mr.  Schwartz  was  found  guilty  of  conspiracy  to  commit 
fraud.  At  December  1,  1939,  Mr.  Wayne  and  Mr.  Chase  had  not  been  tried,  the  indictment 
as  to  them  having  been  severed  for  separate  trial.  (For  a  more  detailed  discussion  of  this 
matter,  see  Ch.  II  of  this  part  of  the  report,  pp.  309-49.) 

«» Public  Examination,  Oils  &  Industries,  Inc.,  at  14115,  and  Commission's  Exhibit  No. 
1425. 

^  Ibid. 

^22  Id.,  at  14131-2,  and  Commission's  Exhibit  No.  1435. 

"3  Id.,  at  14142-5  and  14152. 

^^M.,  Commission's  Exhibit  No.  1427. 

B2'  Id.,  Commission's  Exhibit  No.  1441.  The  company  had  returned  to  its  stockholders  by 
way  of  dividends,  repurchases,  and  redemptions  of  its  own  securities  $7,104,000  of  the 
$13,200,000  (net  proceeds)  originally  contributed  by  the  stockholders  (reply  to  the  Com- 
mission's questionnaire  for  Oil  &  Industries,  Inc.,  Pt.  II,  Schedule  20,  and  op.  cit.  supra, 
note  520,  Commission's  Exhibit  No.  1437). 

^^0  See  Ch.  II  of  this  part  of  the  report,  pp.  94-115  ;  and  op.  cit.  supra,  note  520,  at 
14142-4. 

^"  Op.  cit.  supra,  note  520,  at  14189. 
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Corporation,^'^  in  whose  name  the  management  contract  with  the 
investment  company  stood.  Pettigrew  and  Meyer,  Inc.  claimed  that 
it  did  not  know  that  the  real  principals  in  the  transaction  were 
Thomas  H.  Watson,  Montifiore  O.  Kahn,  and  Joseph  Herzberg,  three 
adventurers  in  the  investment  company  field  ^"^  who  were  without  sub- 
stantial f unds,5"°  and  that  Holman,  Rapp  &  Co.  had  been  misinformed 
of  the  nature  of  its  clients,  believing  them  to  constitute  a  syndicate 
which  had  "made  a  large  sum  of  money  running  into  millions  of 
dollars  through  operating  in  real  estate  in  New  York  City."  °^^ 

Messrs.  Watson,  Kahn,  and  Herzberg  did  not  possess  the  $312,000 
necessary  to  effect  the  shift  in  control  of  Oil  Shares  Incorporated  to 
themselves.^22  They  raised  that  sum  by  converting  assets  of  the  com- 
pany to  their  own  use.^^^  Civil  and  criminal  proceedings  were  insti- 
tuted against  Messrs.  Watson,  Kahn,  and  Herzberg  for  the  defalca- 
tions attributed  to  them. 

This  first  transfer  of  control  illustrates  the  common  practice  of  a 
failure  to  inform  stockholders  of  a  prospective  shift  in  control  and 
the  comparative  ease  with  which  the  liquid  assets  of  investment  com- 
panies can  be  appropriated  by  conscienceless  sponsors.^^* 

After  elimination  of  the  Watson,  Kahn,  and  Herzberg  group  upon 
the  discovery  of  their  frauds,  the  company. was  managed  by  its  former 
president  and  old  board  of  directors.^^^  In  May  1932  Arthur  S. 
Kleeman,  president  and  largest  stockholder  of  Home  and  Foreign 
Securities  Corporation,  formed  by  Kleeman  in  1929,  was  requested  by 
the  directors  to  take  over  the  management  of  Oils  &  Industries,  Inc., 
the  new  name  adopted  for  Oil  Shares  Incorporated.^^*^  The  com- 
pany was,  in  effect,  a  single  security  company  since  the  preferred  and 
common  stock  had  been  issued  in  indivisible  units.  In  fact,  within 
several  months  of  taking  over  control  Mr.  Kleeman  caused  the  re- 
placement of  the  indivisible  units  by  shares  of  common  stock  only.^^^ 
Due  to  the  precarious  financial  condition  of  the  company  at  this  time, 
the  new  management  acquired  its  status  without  owning  any  stock 
of  the  company .°^^  While  Mr.  Kleeman  was  able  to  secure  his  posi- 
tion of  influence  in  the  company  without  the  aid  of  any  features  of 
capital  structure,  he  found  it  necessary  subsequently  to  engraft  a 
multiple-security  capital  pattern  upon  the  company  in  order  to  pre- 
serve his  control. 

By  June  1934  Mr.  Kleeman  found  his  management  control  of  Oils 
&  Industries,  Inc.  threatened  by  David  Milton,  president  of  The 

s28Id.,  at  14191. 

K3Id.,  Commission's  Exhibit  No.  1439  (pp.  4-5,  13-14,  and  17). 

530  Id.,  Commission's  Exhibit  No.  1444. 

531  Id.,  Commission's  Exhibit  No.  1439  (p.  2).  For  complete  details,  see  Ch.  II  of  this 
part  of  the  report,  pp.  94-115. 

!>'2  See  Ch.  II  of  this  part  of  the  report,  pp.  94-115. 

5"  The  manner  in  whieli  the  conversions  and  looting  of  funds  were  perpetrated  is  described 
in  detail,  op.  cit.  supra,  note  532. 

KUbid.  See  also  Oil  Shares,  Inc.,  v.  Kahn  et  al.,  94  F.  (2d)  751  (C.  C.  A.  3d,  1938),  and 
op.  cit.  supra,  note  520,  at  14224-7  and  14254^7. 

^Op.  cit.  supra,  note  532. 

536  Public  Examination,  Home  and  Foreign  Securities  Corporation,  at  14791,  14822,  and 
14837. 

537  Id.,  Commission's  Exhibit  No.  1442  (Item  4).  The  outstanding  82,940  indivisible  units 
of  preferred  stock  and  common  stock  were  reclassified  into  82,940  shares  of  common  stock. 

==«  Id.,  at  14822-3. 
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Equity  Corporation,  who  had  caused  Group  Assets,  Inc.,  a  subsidiary 
of  The  Equity  Corporation,  to  acquire  approximately  40%  of  the 
outstanding  stock  of  Oils  &  Industries,  Inc.  Mr.  Kleeman  was  him- 
self responsible  for  Mr.  Milton's  stock-ownership  position  as  he  had 
induced  Mr.  Milton  to  buy  out  a  group  of  Canadian  stockholders 
hostile  to  Mr.  Kleeman.^^^  Mr.  Kleeman  had  not,  however,  antici- 
pated that  Mr.  Milton  planned  to  merge  Oils  &  Industries,  Inc.  with 
The  Equity  Corporation.^*° 

As  protection  against  the  threat  of  the  Milton  "control,"  Mr.  IQee- 
man  had  his  investment  company,  Home  and  Foreign  Securities  Cor- 
poration, purchase  the  25,000  shares  of  stock  of  Oil  Shares  Incorpo- 
rated, held  by  the  Milton  interests,  at  a  total  cost  of  $535,250.="  To 
finance  the  purchase.  Home  and  Foreign  Securities  Corporation  was 
compelled  to  contract  a  bank  loan  of  $360,000.'^*^  To  effectuate  a  plan 
whereby  the  assets  of  Oil  Shares  Incorporated  would  be  used  to  repay 
the  debt  of  Home  and  Foreign  Securities  Corporation  to  the  bank, 
Mr.  Kleeman  changed  the  capital  structure  of  Oil  Shares  Incorporated, 
from  the  simple  to  the  complex  form.  Mr.  Kleeman  secured  an 
amendment  to  the  charter  of  Oil  Shares  Incorporated,  pursuant  to 
which  the  company  distributed  as  a  stock  dividend  to  each  share  of 
the  outstanding  common  stock,  one  share  of  a  new  issue  of  $1.00  par 
value  participating  preferred  stock  entitled  to  a  preference  in  assets 
to  the  extent  of  $12.50  a  share  on  any  dissolution  of  the  company.^*^ 
Another  amendment  canceled  the  redemption  privilege  of  the  com- 
mon stock,  authorized  instead  the  redemption  of  the  new  preferred 
stock  at  95%  of  its  liquidating  value  in  underlying  assets,  in  lots  of 
1,000  shares  only,  and  limited  this  redemption  privilege  to  a  period  of 
three  weeks  after  issuance. ^^■^  The  Kleeman  interests  were  the  only 
ones  in  a  practical  position  to  turn  in  as  many  as  1,000  shares  of 
preferred  stock  within  the  time  alio  wed.  ^*^ 

Under  these  provisions.  Home  and  Foreign  Securities  Corporation 
at  once  turned  in  24,000  shares  ^^  of  the  Oils  &  Industries,  Inc.  new 
preferred  stock  which  it  had  received  as  a  stock  dividend  and  obtained 
therefor  portfolio  securities  of  Oils  &  Industries,  Inc.^*'^  Home  and 
Foreign  Securities  Corporation,  having  sold  these  securities  and  ap- 
plied the  proceeds  in  the  amount  of  $286,000  to  the  reduction  of  the 
bank  loan,  still  had  left  the  24,000  shares  of  the  common  stock  of  Oils 
&  Industries,  Inc.^*^ 

B33ld.,  at  14823-7. 

B*>Id.,  at  14825-8,  and  Commission's  Exhibit  No.  1442. 

wi  Op.  cit.  supra,  note  520,  Commission's  Exhibit  No.  1442  ;  and  op.  cit.  supra,  note  536, 
at  14835,  14851,  and  14854.  The  price  paid  was  $21.41  a  share,  a  premium  of  $1.53  a 
share  above  the  asset  value  of  $19.88  a  share  (op.  cit.  supra,  note  536,  at  14851-4).  No 
active  marlvet  for  the  Oil  Shares  Incorporated  stock  existed.  The  shares  carried  the  right 
of  liquidation  at  95%  of  their  asset  value.  (See  Ch.  II  of  this  part  of  the  report,  note 
106,  pp.  110.) 

'>^2  Op.  cit.  supra,  note  536,  at  14836-7. 

"^^  Op.  cit.  supra,  note  520,  Commission's  Exhibit  No.  1442    (Item  7). 

0"  Op.  cit.  supra,  note  536,  at  14843. 

"i^Op.  cit.  supra,  note  532. 

"^^  Home  and  Foreign  Securities  Corporation  had  redeemed  1,000  shares  of  its  25,000 
shares  of  common  stock  under  the  previous  provision  for  redemption  (op.  cit.  supra,  note 
536,  at  14852). 

s"ld.,  at  14846. 

»«  Id.,  at  14837-8  and  14846. 
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Thus,  by  converting  the  company  into  one  with  a  multiple-security 
set-up  and  effecting  a  preferential  redemption,  Mr.  Kleeman  suc- 
ceeded in  extracting  the  major  part  of  the  investment  of  Home  and 
Foreign  Securities  Corporation  in  the  stock  of  the  company  while 
j)reserving  intact  its  voting  control  in  the  company.  On  the  other 
hand,  Oifs  &  Industries,  Inc.  suffered  a  reduction  of  net  worth,  and 
the  stockholders,  other  than  Home  and  Foreign  Securities  Corpora- 
tion, suffered  a  partial  change  from  an  equity  to  a  senior  position.'^*^ 

It  will  be  noted  that  four  different  groups  governed  the  management 
of  Oil  Shares  Incorporated,  from  1928  to  1935.  Yet  the  rank  and  file 
of  the  stockholders  were  given  no  opportunity  to  be  heard  in  the 
selection  of  the  managers.  The  initial  actual  managers  of  the  com- 
pany, Pettigrew  and  Meyer,  Inc.,  were  unknown  to  the  stockholders, 
as  the  management  contract  was  executed  in  the  name  of  Petroleum 
Research  <]orporation.  The  shifting  of  the  control  of  the  company 
to  Watson,  Kahn,  and  Herzberg  occurred  without  the  consent  of  the 
stockholders.  These  stockholders  were  not  consulted  in  the  selection 
of  Mr.  Kleeman  and  his  associates  as  the  managers,  nor  in  the  election 
of  the  appointees  of  the  Milton  interests  to  the  directorate.  They 
were  not  in  a  position  to  resist  effectively  the  transformation  of  the 
company  from  a  simple  to  a  multiple-security  form  of  capitalization 
nor  to  realize  that  Mr.  Kleeman,  by  inducing  this  change,  was  seeking 
an  end  not  attainable  through  the  simple-security  structure.^^° 
While  each  of  the  controlling  groups  profited  directly  or  indirectly 
by  its  association  with  the  company,  the  company  itself,  by  December 
31,  1935,  had  suffered  realized  and  unrealized  losses  of  approximately 
$4,000,000."^^ 

(3)  ATLANTIC  AND  PACIFIC  INTERNATIONAL  CORPORATION— MORRIS 
PLAN  CORPORATION— MERTON  ASSETS  CORPORATION 

Atlantic  and  Pacific  International  Corporation  was  an  investment 
company  with  a  multiple-security  capital  structure,  organized  in  April 
1928  in  Maryland.^'-  In  December  1931,  Gero  von  S.  Gaevernitz  and 
Donald  J.  Hardenbrook  were  vice  president  and  president,  respec- 
tively, of  Atlantic  and  Pacific  International  Corporation  ^^^  ancl  in 
control  of  the  company  by  virtue  of  the  ownership  of  the  Class  B  stock 
of  Atlantic  and  Pacific  International  Corporation  by  United  States 
Share  Corporation,  an  instrumentality  of  the  Gaevernitz-Hardenbrook 
interests.^^^  The  preferred  stock  and  the  Class  A  common  stock  of  the 
investment  company  had  been  distributed  among  the  general  investing 
public.^^^  By  December  1931  the  o]3erating  losses  of  the  company 
totaled  $2,290,254.08.^56  ,^^^^  ^j^^  Q^gg  g  g^^^.].  i^^^  j^^  ^gg^^  value.^" 


°*^  See  discussion  in  op.  cit.  supra,  note  532. 

"=«  Ibid. 

ssild.,  note  123,  p.   115. 

653  por  a  more  detailed  discussion  of  tliis  company  and  the  transfei-  of  its  control  see 
Ch.  IV  of  this  part  of  the  report,  pp.  1120-37. 

°52  Public   Examination,   The   Equity    Corporation,   Commission's   Exhibit   No.   727. 

^"Id.,  at  8068,  8070,  and  Commission's  Exhibits  Nos.  727,  734;  Moody's  Manual  of  In- 
vestments, Banks,  etc.,  1932,  pp.  1590,  2791,  and  2794-6. 

^=>=  Op.  cit.  supra,  note  553,  at  8078-9  and  Commission's  Exhibit  No.  729  ;  Moody's  Manual 
of  Investments,  Banks,  etc.,  1929,  p.  2831. 

''^Op.  cit.   supra,   note  553. 

°"  Ibid.,  and  Moody's  Manual  of  Investments,  Banks,  etc.,  1932,  p.  1591. 
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The  Morris  Plan  Corporation,  an  organization  conducting  an  exten- 
sive industrial  banking  system,  whose  notes  were  at  the  time  selling  at 
a  50%  discount  on  their  face  value,  apparently  lacked  the  cash  to  meet 
maturing  notes  and  debentures  in  the  face  amounts  of  $1,082,500.^^^ 
John  Speed  Elliott,  a  "finder"  of  investment  companies,  apprised  the 
Morris  Plan  Corporation  of  the  potentialities,  as  a  source  of  cash,  of 
the  Atlantic  and  Pacific  International  Corporation,  which  had 
$1,950,000  in  cash.^^^  Arthur  F.  Morris,  president  of  the  Morris  Plan 
Corporation,  devised  a  plan  to  tap  that  source  of  cash  by  selling  to 
Atlantic  and  Pacific  International  Corporation  the  securities  of  Morris 
Plan  Corporation  to  the  extent  of  $l,950,000.^'^o 

To  effectuate  this  purchase  on  the  part  of  the  Atlantic  and  Pacific 
International  Corporation,  the  Morris  Plan  Corporation  had  to  have 
the  support  of  two-thirds  of  the  preferred  stock.  Class  A  common  stock, 
and  Class  B  common  stock  in  securing  the  elimination  from  the  charter 
of  Atlantic  and  Pacific  Securities  Corporation  of  a  provision  forbid- 
ding the  investment  of  more  than  25%  of  the  corporation's  funds  in 
the  securities  of  banking  institutions  or  investment  organizations.^''^ 

The  cooperation  of  the  Class  B  stock,  controlled  by  the  Gaevernitz 
group,  was  procured  by  an  agreement  to  purchase  at  a  price  of  approxi- 
mately $250,000  certain  nonmarketable  "frozen"  assets  owned  by 
United  States  Shares  Corporation  and  by  Atlantic  and  Pacific  Inter- 
national Corporation.'^^-  With  the  cooperation  of  the  management  of 
Atlantic  and  Pacific  International  Corporation,  consisting  of  the 
Gaevernitz-Hardenbrook  group,  the  Morris  Plan  Corporation  suc- 
ceeded in  acquiring  67%  of  the  outstanding  preferred  stock  and  7% 
of  the  outstanding  Class  A  stock  through  an  exchange  offer  and,  to  a 
minor  degree,  by  direct  purchases  of  those  stocks. ^''^ 

A  "Protective  Committee"  of  preferred  stockholders  of  Atlantic  and 
Pacific  International  Corporation,  which  had  been  formed,  opposed  the 
charter  amendment  upon  the  ground  that  the  market  value  of  the 
Morris  Plan  Corporation  securities  offered  for  the  Atlantic  and  Pacific 
International  Corporation  preference  stock  did  not  exceed  $18,  whereas 
the  latter  had  an  asset  value  on  dissolution  of  $40  a  share,^''^  but  this 
opposition  failed  to  prevent  the  Morris  Plan  Corporation  from  acquir- 
ing the  amount  of  preferred  and  Class  A  stock  necessary  for  the  amend- 
ment to  the  charter.  Nevertheless,  an  action  instituted  by  the  Protec- 
tive Committee  resulted  in  the  intimation  by  a  Maryland  court  that 
Atlantic  and  Pacific  International  Corporation  and  its  management 
might  be  enjoined  from  effecting  the  proposed  charter  amendment.^''^ 

Thus,  the  Morris  Plan  Corporation,  though  now  holding  two-thirds 
of  the  preferred  stock  and  two-thirds  of  the  Class  A  stock,  found  access 
to  the  cash  of  Atlantic  and  Pacific  International  Corporation,  by  means 

"='  Op.  cit.  supra,  note  553,  Commission's  Exhibit  No.  728. 

"^^  Id.,  at  8120  and  Commission's  Exhibit  No.  727. 

»"<•  Id.,  at  8080. 

■^  Id.,  at  8080  and  Commission's  Exhibit  No.  729.  AH  the  outstanding  securities  of 
Atlantic  and  Pacific  International  Corporation  then  had  voting  rights  because  of  a  default 
in  payment  of  4  consecutive  dividends  (Moody's  Manual  of  Investments,  Banks,  etc., 
1932,  p.  1571). 

^Op.  cit.   supra,  note  553,  at  8125  and  Commission's  Exhibit  No.  728. 

■*«•■'  Id.,  at  8124-6  and  Commission's  Exhibits  Nos.  728  and  733. 

^  Id.,  at  8085-7  and  Commission's  Exhibits  Nos.  726  and  737. 

»«''  Id.,  at  8090  and  Commission's  Exhibit  No.  730. 
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of  a  sale  of  Morris  Plan  Corporation  securities,  impeded  by  the  un- 
favorable attitude  of  the  court.  Morris  Plan  Corporation  found 
achievement  of  the  goal  through  a  liquidation  of  Atlantic  and  Pacific 
International  Corporation  ^^"^  further  blocked  by  new  demands  on  the 
part  of  the  Gaevernitz-Hardenbrook  group  as  the  price  of  their  coop- 
eration.^**'  Mr.  Morris,  president  of  the  Morris  Plan  Corporation,  then 
placed  the  situation  in  the  hands  of  his  attorney,  EUery  C.  Hunting- 
ton,^''^  who  with  the  aid  of  his  partner,  David  M.  Milton,  proceeded  to 
assist  the  Morris  Plan  Corporation  in  its  objective.^°^ 

Mr.  Milton  and  Mr.  Huntington,  in  June  1932,  organized  in  Canada 
a  corporation  which  they  called  "Merton  Assets  Corporation."  '^''^ 
This  corporation  agreed  to  buy  from  Mr.  Gaevernitz  and  his  associates 
for  approximately  $335,935  their  Class  A  stock  of  United  States  Shares 
Corporation  "^  which,  it  will  be  remembered,  held  the  Class  B  stock 
of  Atlantic  and  Pacific  International  Corporation. ^^^  Merton  Assets 
Corporation  at  about  the  same  time  agreed  to  purchase  all  of  the  pre- 
ferred and  Class  A  stock  of  Atlantic  and  Pacific  International  Cor- 
poration held  by  Morris  Plan  Corporation."^^  The  price  to  be  paid 
the  Morris  Plan  Corporation  amounted  approximately  to  $40  for  each 
share  of  the  preferred  stock  of  Atlantic  and  Pacific  Corporation  (total 
$1,145,000)  and  represented  the  approximate  liquidating  value  of  that 
stock,"*  The  receipt  by  the  Morris  Plan  Corporation  of  the  cash  con- 
sideration for  its  holdings  of  Atlantic  and  Pacific  International  Cor- 
poration securities  would  naturally  solve  the  Morris  Plan  Corpora- 
tion's problem  of  cash,  but  Merton  Assets  Corporation,  the  purchaser, 
was  a  dummy  corporation  ^' ^  which  did  not  have  cash  either  to  pay  the 
Morris  Plan  Corporation  or  to  pay  Mr.  Gaevernitz  and  his  associates. 
However,  Merton  Assets  Corporation,  now  in  full  control  of  Atlantic 
and  Pacific  International  Corporation,  proceeded  at  once  to  borrow 
from  Atlantic  and  Pacific  International  Corporation  $1,480,935  with- 
out putting  up  any  security  or  collateral."''  Of  this  sum,  $1,145,000 
was  immediately  turned  over  to  the  Morris  Plan  Corporation  in  pay- 
ment for  the  preferred  and  Class  A  stock  of  the  Atlantic  and  Pacific 
International  Corporation,  and  $335,000  to  Mr.  Gaevernitz  and  his 
associates  for  the  Class  A  stock  of  United  States  Shares  Corporation 
which  they  had  surrendered  to  Merton  Assets  Corporation."^ 

»°°  Id.,  at  8126  and  8135. 

=*'^Id.,  at  8126-7  and  8133-5.  Gero  von  S.  Gaevernitz  through  United  States  Shares 
Corporation  owned  in  excess  of  two-thirds  of  the  Class  B  stock  of  Atlantic  and  Pacifle 
International  Corporation  which  stock  would  have  been  entitled  to  none  of  the  assets  of 
the  company  had  it  been  liquidated.     (See  Ch.  IV  of  this  part  of  the  report,  pp.  1120-37.) 

S83  Op.  cit.  supra,  note  551,  at  8135. 

s^Id.,  at  8101. 

^"Id.,  at  8103. 

"1  Id.,  at  8104  and  8138. 

5'2  See  supra,  p.  1661. 

™0p.  cit.  supra,  note  551,  at  8136,  and  Commission's  Exhibits  Nos.  733  and  737. 

^*  Ibid.  It  should  be  recalled  that  the  Protective  Committee  had  pointed  out  at  the 
time  of  the  offer  of  the  exchange  that  Morris  Plan  Corporation  was  offering  securities  of  a 
market  value  of  $18  in  exchange  for  the  preferred  stock  of  Atlantic  and  Pacific  Interna- 
tional Corporation  of  a  liquidating  value  of  $40.     (See  supra,  p.  1662.) 

"5  Op.  cit.  supra,  note  553,  at  8104. 

"Old.,   at  8103-8  and  8115. 

"'Id.,  at  8138.     See  also  Ch.  IV  of  this  part  of  the  report,  pp.  1120-37. 
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The  indebtedness  of  $1,500,000  owed  by  Merton  Assets  Corporation 
to  Atlantic  and  Pacific  International  Corporation  was  thereafter 
eliminated  by  a  series  of  re-shnffles  of  the  stock  of  Underwriters 
Equities,  Inc.,  a  holding  company  controlled  by  the  Morris-Milton 
group."^  At  the  close  of  the  series  of  artificial  sales  and  ex- 
changes ^'^  of  the  stock  of  Underwriters  Equities,  Inc.,  Atlantic  and 
Pacific  International  Corporation  owned  a  substantial  amount  of  the 
Class  A  stock  of  Underwriters  Equities,  Inc.,  and  had  retired  all  but 
approximately  3,000  shares  of  its  preferred  stocks. ^'^°  In  addition,  the 
indebtedness  of  Merton  Assets  Corporation  to  Atlantic  and  Pacific 
International  Corporation  had  been  eliminated.^^^ 

Through  this  expedient  the  Morris-Gaevernitz-Milton  groups  had 
managed  to  achieve  substantially  their  original  purpose.  The  Morris 
Plan  Corporation  had  obtained  the  bulk  of  Atlantic  and  Pacific  Inter- 
national Corporation's  cash  and  Mr.  Gaevernitz  and  Mr.  Harden- 
brook  and  their  associates  had  obtained  their  reward  or  premium. 

The  "liquidation"  accomplished  by  Mr.  Milton  resulted  in  discrimi- 
nation in  the  treatment  accorded  the  holders  of  the  several  types  of 
securities  of  Atlantic  and  Pacific  International  Corporation.^^-  The 
Gaevernitz  group  received  $335,000  for  the  Class  B  shares  of  Atlantic 
and  Pacific  International  Corporation  held  by  the  United  States 
Shares  Corporation,  whereas  on  a  statutory  liquidation  of  the  corpo- 
ration the  Class  B  shares  would  have  been  entitled  to  none  of  the 
corporate  assets.^®^  The  preferred  stockholder  who  exchanged  his 
stock  having  a  liquidation  value  of  $40  a  share  for  the  stock  of  Morris 
Plan  Corporation  suffered  large  losses.^®^  As  a  by-product  of  the 
transaction,  Mr,  Milton  had  acquired  control  of  Atlantic  and  Pacific 
International  Corporation  without  the  expenditure  of  any  of  his  own 
funds.^^^ 

The  attrition  of  the  assets  of  Atlantic  and  Pacific  International  Cor- 
poration by  these  intricate  maneuvers  was  made  possible  by  the  potent 
position  of  the  Gaevernitz  group  as  the  holders  of  the  assetless  Class 
B  stock  of  the  company  and  the  ability  of  the  holders  of  that  Class  B 
stock  to  transfer  or  to  facilitate  the  transfer  of  the  control  of  the 
company. 

"8  The  details  of  the  several  sales  of  the  stock  of  Underwriters  Equities,  Inc.,  to  Atlantic 
and  Pacific  International  Corporation  and  the  repeated  reconveyances  of  this  stoclc  to  Merton 
Assets  Corporation,  in  exchange  for  the  preferred  stock  of  Atlantic  and  Pacific  Interna- 
tional Corporation,  may  be  found  in  Ch.  IV  of  this  part  of  the  report,  pp.   1120-37. 

"°  Op.  cit.  supra,  note  553,  at  8113. 

BS"  Moody's  Manual  of  Investments,  Banhs,  etc.,  1935,  p.  1030. 

ESI  Derived  from  supplementary  information  supplied  the  Commission  for  The  Ec^uity 
Corporation. 

^82  Op.  cit.  supra,  note.  553.  at  8064-5. 

^^"^  Id.,  at  8138.     See  also  Ch.  IV  of  this  part  of  the  report,  pp.   1120-37. 

68'' The  minority  preferred  stockholders  who  resisted  the  Morris  Plan  Corporation  ex- 
change offers  escaped  the  losses  suffered  hy  the  preferred  stockholders  who  accepted  the 
exchange  offer.  (See  supra;  see  also  op.  cit.  supra;  note  553,  at  8156  and  Commission's 
Exhibits  Nos.  733  and  737.)  On  January  8,  1936,  when  the  Atlantic  and  Pacific  Inter- 
national Corporation  was  formally  liquidated,  the  outstanding  3,082  shares  of  preferred 
stock  were  liquidated  at  $44.78  a  share  (op.  cit.  supra,  note  553,  at  8115-6  and  Poor's 
Banks,  etc.,  1936,  p.  2646). 

■^''Op.  cit.  supra,  note  553,  at  8138. 
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C.  Disadvantages  to  the  General  Investor  Inherent  in  the  Typical 
Multiple-Security  Company  Set-up 

The  illustrations  heretofore  presented  ^^'^  of  the  initial  advantages 
which  accrue  to  the  sponsor  by  virtue  of  the  multiple-security  struc- 
ture may  already  have  suggested  to  the  reader  some  of  the  correspond- 
ing inherent  disadvantages  which  that  set-up  imposes  upon  the 
general  investor. 

The  showing  that  the  proceeds  to  the  multiple-security  investment 
company  of  the  sale  of  equity  securities  generally  constitute  a  rela- 
tively minor  part  of  the  total  investment  in  the  company  establishes 
at  the  same  time  the  proposition  that  the  cusliion  protecting  the  senior 
security  holder  from  loss  is  comparatively  thin.  The  power  of  con- 
trol secured  by  the  sponsor,  considered  in  the  light  of  the  small  in- 
vestment risks  by  him  and  the  possibility  of  a  disproportionately  large 
share  of  the  profits  being  acquired  by  him,  naturally  suggests  that  the 
sponsor  may  tend  to  use  that  power  to  direct  the  company  into  highly 
speculative  investment  channels.  Again,  reflection  upon  the  degree 
of  familiarity  with  financial  operation  and  technique  required  to  fol- 
low the  implications  of  even  the  simpler  forms  of  the  multiple-security 
set-up  outlined  leads  to  the  realization  that  only  an  investor  with  un- 
common technical  expertness  might  hope  to  appreciate  the  intrinsic 
values  of  the  various  types  of  securities  or  the  significance  of 
the  capital  rearrangements  in  the  more  intricate  capital  structure 
company. 

In  the  immediately  succeeding  pages  a  fuller  presentation,  accom- 
panied by  concrete  illustrations,  will  be  made  of  the  disadvantages 
which  the  multiple-security  set-up,  by  its  organic  attributes,  holds  for 
the  general  investor. ^^^ 

1.  ORIGINAL  INADEQUACY  OF  ASSET  COVERAGE  FOR 
THE  SENIOR  SECURITIES ''' 

The  corollary  to  the  acquisition  by  the  sponsor  of  the  equity  stock 
(or  a  substantial  part  thereof)  for  a  small  proportion  of  the  total  in- 
vestment in  the  company,  is  an  original  inadequacy  of  asset  coverage 
for  the  senior  securities.  In  case  of  a  liquidation  or  a  dissolution  of 
the  company  or  of  any  final  distribution  of  the  assets,  the  senior 
securities  (bonded  indebtedness  and  preference  stocks)  are  generally 
entitled  to  receive  their  full  face  or  specified  liquidation  value  before 
the  equity  securities  are  entitled  to  receive  anything.  Hence,  the 
amount  ]oaid  in  for  the  equity  securities  constitutes  a  cushion  for  the 
senior  securities  in  the  sense  that  the  company  can  sustain  a  loss  in 
assets  equivalent  to  that  amount  without  impairing  the  liquidation 
values  of  the  senior  securities.  This  margin  of  insulation  from  loss 
is  the  chief  virtue  claimed  for  the  senior  securities.     Moreover,  the 


5S6  See  supra,  pp.  1596-1664. 

^"  See  also  supra,  pp.  1576-03. 

^88  The  inequities  suffered  by  the  investors  from  transfers  of  control  have  already  heen 
noted  above  in  the  course  of  the  discussion  of  the  advantages  thereof  to  the  sponsors.  See 
supra,  pp.  1641-64. 
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fact  that  the  money  paid  in  for  the  equity  securities  serves  as  a  cushion 
or  protection  for  the  senior  securities  has  been  urged  by  sponsors 
and  promoters  as  the  justification  for  the  power  of  control  and  the 
right  to  surphis  profits  secured  by  the  sponsor  through  holding  the 
equity  securities. 

Both  Clarence  Dillon  and  Ernest  B.  Tracy,  partners  in  Dillon, 
Read  &  Co.,  which  contributed  $5,000,000  (amounting  to  20%  of  the 
total  capitalization)  for  the  second  preferred  stock  and  75%  of  the 
common  stock  of  United  States  &  Foreign  Securities  Corporation, 
strongly  urged  that  point  of  view.     Mr.  Tracy  testified :  ^^^ 

111  substance  what  they  did,  the  junior  money  which  took  the  greater  risk, 
took  three-fourths  of  the  common  and  the  senior  money,  which  tooli  less  risk, 
got  25%  of  the  common.  This  is  in  substance  what  the  deal  was  *  *  *, 
They  (the  sponsors)  take  far  the  greater  risk  and  they  are  entitled  to  a  greater 
percentage  of  the  lorofits. 

Mr.  Dillon  stressed  the  function  of  the  "junior  money"  as  a  cushion 
for  the  "senior  money."  ^'"^ 

Our  idea  in  putting  in  this  junior  money  was — well,  it  was  a  cushion  for  the 
First  Preferred,  this  20  percent  which  you  do  not  value  as  greatly  as  we  did. 
But  the  other  thing  is  it  insures  management,  and  this  company,  having  that 
set-up,  if  you  please  we  think  is  the  cardinal  thing  in  its  unnsual  succesis, 
because  that  junior  money  insured  a  management  which  had  real  money  at 
risk.  That  management,  in  any  errors,  would  lose  its  own  money,  $5,000,000, 
first. 

In  many  instances  the  paid-in  equity  or  the  "junior"  money  ad- 
vanced by  the  sponsors  has  been  inadequate  to  protect  the  senior 
securities  from  capital  impairment.  The  margin  of  protection  for 
senior  securities  was  narrow  from  the  very  inception  of  the  companies 
in  a  great  many  cases  even  when  money  contributed  by  sponsors  for 
the  purchase  of  second  preferred  stocks,  preferred  stocks,  and  junior 
debentures — in  reality  senior  securities — is  considered  "junior"  money. 
Thus  the  original  coverage — ^the  extent  to  which  the  entire  contrilD- 
uted  capital  at  inception,  both  "senior"  and  "junior"  money,  covered 
the  liquidating  value  of  the  securities  issued  for  the  "senior"  money 
and  provided  a  further  margin  or  cushion  of  protection  for  these 
securities — was  in  United  States  and  Foreign  Securities  Corporation 
no  more  than  120%,  or  a  cushion  of  20%  ;  ^^^  in  Shawmut  Bank  In- 
vestment Trust,  120%,  or  a  cushion  of  20%  :  ^^~  in  National  Investors 
Corporation,  110%,  or  a  cushion  of  10%  ;  ""^^  in  General  American  In- 

^»  Public  Examination,  United  States  &  Foreign  Securities  Corporation,  at  11722,  11747. 

^""Id.,   at  11782. 

f^"  In  the  case  of  United  States  &  Foreign  Securities  Corporation,  approximately 
$25,000,000  was  paid  in  by  the  public  for  the  first  preferred  stock,  treated  herein  as  the 
"senior"  money,  while  $5,100,000  was  paid  in  for  the  second  preferred  stock  and  common 
stock  of  the  company  by  the  sponsors,  considered  herein  as  the  "junior"  money.  See 
supra,  pp.  1598-1602. 

■!''=' The  Junior  debentures  issued  to  the  sponsors  for  their  contribution  to  the  capital  is 
here  included  as  "junior  money."  The  percentages  given  thus  represent  the  coverage  and 
cushion  for  the  senior  debentures.  The  junior  debentures  had  no  cushion  whatsoever  at 
inception  of  the  company.     See  supra,  pp.  1618-19. 

""^  See  supra,  pp.  1608-14. 
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vestors  Company,  Inc.,  124%,  or  a  cushion  of  24% ;  ^^^  in  American, 
British  &  Continental  Corporation,  140%,  or  a  cushion  of  40%  ;  ^"^  in 
Sterling  Securities  Corporation,  129%,  or  a  cushion  of  29% ;  ^^e  ^^ 
Reynolds  Investing  Company,  Inc.,  116%,  or  a  cushion  of  16%  ;  ^'''  the 
companies  in  the  Pacific  Investing  Corporation  group,  to  wit :  Pacific 
Investing  Corporation,  The  Investment  Company  of  America,  and 
American  Capital  Corporation  101.6%,  128%,  and  104%,  respec- 
tively.^^^ 

It  will  be  seen  that  on  the  whole  the  margin  of  protection  provided 
the  senior  securities  by  the  paid-in  "junior  money"  has  been  very 
slender — a  margin  particularly  thin,  in  view  of  the  predilection  of  the 
investment  companies  for  common  stocks  in  their  portfolios  ^"^  which 
rendered  the  market  value  of  the  portfolio  and  hence  the  assets  of  the 
company  subject  to  sharp  fluctuations.  The  Standard  Statistics  Com- 
pany index  of  90  stocks  fell  as  much  as  10%  in  a  six-weeks'  period  in 
1926,  a  year  of  fairly  stable  security  prices.  This  index  may  be  con- 
sidered representative  of  the  fluctuation  in  the  value  of  the  common - 
stock  portfolio  of  the  average  investment  company  and  indicates  the 
clianges  to  which  the  market  value  of  such  holdings  may  be  subject 
within  a  short  period.  In  1929  the  Standard  Statistics  Company 
index  of  90  stocks  declined  44%  during  a  period  of  three  months.  In 
view  of  this  degree  of  variability  in  the  value  of  the  assets  of  invest- 
ment companies,  a  cushion  such  as  was  supplied  in  the  companies 
cited  above  constituted  a  very  inadequate  protection.  A  drop  of 
16%%  in  the  general  market  level  of  portfolio  securities  would  be 
sufficient  to  wipe  out  a  20%  cushion  and  impair  the  capital  of  the 
senior  securities  of  most  of  the  above  companies. 

As  a  matter  of  fact,  the  coverage  supplied  the  "senior  money"  by 
the  contribution  of  "junior  money"  to  capital  failed  markedly  to 
insulate  the  senior  securities  from  impairment,  A  consolidation  of 
the  balance  sheets  of  25  closed-end  management  investment  com- 
panies proper  having  funded  debt  reveals  that  in  the  aggregate  no 
common  stock  equity  existed  at  the  year-ends  1931  and  1932 ;  *^°°  that 
in  the  case  of  17  of  those  companies  which  had  both  a  funded  debt 
and  preferred  stock,  there  was  a  net  aggregate  impairment  of  pre- 
ferred stock  capital  to  the  extent  of  5.4%  at  the  end  of  1931  and  of 
16.9%  at  the  1932  year-end.''^^  In  actual  dollar  amounts  the  statistics 
show  that  the  IT  companies  were  $7,900,000  short  of  meeting  the 

Bs^The  6%  preferred  stock  issued  to  tbe  sponsors  at  the  inception  of  the  company  is 
included  as  "junior"  money.  The  percentages  given  thus  represent  the  coverage  and  cushion 
for  the  debentures.  The  cushion  for  the  preferred  stock  at  inception  consisted  only  of  the 
$300,000  paid  in  for  common  stock,  or  a  coverage  of  103%.     See  supra,  pp.   1603-7. 

f'os  The  second  preferred  stock  issued  to  the  sponsors  for  their  contribution  to  the  capital  Is 
here  computed  as  "junior  money."  The  percentages  given  thus  represent  the  coverage  and 
cushion  for  the  first  preferred  stock.  The  second  preferred  at  inception  had  no  cushion 
whatsoever.     See  supra,  pp.  1615-17. 

^"''See  supra,  pp.  1624-31. 

WT  See  Appendix  I,  p.  1937. 

Kis  The  Class  A  stock  of  American  Capital  Corporation  since  it  possessed  a  fixed  limited 
priority  to  dividends  and  to  distribution  on  liquidation  is  included  in  the  category  of  senior 
securities  in  arriving  at  the  specified  coverage  figure.  The  preferred  stock  of  this  company 
at  inception  had  a  coverage  of  132%,  or  a  cushion  of  32%.     See  Appendix  I,  p.  1930. 

EM  See  Pt.  Two  (House  Doc.  No.  70,  76th  Cong.),  pp.  552-6. 

<^Pt.  Two,  Ch.  II,  Table  35.  The  aggregate  common  stock  equity  for  all  companies  is 
given  in  this  table,  the  negative  values  of  some  companies  being  combined  algebraically  with 
the  positive  values  of  other  companies. 

6«iPt.  Two,  Ch.  II,  Table  36. 
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$81,600,000  of  aggregate  liquidation  claims  (including  unpaid  cumu- 
lative dividends)  of  the  preferred  stocks  at  the  1931  year-end,  and 
$21,900,000  short  of  the  $81,000,000  of  preferred  claims  at  the  year- 
end  of  1932.'^°2  After  1932  the  common  stock  reacquired  an  aggre- 
gate positive  equity  value,  but  nevertheless  at  no  time  did  the  aggre- 
gate common  stock  asset  value  equal  50%  of  the  liquidation  claims  of 
the  senior  securities.  Had  it  not  been  for  substantial  repurchases 
by  investment  companies  of  their  senior  securities  below  their  claims 
in  liquidation,  the  coverage  of  these  senior  securities  would  have 
been  materially  less  at  the  designated  dates.'^"^ 

The  equity  or  "junior  money"  advanced  by  "insiders"  proved 
largely  insufficient  to  provide  adequate  coverage  for  even  the  bond 
issues  of  management  investment  companies  proper,  which  are  pre- 
sumed to  constitute  the  most  securely  protected  class  of  security 
issues.  An  analysis  of  22  funded  debt  issues  of  investment  com- 
panies shows  that  from  1931  to  1934  between  3  and  7  issues  were 
"under  water"  at  each  year-end.*^"*  Of  the  22  bond  issues,  7  were 
"under  water"  at  least  at  one  year-end  from  1927  to  1936,  and  only  8 
issues  showed  a  coverage  ratio  above  150%  at  all  year-ends.''°^ 

2.  TENDENCY  OF  THE  SPONSOR  INTEREST  TO  DIRECT 
THE  COMPANY  INTO  HIGHLY  SPECULATIVE  MANAGE- 
MENT POLICY 

The  difference  in  rights  and  claims  awarded  the  senior  and  equity 
securities,  respectively,  in  the  multiple-security  company  subjects  the 
company  to  pressure  in  favor  of  a  speculative  investment  policy. 
The  impetus  toward  abnormal  capital  accretion  arises  from  two 
attributes  of  the  senior-equity  structure:  (a)  The  need  of  such  in- 
vestment companies  to  maintain  a  level  of  earnings  and  profit  greater 
than  the  average  yield  on  a  diversified  list  of  high-grade  investments 
in  order  to  meet  the  fixed  interest  and  dividend  requirements  of  the 
senior  securities ;  and  (b)  The  fact  that  the  bulk  of  the  large  profits 
possibly  accruing  from  a  policy  of  speculation  with  the  total  funds 
of  the  company  Avill  inure  to  the  sponsors  while  the  possibility  of 
loss  to  the  sponsor  is  limited  to  its  comparatively  small  investment 
in  the  company.''"^ 

™2  Ibid. 

«03  The  limitations  of  the  statistical  analyses  are  given  in  Pt.  Two,  Ch.  I,  pp.  14-18.  In 
connection  with  the  over-all  sta,tistics  for  the  coverage  of  senior  securities  it  should  be 
noted  that  repurchases,  particularly  in  1932  and  1933,  at  prices  substantially  less  than  the 
liquidation  values,  reduced  the  principal  amount  of  the  senior  securities  outs,tanding  (Pt. 
Two,   Ch.   II,  pp.   70-1). 

6»<  Pt.  Two,  Ch.  II,  pp.  77-8. 

s"'  Pt.  Two,  Ch.  II,  pp.  77-8,  and  Table  11.  Table  10  in  Ch.  II  of  Pt.  Two  shows  that  at 
the  1930  year-end  only  16  of  the  21  funded-debt  issues  had  more  than  150%  coverage,  while 
2  were  "under  water"  ;  at  the  year-end  1982  only  8  out  of  22  issues  had  a  150%  coverage, 
while  6  were  "under  water"  ;  at  the  end  of  1933,  13  out  of  22  issues  were  "under  water." 

""""One  of  the  basic  principles  of  investment  is  that  the  safety  of  a  security  Mith  limited 
return  must  never  rest  primarily  upon  the  future  expansion  of  profits.  If  the  investor  is 
positive  that  this  expansion  will  take  place,  he  should  obviously  buy  the  common  stock  and 
participate  in  its  profits.  If,  as  must  usually  be  the  case,  he  cannot  be  so  certain  of  future 
prosperity,  then  he  should  not  expose  his  capital  to  a  risk  of  loss  (by  buying  the  preferred 
stock)  without  compensating  opportunities  for  enhancement"  (Graham,  Benj.,  and  Dodd, 
D.  L.,  Security  Analysis   (1934),  p.   163). 
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a.  The  Effect  of  Fixed  Senior  Charges  Upon  Investment  Policy  *=" 

An  analysis  of  the  percentage  rates  of  earnings  required  by  most 
of  the  "leverage"  investment  companies  merely  to  be  ill  a  position  to 
pay  the  fixed  charges  on  the  senior  securities  and  operating  expenses 
shows  that  these  requirements  have  been  considerably  in  excess  of 
the  average  rate  that  might  be  expected  from  a  diversified  list  of 
high-grade  investments. 

A  composite  for  the  5-year  period  1922-26  of  the  average  yields  of 
the  stocks  in  the  Standard  Statistics  indexes  of  90  common  stocks 
and  20  high-grade  preferred  stocks,  the  rates  on  4-6  months'  com- 
mercial paper,  high-grade  American  railroad  bonds,  municipal  bonds, 
interest  rates  on  Treasury  bonds  and  rates  on  call  loans,  showed 
4.72%  as  the  over-all  average  yield  of  such  a  broad  diversified  policy 
of  investment.  Such  a  composite  for  the  9-year  period  1927-1935 
disclosed  4.097c  as  the  over-all  average  yield.^°^  On  the  other  hand, 
the  interest  and  prior  dividend  payments  and  operating  expenses 
required,  in  the  case  of  many  leverage  companies,  a  rate  of  earnings 
considerably  above  the  yield  that  might  be  expected  from  devoting 
the  cajDital  of  the  company  to  a  conservative  diversified  investment 
program  of  the  nature  suggested  above.  Thus  the  Shawmut  Bank 
Investment  Trust  had  to  earn  at  least  5.41%  on  its  contributed  capi- 
tal; National  Investors  Corporation,  5.45%;  General  American  In- 
vestors Co.,  Inc.,  5.40%;  Bankers  Securities  Corporation,  5.55%; 
Italian  Superpower  Corporation,  6.43%;  Eeynolds  Investing  Com- 
pany, Inc.,  4.95%.®°^  The  need  to  meet  the  charges  on  the  senior 
securities  almost  compels  an  aggressive  and  venturesome  administra- 
tion of  the  companies'  funds. 

Jonathan  B.  LoA^elace,  one  of  the  sponsors  of  The  Investment  Com- 
pany of  America,  testified  that  the  defect  in  the  capital  stock  of  that 
company  was  that  the  company  could  not  be  expected  to  earn  a  return 
sufficient  to  meet  the  heavy  fixed  charges  on  the  senior  securities.^^° 

Q.  You  thought  it  had  too  many  senior  charges? 

A.  Yes ;  when  the  fund  owned  $107.00  for  each  unit  and  carrying  the  $7.00  rate, 
you  could  not  expect  to  earn  a  direct  return  sufficient  to  carry  that. 

Edwin  Rankin,  the  specialist  on  investment  for  the  United  Founders 
Corporation  group  of  investment  companies,*^^^  conceded  that  because 
the  United  Founders  Corporation  group  had  outstanding  bonds  and 
preferred  stocks  it  had  to  trade  in  the  market  at  a  time  when  prudent 
policy  suggested  investment  in  bonds,  as  the  return  on  bonds  would 

'''"  See  supra,  pp.  1576-9.3,  which  shows  that  senior  capital  of  investment  companies  has 
not  earned  its  keep  in  net  current  income.  The  pre.sent  section  indicates  that  investment 
companies  with  a  high  leverage  would  have  had  difliculty  in  earning  enough,  by  the  use  of 
their  entire  capital,  senior  and  junior,  to  service  the  senior  securites,  had  they  followed 
an  average  conservative  investment  policy. 

608  Derived  from  data  given  in  {Standard  Trade  and  Securities,  published  by  Standard 
Statistics  Company,  Inc..  Vol.  3. 

^^  Derived  from  the  replies  to  the  Commission's  questionnaire  for  the  re.^pective  companies. 
It  should  be  noted  that  these  percentages  represent  requirements  sufficient  merely  to  meet 
interest  and  dividend  claims  of  bonds  and  preference  stocks  and  operating  expenses  assumed 
at  .45%  of  capital  (Part  Two  [House  Doc.  No.  70,  76th  Cong.],  Ch.  II,  pp.  78-82)  without 
allowance  for  any  dividend  to  equity  stocks. 

^^  Public  Examination,  American  Capital  Corporation,  at  7328.  See  Appendix  I  for 
capitalization  of  American  Capital  Corporation,  p.  1939. 

sii  Public  Examination,  American  General  Corporation,  et  al.,  at  24814. 
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not  have  been  adequate  to  cover  the  fixed  and  priority   dividend 
charges.^^^ 

Q.  Don't  you  think  that  prudent  investment  counselors  in  the  position  yoa 
people  were,  with  the  information  you  had,  might  have  seen  it  was  the  proper 
time  to  invest  in  bonds? 

A.  I  wish  we  had. 

Q.  Was  there  any  real  consideration  given  to  the  possibility  of  that  rather 
than  trading  in  the  market? 

A.  No.  A  lot  is  involved  in  that  whole  question.  For  instance,  when  aa 
investment  company  has  a  bond,  or  when  they  have  to  pay  5%  and  6%  on  the 
preferred,  let  us  say  the  over-all  is  a  5%  requirement  on  its  capital,  that  company 
can't  very  well  afford  to  be  buying  bonds  that  yield  3%  to  4%. 

«  «  4<  *  >K  >i<  « 

Q.  But  stocks,  on  the  other  hand,  were  yielding  very  little,  the  return  was  little, 
so  all  you  could  hope  to  do  from  stocks  was  to  make  what  you  could  on  apprecia- 
tion of  stocks? 

A.  I  think  that  is  true. 

Q.  You  went  into  trading  when  you  might  have  taken  bonds  ? 
A.  The  average  individual  in  1929,  a  great  many,  as  you  know  yourself,  were 
completely  cleaned  out. 

The  urgent  need  for  a  greater  than  normal  yield  on  portfolio  securi- 
ties or,  in  lieu  thereof,  great  capital  appreciation  may  be  in  a  large 
measure  responsible  for  the  highly  speculative  character  of  the  activi- 
ties of  a  large  proportion  of  the  leverage  investment  companies,  such 
as  the  concentration  on  common  stocks  in  their  portfolios,*^^^  the  in- 
vestment in  untried  special  situations,  the  inordinate  amount  of 
trading  and  turnover,  and  the  participation  in  speculative  trading 
accounts.*^^'' 

b.  Impetus  to  a  Speculative  Policy  by  the  Leverage  Set-up  ^^^ 

The  senior-equity  structural  set-up  creates  such  a  disparity  between 
the  possible  profits  to  the  sponsor  from  a  speculative  policy  and  the 
possible  losses  to  the  sponsor  therefrom  as  to  make  the  temptation  to 
pursue  such  a  policy  almost  irresistible  to  the  sponsor.  All  the  sur- 
plus profits  from  the  utilization  of  the  entire  fund,  after  deducting 
fixed  obligations  to  the  senior  security  holders,  will  accrue  to  the 
equity  securities,  held,  in  many  instances  (at  least  at  the  inception  of 
the  company) ,  by  the  "insiders."     Of  the  assets  thus  exposed  to  loss, 

*"=  Id.,  at  24875-6. 

'^^  The  percentages  on  the  combined  portfolios  (at  market  value)  of  the  closed-end  lever- 
age companies  invested  in  common  stocks  at  the  year  ends  1929-1936  were  as  follows 
(Ft.  Two  [House  Doc.  No.  70,  76th  Cong.],  Ch.  VIII,  Table  171)  : 


Closed-end  leverage  companies- 


1929 

1930 

1931 

1932 

1933 

1934 

1935 

82 

76 

71 

71 

78 

76 

77 

1936 


*"  See  Ch.  VII  in  this  part  of  the  report  dealing  with  management  of  assets. 
«^5  See  also  supra,  pp.  1576-93. 
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liowever,  the  investment  of  the  "insiders"  in  the  company  will  consti- 
tute only  a  minor  proportion.^^*^  Lansing  McVickar,  associated  with 
a  general  brokerage  business,  who  stated  that  he  made  a  general  can- 
vass of  investment  companies  in  1934,  very  tersely  summed  up  this 
asfpect  of  leverage :  ^'^'^ 

When  there  is  appreciation,  the  man  who  lends  the  money  does  not  make 
anything.  When  there  is  depreciation,  the  man  who  lends  the  money  loses 
money.  Consequently,  the  leverage  reverts  entirely  to  the  benefit  of  the  holder 
of  the  equity. 

The  interest  of  the  sponsor,  who  has  much  to  gain  and  compara- 
tively little  to  lose,  is  naturally  in  favor  of  a  speculative  policy,  of 
taking  "long  chances,"  and  of  engaging  in  ventures  that  might  con- 
ceivably yield  great  appreciation  in  the  assets.  The  interest  of  the 
senior  security  holder,  on  the  other  hand,  is  primarily  in  favor  of  a 
conservative  policy  looking  toward  a  moderate  return  on  capital  ^^^ 
inasmuch  as  he  is  concerned  chiefly  with  the  safety  of  his  principal 
and  will  realize  no  benefit  even  if  the  hazardous  or  dangerous  enter- 
prises should  be  successful.  Since  the  determination  of  policy  in  the 
case  of  the  multiple-security  company  is  in  the  hands  of  a  manage- 
ment which  generally  represents  the  leading  equity  interest,  it  is  nat- 
ural that  such  companies  should  be  turned  into  speculative  channels. 

6ie  It  should  be  noted  that  the  amount  of  the  sponsor's  contribution  to  the  capital  of  the 
company  is  frequently  reduced,  sometimes  entirely  retrieved,  through  commissions  on  dis- 
tribution, sale  of  management  options,  conversions,  repurchases,  and  other  familiar 
techniques.  See  infra,  pp.  1746-9  and  pp.  1874  et  seq.,  and  also  Ch.  II  of  this  part  of 
the  report. 

«iTublic  Examination,   First  Income  Trading  Corporation,  et  al.,  at  912. 

Mr.  McVickar  testified : 

A.  *  *  *  As  I  regard  the  leverage  value,  it  represents  a  call  on  the  appreciation 
over  a  given  point,  depending  on  the  amount  of  money  that  was  borrowed.  Leverage, 
as  I  would  define  it,  would  be  the  advantage  or  disadvantage  of  the  use  of  borrowed 
money. 

Q.  Then  you  agree  with  my  analysis  the  senior  money  is  like  a  margin  account ;  is 
that  it? 

A.  I  do  ;  with  the  qualification  that  in  each  of  these  situations  separate  contracts 
have  been  drawn  up,  whether  bonds,  preferred  stock,  convertible  preferred  stock,  or 
whatever  it  may  be.  Separate  contracts  have  been  drawn  up  when  the  money  was 
borrowed  according  to  the  different  ways  it  was  borrowed. 

*  *  *  *  *  *  * 

Q.  Just  a  minute;  you  said  the  leverage  factor  was  a  call  on  the  appreciation,  but  it 
also  was  a  put  on  the  depreciation,  was  it  not?  When  it  was  a  loss,  it  was  put  to  the 
common  stockholders,  was  it  not? 

A.  When  there  was  a  loss,  the  fellows  that  put  up  the  money  lost  the  money.  When 
there  was  a  gain,  the  fellows  that  borrowed  the  money  made  the  money. 

618  Yet  it  should  be  recalled  that  the  conservative  policy  desired  by  the  senior  security 
holder  is  not  likely  to  yield  the  return  on  invested  capital  sufficient  to  pay  the  fixed  and 
prior  charges  and  operating  expenses  of  the  company  (see  snpra,  pp.  1576-94  and  1665-8), 
and  hence  the  multiple-security  company  is  propelled  into  a  speculative  policy  for  the  two 
reasons  mentioned  above,  namely,  the  large  profits  anticipated  by  the  sponsor  and  the 
pressure  upon  the  sponsor  to  meet  the  fixed  charges  of  the  senior  securities.  A  confiict  of 
interest  of  this  nature  may  exist  In  any  corporation  between  the  senior  securities  and  the 
equity  securities.  (See  the  Commission's  Report  on  the  Study  and  Investigation  of  the 
Work,  Activities,  Personnel,  and  Functions  of  Protective  and  Reorganization  Committees, 
Pt.  VII,  pp.  109-112,  148-187.)  While  the  confiict  in  the  case  of  other  companies  is  gener- 
ally latent  and  only  occasionally  demands  a  decision  because  the  policy  and  the  scope  of 
activity  of  such  companies  are  usually  definite,  circumscribed,  and  well  established,  the 
conflict  in  the  case  of  investment  companies  is  continuous  and  acute  due  to  the  liquidity  of 
their  assets  and  the  practical  absence  of  limitation  upon  the  nature  of  their  activities.  Since 
sponsors  who  control  the  investment  company  are  often  the  holders  of  common  stock  to  a  far 
greater  extent  than  of  senior  securities,  they  are  in  a  position  to  determine  such  conflicts 
in  the  favor  of  the  common  stock  objective.  Thus  the  conflict  of  interest  in  the  matter 
of  investment  policy  may  be  decided  by  the  management  in  a  nondisinterested  fashion. 
(See  supra,  pp.  1595-1664,  and  also  infra,  pp.  1708  et  seq.) 


1672  SECURITIES    AND    EXCHANGE    COMMISSION 

Carroll  E.  Gray,  Jr.,  out  of  a  long  experience  with  investment  com- 
panies and  familiarity  with  the  state  of  mind  of  investors,  readily 
conceded  that  whereas  the  senior  security  holder  "does  not  want  to 
gamble,  does  not  want  to  subject  his  money  to  risks,'''  the  individual 
who  holds  common  stock  "is  willing  to  take  the  longest  shot  and  spec- 
ulate and  get  the  greatest  appreciation  if  there  is  going  to  be  an 
appreciation."  ^^^ 

The  bulk  of  the  gain  redounds  to  the  sponsor's  equity  when  there  is 
a  substantial  rise  in  the  company's  assets,  whereas  although  the  losses 
f  aU  first  upon  the  sponsor's  equity  interest,  the  largest  aggregate  losses 
fall  upon  the  public's  senior  investment  when  there  is  a  serious  de- 
preciation in  assets  beyond  the  equity  cushion. 

United  States  &  Foreign  Securities  Corporation  illustrates  this  con- 
dition.^20  The  public  put  up  $25,000,000  for  the  first  preferred  stock 
and  the  sponsors,  or  the  bankers,  put  up  slightly  more  than  $5,000,000 
of  "junior  money."  ^^^  With  this  set-up,  for  every  dollar  of  apprecia- 
tion in  the  value  of  the  assets  of  the  investment  company,  75  cents 
would  be  allocable  to  the  sponsors  and  25  cents  to  the  public.  If  the 
assets  depreciated  in  value,  the  first  $5,000,000  of  losses  would  be  suf- 
fered by  the  sponsors.  But  further  depreciation  in  the  value  of  the 
assets  would  be  borne  by  the  public — which  had  $25,000,000  exposed  to 
loss  as  compared  with  $5,000,000  hazarded  by  the  sponsors.  Actually, 
the  assets  of  United  States  &  Foreign  Securities  Corporation  increased 
in  value  from  over  $29,000,000  to  $52,000,000  by  September  30,  1928 
(which  would  mean  $25,000,000  applicable  to  the  public  and  $2T,000- 
000  to  the  sponsors),  and  then  a  new  investment  company,  United 
States  &  International  Securities  Corporation,  was  formed. 

In  October  1928,  at  the  height  of  the  prosperity  of  United  States  & 
Foreign  Securities  Corporation,  Dillon,  Kead  &  Co.,  the  sponsor,  in- 

8w  Public  Examination,  First  Income  Trading  Corporation,  et  al.,  at  871-3.  Mr.  Gray 
testified : 

Q.  You  know,  sometimes  I  wonder  what  a  bond  or  preferred  stock  means  in -the 
investment  trust  industry.  Usually  the  justification  for  the  issuance  or  rationale  or 
raison  d'etre  for  a  bond  or  preferred  stock  is  that  the  invostor  is  interested  primarily 
in  the  safety  of  his  principal  and  he  .iust  wants  a  modprate  return,  is  not  that  so? 
That  is  the  underlying  philosophy  of  a  senior  security.  The  investor  does  not  want  to 
gamble,  does  not  want  to  subject  his  money  to  any  risks.  All  he  wants  to  be  sure 
of  is  when  the  time  comes  when  he  can  get  his  money  back  that  he  is  going  to  .get  it. 
Therefore,  he  does  not  want  a  big  cut  in  the  profits,  he  is  satisfied  with  a  moderate 
return. 

A.  He  wants  his  principal  Intact. 

Q.  His  principal  intact,  that  is  the  thing  that  is  bothering  him.     He  just  wants  a 
reasonable  return.     It  is  the  fellow  who  has  the  common  stock  who  is  willing  to  take 
the  longer  shot  and  speculate,  and  get  the  greatest  appreciation  if  there  isi  going  to  be 
an  appreciation ;  is  not  that  so  ? 
«**«**♦ 

A.  Yes  ;  correct. 

Q.  I  assume  that  the  salespoint  for  selling  preferred  stock  or  the  th'ng  that  moti- 
vates people  in  buying  prpferred  and  other  senior  securities,  as  contra-distinguished 
from  common  stock  is  :  "This  is  my  life's  earnings.  I  do  not  want  to  shoot  crap  with 
this  money.  I  want  to  make  sure  my  principal  comes  back  to  me,  and,  therefore,  I  am 
willing  to  take  a  moderate  return"  ;  is  not  that  so? 

A.  Yes  ;  as  a  result  of  earning  power. 

820  Testimony  of  Ernest  B.  Tracy,  president,  United  States  &  Foreign  Securities  Corpora- 
tion and  United  States  &  International  Securities  Corporation.  (Public  Examination, 
United  States  &  Foreign  Securities  Corporation,  at  11722-34.) 

^^^The  sponsor,  Dillon,  Read  &  Co.,  received  75%  of  the  common  stock  with  the  iSfue 
of  second  preferred  stock;  the  public  received  25%  of  the  common  stock  with  the  first 
preferred  stock.  See  discussion  of  the  financing  of  United  States  &  Foreign  Securities  Cor- 
poration, supra,  pp.  1598-1602. 

In  the  case  of  many  multiple-security  structures  the  senior  security  holders  received  no 
part  of  the  equity  securities  with  the  purchase  of  the  senior  securities. 
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vested  $10,000,000  of  the  surplus  profits  of  the  United  States  &  For- 
eign Securities  Corporation  as  "tlie  junior  money"  in  tlie  financing  of 
a  new  investment  company  liuown  as  United  States  &  International 
Securities  Corporation.  The  public  through  the  purchase  of  the 
senior  securities  risked  $50,000,000  in  the  new  enterprise  for  which  it 
received  the  right  to  only  20%  of  the  potential  surplus  profits.*^"  The 
Dillon,  Read  &  Co.  interests,  which  held  approximately  75%  of  the 
equity  stock  of  United  States  &  Foreign  Securities  Corporation,  thus 
became  entitled  to  approximately  75%  of  all  the  surplus  profits  that 
might  be  made  by  United  States  &  International  Securities  Corpora- 
tion without  any  new  investment  of  money  of  their  own.  The  char- 
acter of  the  risk  to  its  own  pecuniary  interest  assumed  by  Dillon,  Read 
&  Co.  is  shown  by  the  fact  that  all  the  $10,000,000  of  surplus  profits  of 
United  States  &  Foreign  Securities  Corporation  invested  in  United 
States  &  International  Securities  Corporation  might  have  been  irre- 
trievably lost  without  impinging  upon  the  $5,100,000  which  Dillon, 
Read  &  Co.  had  originally  invested  in  United  States  &  Foreign  Securi- 
ties Corporation.^^^ 

As  a  matter  of  fact,  at  the  end  of  1931  the  first  preferred  stock  of 
United  States  &  International  Securities  Corporation,  for  which  the 
investing  public  had  subscribed  $50,000,000  was  $40  per  share  "under 
water,"  representing  an  unrealized  loss  to  the  holders  of  the  first  pre- 
ferred stock  (500,000  shares  issued)  of  $20,000,000.  Hence  the  public 
which  held  the  first  preferred  stock  suffered  two-thirds  of  the  $30,- 
000,000  shrinkage  in  assets,'^-'*  while  the  United  States  &  Foreign  Se- 
curities Corporation,  which  had  served  in  the  role  of  sponsor  to  United 
States  &  International  Securities  Corporation,  suffered  only  half  as 
great  an  aggregate  loss — to  wit,  the  extinction  of  asset  value  in  the 
$10,000,000  second  preferred  stock  issue.*^-^ 

While  the  above  figures  for  the  comparative  loss  suffered  by  the 
senior  security  holders  and  United  States  &  Foreign  Securities  Cor- 
poration, the  sponsor,  illustrate  the  principle  that  the  senior  security 
holders  are  exposed  to  much  greater  losses  than  the  sponsors,  it  is 
vital  to  observe  that  the  repercussion  of  the  great  deflation  of  the 
assets  of  United  States  &  International  Securities  Corporation  upon 
Dillon,  Read  &  Co.  itself  was  much  slighter.  The  $10,000,000  invested 
by  United  States  &  Foreign  Securities  Corporation  in  United  States 
&  International  Securities  Corporation  did  not  constitute  the  hazard- 
ing by  Dillon,  Read  &  Co.  of  its  own  funds  but  the  exposure  of  a  por- 
tion of  the  surplus  profits  of  United  States  &  Foreign  Securities  Cor- 
poration. In  fact,  that  $10,000,000  represented  less  than  one-fifth  of 
the  total  assets  of  United  States  &  Foreign  Securities  Corporation  at 
that  time.s26 

It  has  been  previously  shown  that  at  the  time  of  the  formation  of 
United  States  &  International  Securities  Corporation  the  leverage 

"22  See  discussion  of  the  financing  of  the  United  States  &  Foreign  Securities  Corporation, 
supra,  pp.  1588-1602. 

8=3  In  fact,  the  Dillon,  Read  &  Co.  interests  had,  by  this  time,  more  than  retriered  by 
■way  of  commissions  and  the  sale  of  a  fraction  of  their  common  stock  the  $5,100,000  origi- 
nally invested.     See  supra,  pp.  1598-1602. 

83^  The  net  assets  of  the  company  at  this  time  were  $30,000,000  under  the  original 
$60,000,000  contributed  capital. 

^^^  Public  Examination,  United  States  &  Foreign  Securities  Corporation,  at  11745-7 

°^Id.,   at  11734. 
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ratio  in  United  States  &  Foreign  Securities  Corporation  had  declined 
to  approximately  2  to  1,  whereas  the  new  company  was  formed  on  a 
leverage  basis  of  5  to  l.*^"  Dillon,  Read  &  Co.,  by  forming  the  sub- 
sidiary, was  thus  securing  for  itself  the  advantages  of  an  increased 
leverage  and  at  the  same  time  tendering  to  the  prospective  senior 
security  holders  of  United  States  &  International  Securities  Corpora- 
tion the  disadvantages  of  that  high  leverage  set-up.  There  is  a 
definite  factual  basis  for  a  conclusion  that  the  possibilities  of  the 
greater  leverage  of  the  United  States  &  International  Securities 
imparted  a  more  speculative  character  to  the  activities  of  that  com- 
Dany.  The  subsidiary  invested  much  more  heavily  in  rails  and  in  a 
considerable  number  of  "special  situations"  and  had  much  less  cash 
holdings  than  the  parent,  while  the  latter  maintained  a  much  more 
evenly  spread  and  diversified  portfolio. "^-^  Ernest  B.  Tracy,  presi- 
dent of  the  two  investment  companies,  conceded  that  "the  two  com- 
panies had  different  types  of  investments."  ^-^  While  urging  that 
the  substantial  interest  ($10,000,000)  which  United  States  &  Foreign 
Securities  Corporation  had  in  United  States  &  International  Securi- 
ties Corporation  precluded  a  management  policy  "of  having  the  top 
company  have  a  more  conservative  position  and  have  the  'kick-out' 
in  the  subsidiary,"  he  conceded  that  this  might  be  a  realistic  fear 
in  the  case  of  "a  company  that  had  a  shoe-string  interest  in  a 
subsidiary."  ^^^ 

3.  INABILITY  OF  THE  INVESTOR  TO  DETERMINE  THE 
INTRINSIC  VALUE  OF  THE  SECURITIES  OF  A  COM- 
PANY WITH  AN  INTRICATE  CAPITAL  STRUCTURE 

In  even  the  simplest  form  of  multiple-security  set-up,  where  in 
addition  to  the  equity  stock  the  company  has  outstanding  either  a 
preference  stock  or  funded  debt  issue,  the  individual  preference  stock- 
holder or  debenture  holder  may  experience  great  difficulty  in  eliciting 
information  as  to  his  rights  or  status  from  the  instruments  which 
purport  to  define  such  rights,  to  wit,  the  charter  or  articles  of  incor- 
poration in  the  case  of  the  preference  stockholder  and  the  indenture 
or  agreement  between  the  issuing  company  and  the  corporate  trustee 
in  the  case  of  the  debenture  holder. 

An  examination  of  45  funded  debt  indentures  of  investment  com- 
panies disclosed  them  to  be  from  40  to  125  pages  in  length.  In  the 
great  majority  of  cases  the  vital  provisions  relating  to  the  rights  of 
the  debenture  holders,  as  well  as  the  obligations  of  the  company  and 
the  trustee,  are  set  forth  in  involved  language.  These  agreements  are 
scarcely  capable  of  being  understood  by  an  individual  with  the  lim- 
ited knowledge  of  law  and  corporate  finance  with  which  the  ordinary 
investor  is  equipped.  Similarly  a  like  obscurity  in  exposition  and 
difficulty  of  appraisal  may  be  said  to  prevail  with  respect  to  the  many 
rights  and  qualifications  of  rights  of  preference  stockholders  set  forth 
in  the  certificates  of  incorporation.  Thus,  even  in  the  instance  of  a 
"leverage"  company  issuing  but  one  class  of  senior  securities  and  one 

«2'Id.,  at  11734;  see  supra,  pp.  1597-1640. 

'=«  Public  Examination,  United  States  &  Foreign  Securities  Corporation,  at  11931-3. 

•»9Id.,  at  11931. 

es'Id.,  at  11936. 


INVESTMENT    TRUSTS    AND    INVESTMENT    COMPANIES         1675 

class  of  equity  securities  the  investor  may  not  easily  comprehend  his 
rights  or  privileges  or  their  significance. 

Naturally  where  a  company  has  issued  several  varieties  of  senior 
securities,  the  evaluation  of  the  status  and  rights  of  the  individual 
security  holder  becomes  correspondingly  more  difficult  and  compli- 
cated. '  When  the  parent  company  seeks  to  induce  senior  security 
holders  of  a  subsidiary  company  to  convert  their  holdings  into  securi- 
ties of  the  same  companj^  possessing  varying  rights  and  character- 
istics or  into  the  securities  of  an  entirely  different  company  consti- 
tuting another  link  in  the  system,  the  investor  may  be  confused  by  the 
maze  of  implications  or  the  purport  of  the  alternatives.  When  a 
parent  and  subsidiary  hold  portions  of  each  other's  equity  stock,  or 
where  investment  companies  are  pyramided  and  this  is  frequently 
accompanied  by  piling  leverage  upon  leverage  and  the  obscuring  of 
underlying  values,  an  appraisal  of  the  value  of  his  securities  may  be 
completely  beyond  the  capacity  of  the  investor.  To  understand  his 
own  position,  the  investor  would  have  to  be  a  combination  of  lawyer, 
accountant,  and  financial  expert.  This  situation  prevails  regardless 
of  honest  effort  on  the  part  of  the  management  to  divulge  all  relevant 
facts. 

a.  Eastern  Utilities  Investing  Corporation 

Eastern  Utilities  Investing  Corporation  affords  an  illustration  of 
the  intricacies  that  confront  the  public  investor  as  a  result  of  a  com- 
plex structure  of  capital  stock  and  funded  debt,  with  varying  and  fre- 
quently altered  rights,  privileges,  and  limitations  for  each  of  its  securi- 
ties. In  addition,  the  nature  of  the  portfolio  securities  held  by  Eastern 
Utilities  Investing  Corporation  increased  the  difficulties  involved  in  an 
appraisal  of  the  securities  issued  by  Eastern  Utilities  Investing  Cor- 
poration. These  portfolio  securities  were  mainly  issues  of  debentures 
or  stock  of  multiple-security  companies  included  in  the  "System"  con- 
trolled by  Associated  Gas  and  Electric  Company  interests,  and  these 
securities  were  themselves  endowed  with  varying  rights,  privileges, 
and  limitations.  Moreover,  these  portfolio  companies  in  turn  directly 
or  indirectly  held  much  of  the  debentures  and  stock  issued  by  Eastern 
Utilities  Investing  Corporation  resulting  in  an  intricate  maze  of  cross- 
holdings.  Thus,  from  the  time  that  Associated  Gas  and  Electric  Com- 
pany assumed  control,  the  ascertainment  of  the  intrinsic  or  potential 
value  of  the  securities  issued  by  Eastern  Utilities  Investing  Corporation 
was  most  complicated  and  subject  to  many  contingencies  and  imponder- 
ables. 

Eastern  Utilities  Investing  Corporation  was  organized  in  August 
1922  under  the  sponsorship  of  H.  D.  Walbridge  &  Company,  Inc.  under 
the  name  of  Eastern  Hydro-Electric  Company.*^^  In  March  1924  its 
name  was  changed  to  Pennsylvania  Electric  Corporation  and  it  be- 
came a  holding  company  for  a  number  of  operating  utility  com- 
panies. In  September  1925  control  of  the  company  was  transferred 
to  the  Associated  Gas  and  Electric  Company  interests,  which,  in  a  series 
of  transactions,  caused  the  corporation  to  exchange  its  operating  com- 

™  Public  Examination,  Eastern  Utilities  Investing  Corporation,  Commission's  Exhibit 
No.  .3771,  Part  I,  Item  1  (g).  See  Ch.  II  of  this  part  of  the  report  for  the  detailed  history 
of  Eastern  Utilities  Investina  Corooration.  dd.  624-776  and  CD.  790-8. 
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panies  for  a  portfolio  of  securities  issued  by  Associated  Gas  and  Elec- 
tric Company  or  its  affiliated  companies ;  changed  the  name  of  the  cor- 
poration to  Eastern  Utilities  Investing  Corporation  in  July  1927 ;  and 
purported  to  change  its  function  to  that  of  an  investment  company.*'^- 
Although  the  capital  structure  of  the  corporation  had  previously  been 
relatively  uncomplicated  with  a  single  issue  of  conunon  stock  and  a 
single  issue  of  preferred  stock,  the  change  in  the  function  of  the  cor- 
poration to  what  was  held  out  to  be  that  of  an  investment  company 
was  accompanied  by  a  reclassifiation  of  the  original  issues  of  securities 
and  a  recapitalization  by  the  creation  of  new  issues.*^^^ 

The  old  common  stock  with  voting  power  was  reclassified  on  a 
share-for-share  basis  into  $7  junior  preferred  stock  without  voting 
rights,  and  the  old  7%  preferred  stock  was  reclassified  into  new  $7 
preferred  stock,  also  on  a  share-for-share  basis.'^^''  Three  additional 
classes  of  securities  were  created:  $5.50  prior  preference  stock,  Class 
A  common  stock,  and  Class  B  common  stock.^^^ 

The  $5.50  prior  preference  stock  was  entitled  to  cumulative  annual 
dividends  of  $5.50  per  share  before  payment  of  dividends  to  other 
securities  and  a  priority  intheeventof  liquidation  of  $100  per  share.^^^ 
The  corporation  reserved  the  right  to  redeem  this  stock  in  whole  or  in 
part  on  thirty  days'  notice  at  $103  per  share.  Each  share  of  $5.50 
prior  preference  stock  carried  two  warrants :  one  entitling  the  holder 
to  receive  without  cost  one-half  of  Class  A  common  stock  if  and  when 
the  first  dividend  was  declared  on  the  common  stock  and  the  other  en- 
titling the  holder  to  purchase  one  share  of  $7  preferred  stock  at  $105 
before  July  1, 1931.^^^ 

The  $7  preferred  stock  was  entitled  to  cumulative  dividends  of  $7 
per  share  per  annum  and  $100  on  liquidation,  subject  to  the  priority 
of  the  $5.50  prior  preference  stock  and  was  redeemable  at  $110  per 
share.*'"*  The  charter,  as  amended,  empowered  the  board  of  directors 
to  adopt  a  resolution  permitting  this  preferred  stock  to  be  converted 
into  $5.50  prior  preference  stock  on  a  share-for-share  basis.*'^"  Before 
such  priority  could  be  conferred,  a  certificate  was  required  to  be  filed 
Avith  the  corporation  by  its  officers  affirming  that  certain  specified 
income  requirements  had  been  met. 

'"-  For  a  short  period  prior  to  July  1927,  tlie  name  of  the  corporation  was  Eastern  Utility 
Preferred  Holding  Corporation. 

633  Henry  A.  Stix,  formerly  comptroller  of  Eastern  Utilities  Investing  Corporation  and 
general  auditor  for  Associated  Gas  and  Electric  Company,  testified  (Public  Examination, 
Eastern  Utilities  Investing  Corporation,  at  25703)  : 

Q.  You  increased  the  classes  of  stock,  did  you  not? 

A.  Yes;  tliat  peojued  to  be  the  popular  thing  those  days. 

631  Public  Examination,  Eastern  Utilities  Investing  Corporation,  at  23333-41  and  25699- 
700. 

635  Ibid.  The  entire  issues  of  the  $5.50  prior  preference  stock  and  the  Class  A  common 
stock  were  purchased  by  an  Associated  Gas  and  Electric  "System"'  company  for  the  pur- 
pose of  resale  to  the  public  (id.,  at  25703-4  and  Commission's  Exhibit  No.  3772,  Item  6). 
The  transaction  took  the  form  of  an  underwriting  arrangement  (id..  Commission's  Exhibit 
No.  3771,  Item  40).  The  Class  B  common  stock,  which  constituted  the  sole  voting  stock, 
was  also  purchased  by  an  Associated  Gas  and  Electric  "System"  company  and  was  held  by 
a  "System"  company  at  all  times. 

•^e  Id.,  Commission's  Exhibit  No.  8771,  Exhibit  A,  No.  4. 

"^  Id.,  Exhibit  D. 

"38  Id.,  Exhibit  A,  No.  4. 

«3»  Id.,  at  11-13. 


INVESTMENT   TRUSTS    AND    INVESTMENT    COMPANIES         1677 

The  $7  junior  preferred  stock  was  entitled  to  noncumulative  divi- 
dends of  $7  per  share  per  annum  and  $100  per  share  on  liquidation 
subject  to  the  rights  of  the  other  issues  of  preferred  stock.  The  re- 
demption price  of  this  issue  was  $100  per  share.  According  to  the 
charter,  as  amended,  if  dividends  upon  this  stock  w^ere  passed  for  two> 
years,  the  holders  of  this  stock  obtained  the  right  to  select  a  minority 
of  the  board  of  directors  of  the  corporation.  The  voting  rights  of  the 
Class  B  common  stockholders  to  the  extent  of  the  selection  of  the 
majority  of  the  board  were  continued. 

The  Class  A  and  Class  B  common  stock  had  equal  rights  except 
that  the  Class  A  stock  had  no  voting  rights. 

Easter  Utilities  Investing  Corporation  stated  in  its  charter  that  it 
reserved  the  right  to  issue  new  or  additional  classes  of  securities  with 
"such  designations,  rights,  preferences,  privileges,  and  relative,  par- 
ticipating, optional,  or  other  special  rights,  and  with  or  subject  to  such 
qualifications,  limitations,  and  restrictions  as  the  corporation  may  de- 
termine, and  which  may,  in  any  or  every  respect,  be  inferior  to,  on  an 
equality  or  parity  with,  or  superior  to  any  class,  kind,  or  series  of 
stock  now  or  hereafter  authorized  and/or  at  the  time  outstanding'"" 
solely  upon  a  majority  vote  of  the  holders  of  Class  B  common  stock,, 
except  that  the  corporation  denied  to  itself  the  right  to  issue  stock  with 
a  priority  over  the  $5.50  prior  preference  stock  with  respect  to  divi- 
dends, redemption,  or  liquidating  rights  unless  a  majority  of  that  class 
of  stock  consented  and  also  denied  to  itself  the  right  to  reduce  the  rate 
of  dividends,  liquidating  value,  or  redemption  price  of  the  various 
issues  of  preferred  stock  unless  a  majority  of  the  alfected  class  of  stock 
consented.  In  addition,  the  corporation  specifically  reserved  the  right 
to  increase  or  reduce  the  amount  of  shares  in  each  class  of  security 
outstanding  or  to  change  or  alter  its  preferences,  privileges,  voting 
powers,  rights,  or  qualifications,  with  the  above  exceptions. 

Less  than  seven  months  after  its  issuance,  in  February  1928,  the 
$5.50  prior  preference  stock  was  redesignated  $5.50  prior  preferred 
stock  by  amendment  to  the  corporation  s  charter.*'**'  The  $7  junior 
preferred  stock  was  redesignated  participating  preference  stock  and, 
in  addition  to  its  existing  right  to  receive  $7  noncumulative  dividends., 
was  given  the  right  to  participate  equally  in  dividends  with  the  Class 
A  and  Class  B  common  stock  to  the  extent  of  $1  per  share  per  an- 
num.'^*^  The  redemption  price  of  the  $5.50  prior  preferred  stock  was 
changed  to  $105  per  share  and  that  of  the  participating  preference 
stock  was  changed  to  $110  per  share  if  that  entire  outstanding  issue 
were  redeemed  and  $115  per  share  if  only  a  portion  of  the  issue  were 
redeemed."*^ 

In  May  1928  the  charter  was  amended  with  re-spect  to  the  $5.50  prior 
preferred  stock  (formerly  $5.50  prior  preference  stock). ''^^  The  divi- 
dend rate  w^as  changed  to  $5  and  the  redemption  price  was  restored 
to  $103.*^**     The  new  designation  Avas  $5  prior  preferred  stock. 

^^  Id.,  Commission's  Exhibit  No.  3771,  Exhibit  A.  No.  5.  p.  3. 

«i  Id.,  at  5-6. 

«*2id.,  at  8. 

«*''Id.,  Exhibit  A,  No.  6. 

*^*  The  securities  of  this  class  which  had  originally  been  issued  in  1927  under  authoriza- 
tion of  the  charter  were  apparently  redeemed  in  1928  together  with  the  warrants  attached 
thereto  and  new  securities  of  this  class  without  warrants,  under  the  amended  chapter, 
were  then  issued  (id.,  Exhibit  A,  No.  7,  and  at  25703). 
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In  July  1928  a  new  class  of  preferred  stock  was  issued— $6  preferred 
stock.*'*^  This  class  of  security  differed  from  the  $7  preferred  stock 
in  that  its  dividend  rate  was  $6  per  annum  and  its  redemption  price 
was  $105.*^*^  It  possessed  all  the  other  attributes  of  the  $7  preferred 
stock,  including  the  possibility  of  conversion  into  the  $5  prior  pre- 
ferred stock.^*^ 

In  August  1928  the  charter  was  again  amended  so  as  to  eliminate 
the  contingent  right  of  the  participating  preference  stock  to  vote  for 
a  minority  of  the  board  of  directors  in  the  event  that  dividends  were 
passed  for  two  years  on  this  stock.'^^''  In  the  same  month  the  Class  A 
common  stock  was  given  the  right  by  charter  amendment  to  receive 
dividends  of  25  cents  quarterly  before  equal  dividends  were  paid  to 
the  Class  B  common  stock.*^*^'  Thereafter  both  classes  of  common 
stock  were  to  receive  dividends  pro  rata.'^°'' 

In  March  1929  Eastern  Utilities  Investing  Corporation  issued  5% 
gold  debentures  due  March  15, 1954,  in  the  principal  amount  of  $35,000,- 
000.*'^^     Each  5%  debenture  in  the  principal  amount  of  $1,000  carried 


815  Id.,  Commission's  Exhibit  No.  3771,  Exhibit  A,  No.   8,  and  Item  35. 

«e  The  charter  amendment  authorizing  this  issue  also  changed  the  redemption  price  of  the 
prior  preferred  stock  to  $105  per  sliare.  Subsequently,  on  August  8,  1928,  the  redemption 
price  of  $103  per  share  was  restored  (id.,  Commission's  Exhibit  No.  3771,  Exhibit  A,  No.  8, 
p.  10,  and  No.  9,  p.  6). 

81'' Apparently  the  $6  preferred  stock  was  created  for  the  purpose  of  efifecting  a  reduction 
of  the  dividend  rate  and  redemption  price  required  to  be  paid  by  Eastern  Utilities  Investing 
Corporation  to  holders  of  its  $7  preferred  stock,  for  on  August  8,  1928,  a  letter  was  ad- 
dressed to  holders  of  $7  preferred  stock  offering  them  the  "privilege  of  exchanging  their 
stock  for  $6  preferred  stock,  share  for  share,  plus  $5  for  each  share  of  $7  preferred  stock" 
(id..  Commission's  Exhibit  No.  3771,  Exhibit  D).  The  letter  contained  the  following  para- 
graph, hinting  at  a  redemption  of  the  $7  preferred  stock  (which  never  occurred)  and 
threatening  a  reduced  market : 

The  holders  of  a  large  majority  of  the  $7  preferred  have  indicated  their  intention  of 
making  this  exchange  and  it  is  therefore  believed  that  the  $6  preferred  stock  will  enjoy 
a  considerably  wider  market  than  the  $7  preferred  stock.     Moreover,  in  the  event  of  the 
retirement  of  the  $7  preferred  stock  it  is  unlikely  that  a  reinvestment  could  be  made 
on  as  favorable  a  basis. 
**8  Id.,  Exhibit  A,   No.   9.     Also  changed  was   the   redemption   price   of   Ihe   participating 
preference  stock  to  the  sum  of  $110  per  share. 
•M"  Id.,  Exhibit  A,  No.  10,  p.  9. 
wo  Ibid. 

8=1  Id.,  Item  34.  The  5%  debentures  were  issued  pursuant  to  the  terms  of  an  indenture 
between  Eastern  Utilities  Investing  Corporation  and  The  New  York  Trust  Company,  trustee 
for  debenture  holders.  This  indenture,  of  76  pages,  contained,  in  technical,  legal  phrase- 
ology, provisions  covering  the  description  of  the  debentures,  the  amount,  execution,  regis- 
tration, and  issue  of  the  debentures  and  covenants  of  Eastern  Utilities  Investing  Corporation 
with  regard  to  payment  of  interest  and  principal,  payment  of  taxes  in  certain  instances, 
maintenance  of  books,  records,  and  its  office,  execution  of  further  instruments,  mainte- 
nance of  its  corporate  existence,  issuance  of  additional  funded  indebtedness,  execution  of 
mortgages  or  pledges,  creation  of  temporary  indebtedness,  declaration  of  dividends  on  junior 
securities,  maintenance  of  a  certain  asset  coverage  for  outstanding  funded  indebtedness,  and 
the  filing  of  a  financial  certificate  with  the  trustee  (id.,  Commission's  Exhibit  No.  3771, 
Exhibit  G).  Other  provisions  in  the  indenture  dealt  with  the  redemption  of  debentures, 
stock  purchase  warrants,  remedies  in  the  event  of  default,  immunities  of  officers,  directors 
and  stockholders,  exculpation  of  the  trustee  and  other  provisions  covering  the  function  of 
the  trustee,  the  effect  of  consolidation  or  merger  of  Eastern  Utilities  Investing  Corporation 
or  a  conveyance  of  all  of  its  assets,  and  the  amendment  of  the  indenture  (ibid.).  Tlie 
importance  to  an  investor  of  carefully  appraising  these  provisions,  particularly  those  which 
seemingly  protected  the  debenture  holder's  investment  from  dissipation  or  depreciation  and 
those  covering  the  trustees'  right  to  act  or  to  fail  to  act  with  respect  to  these  "protective" 
provisions  is  clearly  demonstrated  by  the  history  of  the  corporation.  (See  history  of  Eastern 
Utilities  Investing  Corporation,  Ch.  II  of  this  part  of  the  report,  pp.  624-776.)  A  contro- 
versy that  occurred  in  1932  concerning  the  amount  of  debentures  "outstanding"   may  be 
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with  it  a  warrant  entitling  the  holder  to  purchase  20  shares  of  Class  A 
common  stock  after  December  31,  1929,  and  prior  to  January  1,  1936, 
at  a  price  of  $15  per  share.'^^^  xhe  debentures  were  redeemable  by  the 
corporation  upon  payment  of  a  premium  of  3%. 

Thus  by  the  end  of  1929  one  series  of  debentures,  three  series  of  pre- 
ferred stock,  one  series  of  participating  preferred  stock,  and  two  series 
of  common  stock  ^=^  of  Eastern  Utilities  Investing  Corporation  had 
been  issued  and  were  outstanding  and  each  type  of  security  had  dif- 
ferent rights,  privileges,  qualifications,  and  limitations.  An  investor 
desiring  to  appraise  the  value  and  status  of  his  stock  would  not  only 
have  to  consider  the  terms  of  his  own  security  as  amended  from  time 
lo  time  and  the  terms  of  those  securities  whose  specified  rights  might 
impinge  on  his,  but  would  also  have  to  consider  the  possible  exercise 
of  stock-purchase  warrants,  conversion  privileges,  and  redemption 
rights.  Moreover,  the  possibility  of  future  alteration  in  the  terms  of 
his  security,  of  the  creation  of  priorities,  and  of  increases  and  de- 
creases in  the  amounts  of  stock  issued  for  each  class  of  security  was 
not  remote.^^*  This  might  be  accomplished  by  majority  vote  of  the 
Class  B  stockholders  (the  management)  or,  in  certain  cases,  by  ma- 
jority vote  of  the  stockliolders  in  his  class  of  security  or  an  85%  vote 
in  the  case  of  the  5%  debentures. 

The  portfolio  of  Eastern  Utilities  Investing  Corporation  mainly 
comprised  securities  of  various  companies  of  the  complex  Associated 
Gas  and  Electric  utility  holding  company  system.  The  top  holding 
company  alone.  Associated  Gas  and  Electric  Company,  had,  at  the  end 
of  1929,  10  separate  debenture  issues.^"  Its  subsidiary  holding  com- 
panies and  operating  companies  had  30  debenture  issues  and  15  pre- 

attributed  to  the  phraseology  of  the  indenture.  The  corporation  claimed  that  only 
$16,506,000  principal  amount  of  debentures  was  outstanding  because  $18,494,000  of  deben- 
tures was  held  by  a  subsidiary  of  the  corporation  (op.  cit.  supra,  note  634,  at  23821—6, 
23836,  and  Commission's  Exhibit  No.  3782,  Items  49,  58,  59,  and  66.)  This  claim  was 
important  with  respect  to  the  asset  coverage  requirements  of  the  indenture.  On  the  other 
hand,  the  debentures  were  not  actually  retired  and  the  corporation  was  in  a  position  to 
allege  that  all  the  debentures  were  outstanding  with  respect  to  voting  or  when  computing 
the  percentage  of  debentures  necessary  to  force  action  by  the  trustee  on  a  default  by  the 
corporation.  (For  more  detailed  discussion  of  this  aspect  of  the  history  of  Eastern  Utilities 
Investing  Corporation,  see  infra,  pp.  1850-8.) 

"^^  Subsequently,  permission  was  given  to  holders  of  warrants  to  exercise  them  on  or 
before  October  30,  1929,  in  order  that  they  might  secure  the  right  to  purchase  certain  allot- 
ment certificates  of  Associated  Gas  and  Electric  Company  then  being  offered  to  the  holders 
of  the  Class  A  common  stock  (op.  cit.  supra,  note  684,  Exhibit  D).  These  allotment  certifi- 
cates were  exchangeable  for  a  variety  of  Associated  Gas  and  Electric  Company  securities. 

'^  In  1928  and  1929  options  to  purchase  some  of  these  issues  of  preferred  and  common 
stock  were  granted  to  Associated  Gas  and  Electric  Company.  These  options  were  exercised 
in  March  and  August  1929  (id.,  Item  45).  These  options  while  outstanding  further  com- 
plicated the  capital  structure  of  the  company. 

°°'  Illustrating  the  reality  of  this  possibility,  it  may  be  noted  that  on  June  21,  1933,  an 
amendment  eliminating  the  "protective  provisions"  of  the  indenture  covering  the  5%  deben- 
tures was  passed.  The  vote  in  favor  of  the  amendment  was  slightly  in  excess  of  the  I'equired 
85%  of  outstanding  debentures  (id.,  at  23884—5).  The  amendment  was  passed  almost 
entirely  through  the  voting  of  debentui-es  held  by  the  Associated  Gas  and  Electric  Company 
and  a  subsidiary  in  the  principal  amount  of  $13,774,250.  Less  than  $30,000  in  principal 
amount  of  debentures  held  by  the  public  voted  for  the  amendment  (ibid). 

^=Id.,  Commission's  Exhibit  No.  3775  (pp.  32-35).  At  the  end  of  1932  Associated  Gas 
and  Electric  Company  had  13  issues  of  debentures  and  10  issues  of  preferred  stock  {Moody's 
Manual  of  Investments,  Public  Utilities,  1933,  pp.  1523,  1529). 
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ferred  stock  issues  then  outstanding-."^®  Bonds  and  preferred  stocks 
were  issued  by  affiliated  companies  of  the  "System"  not  inckided  in  the 
consolidated  'financial  reports.  These  security  issues  presented  the 
same  type  of  complexities  and  were  subject  to  the  same  contingencies 
and  uncertainties  as  the  securities  issued  by  Eastern  Utilities  Investing 
Corporation.*^"  The  necessity  of  evaluating  such  assets  of  Eastern 
Utilities  Investing  Corporation  added  to  the  difficulties  confronting 
the  investor  in  seeking  to  ascertain  the  real  worth  of  his  stock  or 
coverage  for  his  debentures. 

Besides  the  difficulties  and  contingencies  attending  an  appraisal  of 
the  securities  of  the  "System"  companies,  a  further  complication  re- 
sulted from  cross-holdings.  Eastern  Utilities  Investing  Corporation 
held,  in  its  portfolio,  securities  issued  by  companies  in  the  Associated 
Gas  &  Electric  "System,"  which,  in  turn,  held  securities  issued  by 
Eastern  Utilities  Investing  Corporation.  Chart  Y  portrays  this  situ- 
ation on  December  31,  1929.  This  circular  ownership,  in  itself  a 
matter  of  considerable  complexity,  was  rendered  more  intricate  by  the 
fact  that  many  of  these  portfolio  companies  did  not  directly  possess 
Eastern  Utilities  Investing  Corporation  securities,  but  held  securities 
or  obligations  of  companies  that  held  Eastern  Utilities  Investing 
Corporation  securities. 

The  interrelationship  among  the  "System"  companies  was  by  no 
means  static  and  the  amount  and  identity  of  "System"  securities  in 
the  portfolio  of  Eastern  Utilities  Investing  Corporation  were  also 
constantly  changing  in  major  respects.  For  example.  Eastern  Utili- 
ties Investing  Corporation,  immediately  after  the  issuance  of  its  de- 
bentures, had  an  investment  of  $7,349,920  in  Associated  Gas  and 
Electric  Company  $5  preferred  stock.''^-  Additional  blocks  of  this  $5 
preferred  stock  were  acquired  from  time  to  time  until  October  1929, 
when  the  corporation  sold  130,000  shares  of  this  $5  preferred  stock  for 
$11,700,000,  the  approximate  market  price,  and  purchased  in  lieu 
thereof  $12,300,000  principal  amount  of  Associated  Gas  and  Electric 
Company  6%  debentures  for  $11,685,000,659  A  portion  of  these  6% 
debentures,  $9,916,300  principal  amount  at  par,  were  sold  in  May  1930. 
During  that  month  Eastern  Utilities  Investing  Corporation  paid  to 
Associated  Utilities  Investing  Corporation  $9,916,300  for  99,163  shares 
of  second  preferred  stock  of  Gas  and  Electric  Associates,  an  affiliate 
of  Associated  Gas  and  Electric  Company.  In  September  1930  Eastern 
Utilities  Investing  Corporation  sold  back  63,163  shares  of  that  second 
preferred  stock  to  Associated  Utilities  Investing  Corporation  and 
repurchased  6%  debentures,  a  transaction  involving  $6,317,500.'^"° 

These  transactions  illustrate  the  size  and  rapidity  of  shifts  in  and 
out  of  the  securities  of  the  "System"  which  Eastern  Utilities  Investing 

'^^"  Public  Examination,  Eastern  Utilities  Investing  Corporation,  Commission's  Exhibit  No. 
3775,   pp.   32-5. 

"s'  In  his  Financial  Policy  of  Corporations,  Arthur  S.  Dewing,  after  setting  forth  a  copy 
of  the  balance  sheet  of  Associated  Gas  and  Electric  Company  for  December  31,  1932,  states 
(p.  21)  : 

In  spite  of  the  array  of  figures  and  valuations,  it  is  absolutely  impossible  to  form  any 
idea  of  what  the  final  or  residual  common  stock,  called  here  Class  B  common  stock, 
represents  in  terms  either  of  property  or  earnings. 

■  «s8  Op.  cit.  supra,  note  656,  Commission's  Exhibit  No.  3772,  Item  4  and  No.  3805. 
"59  Id.,  Commission's  Exhibit  No.  3771,  Part  VII,  Tables  32  and  33. 
«8o  Ibid. 
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Corporation  was  required  to  make  in  transactions  with  "System" 
companies.  Obviousl}-  it  would  be  a  practical  impossibility  for  an 
ordinary  investor  to  evaluate  his  security  on  the  basis  of  these  trans- 
actions, even  if  he  were  apprised  of  them,  having  in  mind  the  in- 
tricacies of  the  securities  of  Eastern  Utilities  Investing  Corporation, 
the  securities  of  the  portfolio  companies,  and  the  intercompany  hold- 
ings, as  well  as  the  contingencies  to  which  all  these  securities  and 
holdings  were  subject. 

A  security  holder  was  frequently  called  upon  to  decide  upon  the 
merits  of  exchange  offers,  an  almost  hopeless  task  in  the  light  of  all 
the  factors  involved.  The  Associated  Gas  and  Electric  Company  in- 
terests, practically  from  the  time  of  acquisition  of  control  of  Eastern 
Utilities  Investing  Corporation,  solicited  the  exchange  of  the  capital 
stock  securities  of  Eastern  Utilities  Investing  Corporation  held  by 
the  public.  Approximately  tv^o  years  after  the  issue  of  the  5%  de- 
bentures the  Associated  Gas  and  Electric  Company  interests  embarked 
upon  an  exchange  program  with  respect  to  these  debentures  also.  The 
holders  of  every  class  of  securities  from  Class  A  common  stock  to  5% 
debentures  were  repeatedly  deluged  by  offers  to  exchange  their  securi- 
ties for  various  securities' of  Eastern  Utilities  Investing  Corporation 
or  Associated  Gas  and  Electric  Company  or  its  subsidiaries  or  affili- 
ates. Thirty-nine  different  offers  of  exchange  to  the  various  security 
holders  of  Eastern  Utility  Investing  Corporation  have  been  noted  in 
the  period  from  December  1927  to  August  1934.^" 

A  single  instance  of  the  difficulties  involved  in  these  exchange  offers 
may  be  cited.  In  November  1928  the  $7  preferred  stock  of  Eastern 
Utilities  Investing  Corporation  was  given  the  right,  within  a  limited 
time,  to  convert  that  stock  into  51/2%  convertible  investment  certifi- 
cates issued  by  Associated  Gas  and  Electric  Company  on  the  basis  of 
$111.11  principal  amount  of  certificates  for  each  share  of  preferred 
stock.^*'^  While  this  conversion  privilege  was  the  result  of  a  charter 
amendment,  in  effect  it  was  no  more  than  an  exchange  offer  and  was 
treated  as  such.  The  5i/^%  convertible  investment  certificates  of  Asso- 
ciated Gas  and  Electric  Company  themselves  had  three  conversion 
jDrivileges.  The  holder  was  entitled  to  convert  each  $1,000  certificate 
in  the  following  ways :  ^^^ 

(a)  At  holder's  option  into  a  like  principal  amount  of  5%  Con- 
vertible Gold  Debentures  due  1965  of  Associated  Gas  and  Electric 
Company  which  were  convertible  at  holder's  option  on  and  after  No- 
vember 15,  1933,  to  November  15,  1943,  into  ten  shares  of  its  $5.50 
Series  Preferred  Stock  for  each  $1,000  debenture ;  or 

(b)  At  holder's  option  at  any  time  into  15  shares  of  stock  of  Eastern 
Utilities  Investing  Corporation,  consisting  of  three  shares  of  $5  Prior 
Preferred  Stock,  two  shares  of  $6  Preferred  Stock,  five  shares  of  Par- 
ticipating Preference  Stock,  and  five  shares  of  Class  A  Common  Stock ; 
or 

(c)  After  November  15. 1933,  at  option  of  either  Associated  Gas  and 
Electric  Company  or  the  holder  into  ten  shares  of  $5.50  Series  Pre- 
ferred Stock  of  Associated  Gas  and  Electric  Company. 

«=i  Id.,  Commission's  Exhibits  No.  3771  (Exhibit  D)  and  No.  3772  (Sec.  38). 
8Mid.,  Commission's  Exhibit  No.  3771,  Exhibit  A,  No.  11. 
^Moody's  Manual  of  Investments,  Public  Utilities,  1929,  p.  559. 
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The  $7  preferred  stock  was  thus  convertible  pursuant  to  the  amended 
terms  of  the  charter  into  the  $5  prior  preferred  stock  of  Eastern  Utili- 
ties Investing  Corporation  or  into  51/2%  convertible  investment  cer- 
tificates of  x4.ssociated  Gas  and  Electric  Company,  which  in  turn  were 
convertible  in  three  diiferent  ways,  including  the  conversion  into  de- 
bentures which  were  again  convertible  into  preferred  stock.  The  $7 
preferred  stock  was  also  convertible  into  the  $6  preferred  stock  pur- 
suant to  an  exchange  offer. 

Similar  situations  confronted  the  holders  of  all  the  classes  of  securi- 
ties of  Eastern  Utilities  Investing  Corporation  at  frequent  intervals. 
Obviously,  an  investor  interested  in  ascertaining  the  intrinsic  and 
prospective  values  of  the  various  securities  offered  compared  with  his 
own  was  presented  with  a  task  that  must  be  considered  impossible  as  a 
practical  matter.  It  is  doubtful  whether  an  investor  could  reach  even 
an  approximation  of  these  values. 

b.  Central  States  Electric  Corporation 

Central  States  Electric  Corporation  (at  times  referred  to  as  Cen- 
tral States)  illustrates,  particularly  at  its  peak  size  in  September 
1929,  the  multitudinous  and  almost  incomprehensible  complications 
that  may  develop  in  an  investment  company  because  of  the  pyramid- 
ing of  one  company  upon  another  and  the  variety  of  securities  in  the 
capital  structure  of  each  company.  For  those  security  holders  who 
desired  to  understand  their  legal  rights  and  to  follow  the  investment 
merits  of  their  securities  and  of  the  assets  supporting  such  securities, 
the  set-up  of  Central  States  presented  almost  insurmountable  dif- 
ficulties. Not  only  was  there  a  multiplicity  of  securities  in  the  Central 
States  capital  structure,  but  the  indhddual  securities  possessed  a  va- 
riety of  reciprocal  privileges  and  priorities,  and  in  turn  were  subject 
to  a  number  of  other  privileges  and  priorities.  Finally  the  actual 
operations  and  activities  ^^*  of  Central  States  and  of  affiliated  persons 
and  companies  increased  the  already  existing  obscurities  and  accen- 
tuated the  lack  of  relation  between  underlying  values  and  market 
prices  generally  prevalent  in  1929  prior  to  the  stock  market  crash. 

(1)  INTERLOCKING  SECURITY  RELATIONSHIPS  AS  OF 
SEPTEMBER  1929 

The  complicated  interlocking  security  relationships  are  illustrated 
by  the  situation  in  September  1929,  when  Central  States  itself  had  six 
classes  of  security  issues  outstanding  which  were  senior  to  its  out- 
standing common  stock.  In  addition.  Central  States,  directly  or  indi- 
rectl}',  held  blocks  of  stock  sufficient  to  give  it  control  of  or  influence 
in  four  other  investment  companies,  as  shown  for  the  end  of  1929  by 
Chart  8.  Each  of  these  investment  companies  had  issues  of  junior 
and  senior  securities  outstandine;.^^^ 


•"^  A  number  of  the  transactions  and  activities,  hereinafter  noted  as  increasing  the  com- 
plexity, are  independently  of  great  importance.  However,  the  other  aspects  of  these  trans- 
actions are  not  analyzed  in  detail  here. 

'^°  Public  Examination,  Central  States  Electric  Corporation,  Respondent's  Exhibit  No.  A ; 
see  also  id..  Commission's  Exhibit  No.  1207.  For  a  brief  discussion  of  the  formation  of 
Central  States  Electric  Corporation  in  1912  and  the  formation  of  the  other  four  invest- 
ment companies  in  the  group  between  November  1928  and  August  1929,  namely,  American 
Cities  Power  &  Light  Corporation,  Electric?  Shareholdings  Corporation,  Shenandoah  Corpo- 
ration, and  Blue  Ridge  Corporation,  see  Pt.  One   (House  Doc.  No.  707,  75th  Cong.),  p.  70. 
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With  the  issue  of  $25,000,000  principal  amount  of  51/2%  debentures 
in  September  1929  (its  last  security  issue),  Central  States  had  out- 
standing two  classes  of  debentures,  an  issue  of  first  preferred  stock, 
three  different  classes  of  second  preferred  stock,  and  an  issue  of 
common  stock,  as  follows :  ^^° 

Debentures : 

Opt.    51/2%    conv.   debentures    (issued   September   1929, 

due   1954) $25,000,000 

5%  conv.  debentures  (issued  January  1928,  due  1948) 19,326,000 

Preferred  stock :  ' 

7%  (first)  preferred  stock,  $100  par  (issued  1912,  1913, 

and    1925) 7,  543,  300 

Serial  (second)  preferred  stock,  $100  par: 

6%  series  (issued  April  1928) 10,340,000 

Opt.  dividend  series — Conv.  of  1928  (issued  Septem- 
ber   1928) 4,215,400 

Opt.  series  of  1929  conv.  (issued  June  1929) 6,  808,  900 

Common  stock  (without  par  value,  10^1  split-up  in  1926) 8,  280,  850  shares 

Chaet  8 

CENTRAL  STATES  ELECTRIC  GROUP 

DECEMBER  31,  1929 


44.5%    44.' 


Shenandoah 
Corporation 


Blue  Ridge 
Corp. 


Goldman  Sachs 
Trading  Corp. 


•  17.8% 


Mr.  Harrison 
Williams 


— T- 

100% 


New  Empire 
Corporation 


1 

63.2% 
I 


Central  States 
Electric  Corporation 


American  Cities 
Power  &  Light  Cori: 


3.8%     10.7% 
_J L 


General  Realty 
&  Utilities  Corp. 


j% 


Standard  Cap  & 
Seal  Corporation 


Societe  Generate 
de  Belgique 


International 

Holding  &  Investment 

Company,  Ltd. 


28.3% 


Hydro-Electric 
Securities  Corp. 


42.8%    40.7% 
I  I 


Electric  Shareholdings 
Corporation 


3.1% 


North  American 
Company 


Note:  Affiliated  companies  holding  less  than  3%  not  indicated. 
Source:  PubUc  Examination,  Central  States  Electric  Corporation,  Commission's  Exhibit  No.  1207. 


The  purchaser  of  the  new  debentures  issued  in  September  1929,  like 
the  purchasers  of  most  of  the  other  security  issues  of  Central  States,  in 
order  to  understand  the  rights  and  interest  conferred  upon  him  by 
his  security  had  to  be  able  to  analyze  a  perplexing  array  of  prefer- 


^8  Public   Examination,   Central    States   Electric   Corporation,    Commission's    Exhibit   No. 
1237. 
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ences,  limitations,  terms,  and  conditions  of  a  complicated  legal 
natore  ^^^  which  attached  not  only  to  these  debentures  but  also  to  the 
other  outstanding  securities  of  the  company.  These  debentures  carried 
warrants  to  buy  Central  States  common  stock  and  also  coupons  en- 
abling the  holder  to  receive  common  stock  in  lieu  of  interest  in  cash. 
As  a  consequence  the  debenture  holder  was  directly  interested  in  the 
merits  and  experience  of  the  common  stock  of  the  company  and  in 
the  rights  and  privileges  of  all  securities  senior  to  that  common  stock. 
Of  a  somewhat  different  pattern,  the  earlier  debentures  sold  in 
January  1928  were  convertible  into  preferred  stock  of  the  6%  series 
but  were  not  granted  the  warrants  to  purchase  The  North  American 
Company  common  stock  that  attached  to  the  other  6%  preferred  stock 
of  the  same  series  when  it  was  offered  in  April  1928.  The  next  issue 
of  preferred  stock,  of  September  1928,  on  the  other  hand,  was  con- 
vertible into  Central  States  common  stock,  as  was  the  preferred  stock 
issue  of  June  1929,  except  that  the  privileges  on  conversion  were  cut 
in  half  in  the  latter  case.  Furthermore,  the  board  of  directors  had 
broad  powers  to  alter  radically  the  capital  structure  by  selling  addi- 
tional issues,  since  in  September  1929  less  than  one-seventh  of  the 
authorized  second  preferred  stock  and  only  two-fifths  of  the  author- 
ized 5%  debentures  had  been  issued,  while  the  51/2%  debentures  first 
sold  in  September  1929  could  be  issued  without  limit.*'*'^  The  investor, 
in  order  to  evaluate  the  common  stock  inducements  attached  to  the 
debentures  of  1929,  was  thus  faced  with  a  constantly  shifting  capital 
structure  and  a  continuous  threat  of  dilution^**^  and  changes  in  his 
interest  due  to  these  conversion  rights  and  to  the  special,  optional, 
and  periodic  dividends  paid  by  the  company.  In  fact,  the  value  of 
every  class  of  security  was  complicated  by  the  variety  of  rights  and 
privileges  possessed  by  it  and  the  other  classes  of  securities  and  by  a 
number  of  constantly  changing  factors  in  the  operation  of  the  Cen- 
tral States  group  of  companies  over  which  the  investor  had  no  control 
and  of  which  he  had  little  or  no  knowledge. 

6G7  The  rights  of  the  debenture  holder  are  set  forth  in  an  indenture  of  59  printed  pages  of 
technical  legal  provisions  and  in  a  supplemental  indenture  of  46  pages  (reply  to  the  Com- 
mission's questionnaire  for  Central  States  Electric  Corporation,  Pt.  I).  The  earlier  5% 
convertible  debentures  due  in  1948  were  issued  pursuant  to  the  terms  of  a  55-page  indenture 
and  a  65-page  supplemental  indenture  (ibid.).  The  certificate  of  incorporation  defining 
many  of  the  rights  of  security  holders  contained  50  printed  pages  (op.  cit.  supra,  note  666, 
Commission's  Exhibit  No.  1204) . 

^'^  Op.  cit.  supra,  note  666,  Commission's  Exhibit  No.  1237. 

669  ^  recognition  of  the  dilution  possibilities  is  found  in  the  complicated  so-called  pro- 
tective provisions  for  the  convertible  preferred  stocks  set  up  in  the  company's  certificate  of 
incorporation,  as  amended.  These  provisions  were  "designed  to  protect  the  conversion 
privileges  of,  and  stock  dividends  on,  preferred  stock  *  *  ♦  against  dilution  in  the 
event  of  the  issue  or  sale,  pro  rata  to  holders  of  the  company's  common  stock,  of  additional 
common  stock  (other  than  stock  issued  by  way  of  dividends  upon  the  common  stock  at  a 
rate  not  exceeding  2^/2%  per  quarter)  and  in  the  event  of  a  capital  reorganization,  con- 
solidation, merger,  or  sale"  (id..  Commission's  Exhibits  Nos.  1204  [certificate  of  incorpora- 
tion] and  1228).  None  of  the  outstanding  classes  of  preferred  stock  had  voting  rights, 
except  the  7%  preferred  stock  of  1912,  and  one  issue  had  the  right  to  participate  ratably 
in  new  issues  of  common  stock  (id..  Commission's  Exhibit  No.  1204). 
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(2)  RELATION    OF    COMPLEXITIES    TO    ORGANIZATION    AND    EARLY 
GROWTH  OF  COMPANY 

These  complications  were  in  many  instances  the  direct  outgrowth  of 
a  capital  structure  apparently  created  to  serve  the  interests  of  and 
to  facilitate  the  activities  engaged  in  by  the  organizer  of  the  com- 
pany and  its  controlling  figure  throughout  its  history — Harrison  Wil- 
liams. Mr.  Williams  had  the  company  at  its  organization  adopt  a 
multiple-security  structure  consisting  of  debentures,  preferred  stock, 
and  common  stock,''^°  in  order  to  carry  out  his  purposes  of  control  and 
methods  of  financing. 

On  May  28,  1912,  Mr.  Williams  caused  Central  States  Electric  Cor- 
poration to  be  incorporated  for  the  express  purpose,  as  stated  in  its 
charter,  of  financing  the  purchase  and  holding  of  not  less  than  60% 
of  the  common  stock  of  The  Cleveland  Electric  Illuminating  Com- 
pany ,^'^^  the  principal  operating  utility  company  in  the  city  of  Cleve- 
land, Ohio.^'-  The  method  pursued  by  Mr.  Williams  in  the  forma- 
tion of  Central  States  was  admitted  by  him  to  have  been  at  the  time 
the  "conventional  method  of  getting  the  public  to  buy  and  another 
person  to  control."""  Financed  mainly  bv  a  loan  from  a  bank,  Mr. 
Williams  secured  a  large  block  of  shares  (60%  of  the  total  outstand- 
ing) of  the  common  stock  of  The  Cleveland  Electric  Illuminating 
Company  for  $5,724,000  ($130  per  share). '^^^  These  shares  he  turned 
over  to  Central  States  at  that  price  and  caused  the  company,  in  return, 
to  issue  to  him  almost  twice  this  amount  in  face  amount  of  its  securi- 
ties, an  aggregate  of  $10,568,000,  consisting  of  5%  "Gold  Notes," 
preferred  stock,  and  common  stock.*^"^     Part  of  these  securities  of 

«"» Op.  cit.  supra,  note  666,  at  12260-3,  12273,  and  12277-8. 

«^  See  Certificate  of  Incorporation  under  the  laws  of  the  State  of  Virginia  of  Central 
States  Electric  Corporation  (id..  Commission's  Exhibit  No.  1201). 

*'2  This  was  an  operating  utility  with  gross  earnings  in  1912  of  over  $8,000,000  (Moody's 
Manual  of  Investments,  Public  Utility  Securities,  1913,  p.  1519). 

8"  Op.  cit.  supra,  note  666,  at  12268.  In  this  respect  Mr.  Williams  testified  (id.,  at 
12278-9)  : 

Q.  Now,  Mr.  Williams,  can  you  please  tell  us  what  was  the  economic  function  or  the 
economic  justification  that  you  saw  at  that  time  for  superimposing  on  this  independent, 
well-run  utility  company,  a  holding  company  like  Central  States? 

A.  It  wouldn't  be  possible  for  me  to  go  back.  I  don't  know  what  my  ideas  were  at 
the  time.     I  don't  think  there  were  any  ideas  other  than  buying  the  company. 

Q.  Other  than  buying  it,  so  that  j'ou  would  have  a  medium  whereby  securities  could 
be  sold  to  the  public,  isn't  that  so? 

A.  Right. 

Q.  And  the  public  would  finance  your  ownership  of  the  Cleveland  Illuminating 
Company  ? 

A.  Right ;  would  finance  the  ownership.     They  would  become  the  owners. 

Q.  But  you  would  become  the  owner  because  you  held  the  common  stock? 

A.  I  would  have  an  amount  of  the  common  stock  or  other  securities  which,  in  part, 
I  paid  for. 

Q.  But  your  common  stock  was  a  bonus.     We  ,iust  agreed  on  that. 

A.  Well,  of  that  I  am  not  sure  whether  it  was  all  bonus  or  not.  It  was  some  of  it 
that  was  bonus. 

«^ild.,  at  12260-5. 

^'s  This  basket  of  securities  was  made  up  as  follows  (op.  cit.  supra,  note  666,  at  12258-72)  : 

5%  secured  Gold  Notes  due  June  1,  1922 $3,  730,  000 

31,080  shares  of  $100  preferred  stock 3,  108,  000 

37,800  shares  of  $100  common  stock 3,  730,  000 

10,  568,  000 

The  charter  provided  that  for  each  share  of  $100   (par  value)   of  The  Cleveland  Electric 

Illuminating  Company  stock  there  should  be  issued  approximately  oiioo  of  a  share  of  common 

stock,  T7/^„o  of  a  share  of  preferred  stock  and  $77  of  gold  notes.     (See  id.,  Commission's 

Exhibit  No.   1204.) 
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Central  States  were  then  sold  bj-  Mr.  Williams  to  the  public  through 
small  investment  bankers  during  a  period  of  several  months  there- 
after. By  this  means  he  paid  off  his  loan  at  the  bank,  reimbursed 
himself  for  his  original  investment  in  The  Cleveland  Electric  Illumi- 
nating Company,®'*^  and  retained  a  block  of  common  stock  as  a  bonus. 
In  this  respect  Mr.  Williams  testified :  ^" 

Q.  That  is,  the  public  bails  you  out  of  the  loan  to  the  Guaranty  Trust. 

A.  Right.  My  recollection  is  that  I  receiA-ed  the  amount  that  I  had  paid  for 
the  stock  [of  Cleveland  Electric  Illuminating  Company] — no  profit  on  the  stock — 
but  that  I  did  receive  a  bonus. 

Q.  Of  common  stock? 

A.  Of  common  stock. 

By  the  end  of  1913  Mr.  Williams,  through  this  method  of  financing 
and  aided  by  a  multiple  tj^pe  of  capital  structure,  had  been  able,  at 
a  cost  of  not  over  $72,000,  to  secure  32%  of  the  common  stock  of 
Central  States,  of  which  a  substantial  portion  had  been  received  as  a 
bonus.*''^  This  common  stock,  in  turn,  gave  Mr.  Williams  control  or 
a  dominant  influence  over  Central  States  Electric  Corporation  ^™  and 
thereby  over  The  Cleveland  Electric  Illuminating  Company  from 
1912  to  1922.680 

One  of  the  early  complications  traceable  to  its  original  security 
structure  was  created  in  1922  when  Central  States,  in  order  to  pay  off 
the  principal  obligations  on  its  debentures  due  in  that  year,  was  com- 
pelled to  sell  its  majority  block  of  stock  of  The  Cleveland  Electric 
Illuminating  Company.*^*^  With  these  debentures  paid  off  the  capital 
structure  of  Central  States  consisted  of  over  $4,500,000  par  value  of 
preferred  stock  and  54,519  shares  of  ($100  par)  common  stock.  How- 
ever, the  sole  asset  of  Central  States  was  approximately  $3,400,000, 

"'*  Ibid.  Any  excess  received  by  Mr.  Williams  from  the  sale  of  Central  States'  securities 
over  the  amount  that  he  was  paid  for  the  Cleveland  Electric  Illuminating  Company  stock 
was  turned  over  to  Central  States  (id.,  at  12276). 

«"'  Op.  cit.  supra,  note  666,  at  12268. 

"8  Id.,  at  12314,  12321.  12282-4,  and  Commission's  Exhibit  No.  1205.  In  addition  Mr. 
Williams  invested  approximately  $2,000,000  in  Central  States  common  stock  in  1922,  1923, 
and  1924,  or  a  total  investment  of  $2,072,000  (id.,  at  12821).  In  two  years,  1927  and  1928, 
cash  dividend  payments  to  Mr.  Williams  on  his  common  stock  had  approximately  equaled  his 
total  investment  in  the  company  (id.,  at  12630). 

«'•'  Mr.  Williams  became  Chairman  of  the  Board  of  Directors  of  The  Cleveland  Electric 
Illuminating  Corporation  in  1914  and  its  president  in  1916  (id.,  at  12256-7  and  Report  of 
the  Federal  Trade  Commission  upon  Utility  Corporations  (Sen.  Doc.  92,  70th  Cong.)  Pt.  33 
at  665,  et  seq.). 

«*«  Although  the  public  primarily  financed  the  acquisition  of  control  of  The  Cleveland 
Electric  Uluminating  Company  through  purchasing  primarily  the  senior  secuiitie.s  of  Central 
States,  no  part  of  the  original  money  raised  went  into  The  Cleveland  Electric  Illuminating 
Company.     Mr.  Williams  testified   (op.  cit.  supra,  note  666.  at  12274-5)  : 

Q.  Did  one  nickel  of  the  $9,000,000  [sic  ;  $10,500,000  face  amount]  worth  of  stock 
and  notes,  which  was  initially  sold  by  the  Central  States  Company,  go  into  the  Cleveland 
Illuminating  Company? 

A.  No. 

Q.  No.  So  that  when  Central  States  was  organized,  as  far  as  Cleveland  Illuminating 
Company  was  concerned  as  an  operating  unit,  it  didn't  add  anything  to  Cleveland, 
isn't  that  so? 

A.  No,  right. 

*♦*•••• 

Q.  So,  we  had  Central  States  Company,  which  was  organized  by  you  and  your  asso- 
ciates, deliberately  superimposed  on  Cleveland  Illuminating  Company,  which  was  an 
operating  company,  going  along  and  minding  its  own  business  up  to  that  time.  Isn't 
that  so,  Mr.  Williams? 

A.  Right. 

"81  Op.  cit.  supra,  note  666,  at  12289-93. 
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entirely  in  casli.*'®^  Central  States  was  not  liquidated  at  this  time,  but 
rather,  in  a  transaction  which  was  admitted  to  be  somewhat  similar 
to  a  margin  account,''^^  Mr.  Williams  caused  the  company  to  borrow 
$1,920,000  from  banks  and  invest  this  entire  borrowing  and  its  total 
cash  assets  (an  aggregate  of  approximately  $5,320,000)  in  the  com- 
mon stock  of  The  North  American  Company,  a  public  utility  holding 
company  ^^*  in  which  he  had  earlier  secured  an  interest.''^^  Thus, 
although  the  express  purpose  stated  in  its  charter,''^*^  and  on  the  basis 
of  which  its  securities  were  originally  sold,  was  for  Central  States 
to  be  a  majority  holder  of  an  operating  utility  company  (The  Cleve- 
land Electric  Illuminating  Company)  the  nature  of  Central  States  was 
completely  changed  to  that  of  a  holding  company  of  a  large  minority 
block  of  common  stock  of  The  North  American  Company,  which  was 
itself  a  holding  company, 

(3)  FACTORS    IN    SUBSEQUENT    GROWTH    CREATING    COMPLEXITIES 

After  1922,  the  investor  in  Central  States  found  himself  faced  with 
an  increasing  number  of  complexities,  which  individually  and  cumu- 
latively tended  to  render  difficult,  if  not  impossible,  an  accurate  under- 
standing of  the  rights  and  values  of  his  securities.  While  substantial 
problems  for  the  investor  were  introduced  before  1928  by  the  constant 
financing  and  refinancing  of  Central  States  and  by  Mr.  Williams' 
trading  in  The  North  American  Company  common  stock,  major  dif- 
ficulties were  created  by  the  tremendous  expansion  in  financing  and  in 
trading  activities  in  1928  and  1929.  This  expanded  financing  and 
trading  activity  combined  with  other  factors,  such  as  interrelated 
preferred  stock  conversion  features,  pyramiding,  circular  ownership 
and  cross-holdings  of  investment  companies  in  the  group  and  the 
treatment  of  stock  dividends,  and  helped  to  produce  the  wide  variance 
between  asset  and  market  values  which  existed  in  September  1929. 

(a)  Financing  of  Central  States  Electric  Corporation  and  Companies  in  the 

Group 

The  security  complications  of  Central  States  steadily  increased  from 
1922  to  1929  as  it  engaged  in  successive  public  and  private  financing 
and  refinancing  on  an  ascending  scale  in  order  primarily  to  purchase 
more  common  stock  of  The  North  American  Company.  The  prin- 
cipal objectives  of  Central  States  during  this  period  were  apparently 
made  to  coincide  with  the  principal  objectives  of  Mr.  Williams,  its 
sponsor — raising  additional  public  funds  to  purchase  additional  com- 
mon stock  of  The  North  American  Company''®^  and  to  conduct  the 

**^Thus  its  common  stock  would  have  been  worthless  if  this  company  had  been  liqui- 
dated, as  the  preferred  stock  was  "under  water"  (id.,  at  12302-3  and  Commission's  Exhibit 
No.  1205). 

•^aid.,  at  12304. 

«8'This  block  consisted  of  59,000  shares,  rouahly  14%  of  the  outstanding  stock  of  The 
North  American  Company  (id.,  at  12504-6  and  Commission's  Exhibit  No.  1213). 

«8'Id.,  at  12293  et  seq. 

««'  Id.,  Commission's  Exhibit  No.  1204. 

«87  This  financing  permitted  the  acquisition  of  more  and  more  of  the  common  stock  of 
The  North  American  Company  as  the  sole  or  principal  asset  of  Central  States  and  resulted 
In  an  increase  in  the  common  stock  control  of  North  American  from  14%  by  Central  States 
in  1922,  to  28%  by  Central  States  and  its  affiliated  companies  in  1929  (id.,  at  12304-6, 
12380-404  and  Commission's  Exhibit  No.  1213). 
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affairs  of  Central  States  so  as  to  increase  the  value  of  its  common 
stock,  which  was  almost  entirely  held  by  Mr.  Williams.''®^  The  large 
number  of  various  issues  with  their  special  features  may  be  traced  in 
substantial  measure  to  an  effort  to  attract  public  funds  by  distributing 
securities  with  sales  appeal.  The  public  was  induced  to  purchase, 
almost  entirely,  senior  securities''^^  with  limited  and  fixed  claims  to 
income  and  principal,  except  that  attached  to  each  security  issue,  in 
order  to  make  the  security  more  attractive  for  sale,*'^°  were  various 
features  such  as  warrants  to  purchase  North  American  stock,  conver- 
sion rights  into  Central  States  common  stock,  options  to  take  dividends 
in  stock,  and  options  to  take  interest  payments  in  stock.  Only  a  few 
of  the  securities  sold  prior  to  1928  and  1929  (and  not  one  of  those  sold 
in  1928  and  1929)  by  the  Central  States  group  of  companies  failed 
to  have  these  special  features.*'?^ 

Thus,  in  1923,  Central  States  in  connection  with  its  sale  of  $4,000,000 
in  gold  notes,  offered  a  number  of  inducements :  the  notes  bore  an 
interest  rate  of  7%  ;  matured  in  only  two  years;  w^ere  secured  by  400,- 
000  shares  of  North  American  common  stock;  and  finally,  each  note 
had  the  right  to  buy  20  shares  of  North  American  common  stock  from 
Central  States  at  varying  prices  ranging  from  $23  to  $29  a  share.*'^^ 
By  November  of  1925  the  company  had  been  able  to  sell  $10,000,000  in 
gold  debentures  with  lesser  sales  inducements.  These  debentures 
were  of  20-year  maturity  instead  of  two  years;  paid  6%  instead  of 
7% ;  and,  although  a  much  larger  issue  than  the  previous  one,  were 
secured  by  only  300,000  shares  of  North  American  common  stock. 
Warrants  were  also  attached  to  each  debenture  on  the  basis  of  10  shares 
instead  of  20  shares  of  North  American  common  stock  and  were  exer- 
cisable at  much  higher  prices,  ranging  from  $85  to  $125  a  share.^^^     A 

^s'The  percentages  of  Mr.  Williams'  holdings  of  the  common  stock  of  Central  States 
of  the  total  outstanding  shares  at  various  year-ends  from  1912  to  November  1929  were  as 
follows  (op.  cit.  supra,  note  666,  Commission's  Exhibit  No.  1205)  : 


Percent 

1912 27.  5 

1913 32.  3 

1922 63.  9 

1923 79.  2 


Percent 

1924 96.  0 

1927 96.  0 

1928 97.  1 

1929 81.  5 


089  Op.  cit.  supra,  note  666,  at  12386-9. 

8'»Id.,  at  12654-7,  12704-7.  and  Commission's  Exhibits  Nos.  1224.  1228,  1235.  and  1237. 

SOI  James  Forrestal,  of  Dillon,  Read  &  Co.,  bankers  for  various  issues  of  Central  States, 
admitted  that  there  was  a  gradual  step-up  of  appeal  to  the  investor  in  1928  and  1929.  In 
this  respect  Mr.  Forrestal  testified  (id.,  at  12654-5)  : 

Q.  You  might  not  like  the  term,  but  it  is  dressing  up. 
A.  I  don't  think  so.     You  put  in  the  features — - — 
Q.  That  you  think  will  sell  the  security. 

A.  I  think  it  is  both.     I  believe  that  a  man  that  buys  any  fixed  income  security,  if 
he  has  a  chance  to  participate  in  tbe  equity — that  will  appeal  to  him. 

Q.   It  is  extraordinary  that  there  is  a  constant  increase  in  the  dressing  up  of  these 
securities. 

A.  I  think  there  was  in  the  whole  market. 
Q.  I  mean  in  these  securities  in  1928  and  1929. 
A.   It  was  not  singular  to  these  securities. 

Q.  I  am  not  saying  that,  but  there  was  an  increasing  dressing  up  of  these  securities. 
A.  I  don't  think  it  was  increasing.     There  were  varying  features  on  these  different 
issues.     But  I  don't  think  it  increased  it.     There  is  a  gradual  stepping  up  of  appeal  to 
the  investor. 
See  also  in  this  respect  Ch.  Ill  of  this  part  of  the  report,  pp.  904-11. 
"s^  Op.  cit.  supra,  note  666,  at  12381,  12324-6,  and  Moody's  Manual  of  Investments,  Pub- 
lic Utilitp  Securities,  1924,  p.  63. 

«''3  0p.  cit.  supra,  note  666.  at  12386-7,  Moody's  Manual  of  Investments,  Public  Utility 
Securities,  1926.  p.  31,  and  derived  from  supplementary  information  supplied  the  Commis- 
sion for  Central  States  Electric  Corporation. 
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third  and  later  issue  further  illustrates  the  dependence  on  Avarrants  ta 
purchase  North  American  common  stock,  and  the  trend  toward,  smaller 
inducements  to  the  investor  to  purchase  these  senior  securities.  On 
April  12,  1928,  Central  States  was  able  to  sell  $10,000,000  of  6%  pre- 
ferred stock,  instead  of  6%  debentures.  This  preferred  stock  like- 
wise had  warrants  to  buy  North  American  common  stock  from  Central 
States  on  a  share-for-share  basis  but  at  prices  ranging  from  $72  to 
$82  a  share  of  North  American  common  stock,  depending  upon  whether 
the  purchaser  was  among  the  first,  second,  or  last  third  of  the  group 
to  exercise  the  warrants."^*  Thus,  the  investor  in  each  of  these  issues 
was  required  not  only  to  evaluate  the  Central  States  security  but  also 
the  North  American  Company  common  stock  and  the  effect  of  the 
exercise  of  these  warrants  on  the  assets  of  Central  States. 

(b)  Trading  in  The  North  American  Company  Common  Stock 

Further  complexity  was  introduced  by  the  personal  trading  and 
distribution  activities  of  Mr.  Williams  and  those  of  Central  States  in 
North  American  common  stock,  in  wdiich  the  majority  of  Central 
States'  assets,  based  on  market  prices,  was  invested  from  1922  through 
1935.*^^^  These  operations  were  conducted  from  May  1924  to  Septem- 
ber 30, 1929,  during  which  time  the  market  prices  of  the  common  stock 
of  The  North  American  Company  rose  over  600%  ,''^^  while  the  Stand- 
ard Statistics  Company  index  of  4:0  utility  securities  rose  only  340%.'^''^ 
Moreover,  from  1924  to  1929,  the  earnings  per  share  of  North  American 
common  stock  rose  only  53%.*^^^  Yet  Mr,  Williams,  through  his 
wholly-owned  company.  North  American  Securities  Company  (here- 
inafter referred  to  as  Nasco),;''^*'  engaged  in  purchasing  from  May  1924 
to  October  1928  some  $121,000,000  of  this  North  American  common 
stock  on  the  New  York  Stock  Exchange  and  in  distributing  over  90% 
of  this  stock  so  purchased  off  the  exchange  ^°°  to  small  investors 
throughout  the  country  in  a  manner  designed  to  lessen  the  likelihood 
of  its  return  upon  the  exchange.'^*^  During  this  period  the  market 
price  of  the  common  stock  of  The  North  American  Company  was 
subjected  to  a  strong  market  influence  because  of  the  substantial  na- 
ture of  market  purchases  and  of  this  policy  of  buying  on  and  selling 
off  the  stock  market.™^    All  of  the  new  securities  of  Central  States  after 


«»*  Op.  cit.  supra,  note  666,  at  12671-82  and  Commission's  Exhibit  No.  1224.  A  further 
complication  to  the  security  structure  arose  from  the  fact  that  the  debentures  issued  some 
8  months  before  were  convertible  into  preferred  stock  of  equal  rank  which  did  not  possess 
warrants   (id.,  at  12655-7). 

""^  Id.,  at  12380  et  seq.,  and  Respondent's  Exhibit  No.  A  and  the  reply  to  the  Commission's 
questionnaire  for  Central  States  Electric  Corporation,  Pt.  III. 

""•'Based  on  closing  bid  prices  for  last  day  of  each  month  in  the  Bank  and  Quotation 
Record.     See  also  op.  cit.  supra,  note  666,  Commission's  Exhibit  No.  1208. 

<""  Standard  Trade  and  Securities,  Vol.  3,  published  by  Standard  Statistics  Company,  Inc. 

""^  Op.  cit.  supra,  note  666,  Commission's  Exhibit  No.  1218. 

««"  Id.,  at  12365,  12367,  and  12371. 

™Id.,  Commission's  Exhibit  No.  1214. 

'01  Id.,  at  12571  and  Commission's  Exhibit  No.  1215. 

702  pq^.  example,  purchases  by  Nasco  amounted  to  approximately  20%  of  the  total  stock 
exchange  purcha.ses  for  the  years  1924  through  1927  (id.,  at  12579  and  Commission's 
Exhibits  Nos.  1212  and  1214)  and  there  were  no  substantial  counterbalancing  sales  on  the 
exchange  except  those  that  resulted  from  the  stock  dividends  of  The  North  American  Com- 
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1922  were  sold  primarily  on  the  performance  of  Tlie  North  American 
Company  and  its  common  stock. 

Furthermore,  these  market  and  distribution  activities  by  Mr.  Wil- 
liams, which  continued  until  October  1928,  coincided  with  substantial 
purchases  of  North  American  Company  common  stock  by  Central 
States  and  the  other  companies  in  the  group. '°^  The  Central  States 
group  of  companies  steadily  increased  its  holdings  until  26%  of  tlie 
outstanding  North  American  common  stock  was  held  in  1929.'°^  While 
a  substantial  portion  of  the  circulars  offering  securities  of  Central 
States  during  this  period  was  often  devoted  to  the  earnings  and  assets 
of  The  North  American  Company,  no  mention  whatsoever  was  made 
of  Mr.  Williams'  market  and  clistribution  activities  in  North  American 
company  common  stock. '^"'^  Even  if  these  activities  had  been  disclosed 
and  securities  of  Central  States  had  still  been  purchased  with  a  knowl- 
edge of  their  existence,  the  investment  merits  of  these  securities  would 
be  subject  to  constant  variations  and  influences  which  would  defy 
accurate  appraisal. 

(c)  Expansion  of  Financing  and  Trading  Activities  in  1928  and  1929 

While  from  1924  to  1928  the  principal  trading  activity  which  accom* 
panied  the  securities  distribution  of  Central  States  was  in  the  commoii 
stock  of  The  North  American  Company,  it  was  in  the  major  period  of 
securities  distribution  by  the  Central  States  group  from  January  1, 
1928  to  September  1929  that  a  multiplicity  of  trading  and  security 
distribution  activities  existed  to  impede  a  true  appraisal  of  the  Cen- 
tral States  security  relationships.  From  1922  to  the  end  of  1927  Cen- 
tral States  had  raised  by  successive  financing  and  refinancing  approxi- 
mately $13,700,000  net  additional  new  money  from  the  public  by  three 
different  issues  of  Gold  Notes,  an  issue  of  gold  debentures,  and  an 
issue  of  preferred  stock,  and  had  borrowed  as  well  approximately 
$5,000,000  from  other  sources.'^"*'  Yet  in  a  year  and  three-quarters, 
from  January  1928  through  September  1929,  Central  States  alone  and 
with  others  brought  about  the  sale  of  approximately  one-half  billion 

pany  coming  back  on  the  market.  However,  the  amount  of  stock  exchange  market  pur- 
chases over  the  period  was  more  than  double  the  total  stock  dividends  over  the  period 
May  1924  to  December  31,  1927  (id.,  at  12564-74)  wl.ile  Mr.  Williams  estimated  that  not 
more  than  34%  or  40%  (id.,  at  12533)  of  these  stock  dividends  would  probably  flow  back 
on  the  stock  exchange.  During  this  same  period  Mr.  Williams  was,  in  addition  to  the 
distribution  operation  referred  to  above,  purchasing  the  common  stock  of  The  North 
American  Company  on  his  own  behalf.  (Derived  from  supplementary  information  supplied 
the  Commission  for  Central  States  Electric  Corporation.) 

-05  Derived  from  supplementary  information  supplied  the  Commission  for  Central  States 
Electric  Corporation  (summary  of  The  North  American  Company  common  stock  purchases), 
and  op.  cit.  supra,  note  666,  Commission's  Exhibit  No.  1330.  In  1929  Nasco  apparently 
ceased  distributing  the  common  stock  of  The  North  American  Company  and  concentrated 
on  Ihe  purchase  on  the  stock  market  and  retail  distribution  off  the  stock  market  of  the 
common  stock  of  Central  States  and  the  securities  of  other  companies  in  the  group  (op.  cit. 
supra,  note  666,  at  12575-8). 

"^  Op.  cit.  supra,  note  666.  Respondent's  Exhibit  No.  A. 

''°''  Thus  one  out  of  the  four  pages  of  the  circular  of  the  issue  of  preferred  stock  of  1928 
was  devoted  to  a  description  of  The  North  Am-rican  Company,  the  nature  of  its  business 
and  its  earnings   (id..  Commission's  Exhibit  No.  1224). 

'»«  Op.  cit.  supra,  note  666,  at  12380-^03  and  12624-39. 
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dollars  of  security  issues  of  its  own  and  of  affiliated  companies."'''  Ap- 
])roximately  half  of  these  securities  were  sold  directly  to  the  public 
and  the  other  half  were  sold  to  companies  affiliated  with  Central 
States.''^^  The  distribution  of  securities  in  these  two  years  involved, 
among  other  things,  the  successive  formation  of  four  new  investment 
companies  in  1928  and  1929  with  only  a  few  months  intervening  be- 
tween each  new  organization. ^°^  With  roughly  80%  of  the  common 
stock  of  each  new  company  held  or  controlled  either  directly  or  in- 
directly by  Central  States  alone  or  jointly  with  another  investment 
company,  a  pyramided  and  complex  investment  company  system  was 
created.^^°  Each  new  investment  company,  except  Shenandoah  Cor- 
poration, took  over  substantial  blocks  of  the  North  American  common 
stock  at  or  near  formation,  thus  aiding  the  market  and  distribution 
activities  of  Nasco  in  this  stock  and  permitting  the  indirect  sale  to  the 
public  of  large  blocks  of  the  North  American  common  stock  at  the 


707  T]3g  consolidated  financing  by  Harrison  Williams — Central  States  Group,  1928-29 — is 
illustrated  by  the  following  schedule   (dollars  in  thousands)  : 


Name  of  issuer 

Description 

Total  issued  <■ 

Original  amounts 
acquired  by 

Date 

Shares  or 
principal 
amount 
of  deben- 
tures 

Total 
realized 

General 
public 

1 

Affili- 
ated or 
sponsor 

com- 
panies 

1928 
Jan. 1  - 

Central  States 

Central  States 

Central  States 

American  Cities... 
Central  States 

American  Cities... 

Deb.  5-1948 

6%  pfd 

$18,  600 
100, 000 
100, 000 
1,600,000 
10, 000 
400.  000 
400, 000 

.$18.  600 

9,650 

9,  378 

16, 165 

935 

I  23.  900 

$18,600 
9,650 
9,378 
None 
935 
23,  900 

None 

Apr.  12 

None 

Sept.  5 

Opt.  div 

None 

Oct.  1  - 

Com.  B 

Opt.  div 

$16  165 

Oct  4 

None 

Nov.  14.. 

^»'«e-;B:::;: 

Total   1928 

78,  628 

62,  463 

16, 165 

American  Cities. .. 
Electric  Shareh... 
Electric  Shareh... 

Central  States 

Central  States 

Central  States 

Shenandoah 

Shenandoah 

Electric  Shareh.  _. 

Blue  Ridge 

Blue  Ridse 

Blue  Ridge 

Blue  Ridge 

Shenandoah 

Shenandoah 

Central  States 

Common 

Conv.  pfce 

Conv.  pfce. ,- 

Conv.  pfce 

1929 
Feb.  6-   .     - 

25. 000 

25, 000 

1,  250. 000 

250, 000 

100,  000 

15.  500 

384.  616 

5,  000,  000 

1,  000,  000 

10.000 

1, 000. 000 

7, 250. 000 

212, 500 

212,  .500 

750, 000 

750. 000 

23,  563 

}     1,538 
25,  000 
23, 875 

9,450 

1.487 
20, 000 
52,  .500 
50.  000 

1.050 
50. 000 
77,  500 
10,944 

4,250 
27,  500 
25. 000 
23,  563 

1,538 

23.  875 

None 

9,450 

1,487 

None 

>>  12.  500 

i-  50. 000 

1, 050 

'  50,  000 

'  15,  000 

''  10,  944 

■i  4,  250 

None 

None 

23,  563 

None 

Mar.  20 

25. 000 

Mar.  20 

None 

June  11 

None 

Julys. 

July  23 

20, 000 

40, 000 

July  26 

July  29 

6%  opt.  pfce.. 

Conv.  pfce 

Preference 

Common 

None 

Aug.  19 

None 

Aug  19 

62,  500 

Aug.  27 

None 

Aug.  27 

Sept.  5 

Sept.  5... 

None 

6%  opt.  pfce 

37,  500 
25, 000 

Sept.  15 

Deb.  5^2-1954 

None 

Total  1929 

413,  657 

203.  657 

210  000 

Aggregate 

492,  285 

266, 120 

226, 165 

total, 
1928-29. 

»  Public  Examination,  Central  States  Electric  Corporation,  Commission's  Exhibits  Nos.  1233  and 
1285. 
''  Sold  to  public  for  common,  $17,500,000;  preference,  $50,000,000;.total,  $67,.500,000. 
■=  Sold  to  public  for  common,  $20,000,000;  preference,  $51,500,000;  total,  $71,500,000. 
''  By  Manufacturers  Trust  Co. 

'"s  Op.  cit.  supra,  note  666,  Commission's  Exhibit  No.  1233. 

700  For  a  brief  description  of  the  development  of  Central   States  during  this  period  see 
Ch.  I  of  this  part  of  the  report,  pp.  5-6. 

'10  See  op.  cit.  supra,  note  666,  Respondent's  Exhibit  No.  A. 
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high  market  prices  prevailing  late  in  1928  and  in  1929  before  the  stock 
market  crash. ^^^ 

The  task  of  an  investor  attempting  to  appraise  the  investment  merits 
and  rights  of  his  Central  States  security  was  rendered  even  more 
difficult  by  the  numerous  new  securities  issued  in  a  short  time.  In  a 
period  of  less  than  a  year  and  three-quarters,  the  Central  States  group 
of  companies  made  public  offering  of  lY  new  issues  of  securities  in 
addition  to  a  number  of  issues  which  it  distributed  to  companies  in  the 
group. 

Accompanying  the  great  volume  of  security  offerings  in  this  period 
of  a  year  and  three-quarters  were  numerous  trading  and  distribution 
accounts  operated  in  the  various  securities  of  the  investment  companies 
in  the  group  as  well  as  in  the  principal  underlying  asset  of  Central 
States,  North  American  common  stock.'^^^    included  in  these  trading 

'^American  Cities  Power  &  light  Corporation  at  formation  in  October  1928  purchased 
from  Central  States  170,000  shares  of  North  American  common  stock  at  a  market  price  of 
$7334  per  share  for  a  total  of  approximately  $12,500,000  (id.,  at  12763). 

Electric  Shareholdings  Corporation  at  organization  in  March  1929  purchased  from  Central 
States  66,625  shares,  or  a  total  of  some  $6,800,000,  and  a  similar  amount  from  Hydro-Elec- 
tric Corporation,  its  other  .sponsor   (id.,  at  12938-40.  and  Commission's  Exhibit  No.  1246). 

While  Shenandoah  Corporation  did  not  purchase  North  American  common  stock  at  its 
formation,  it  did  issue  its  own  securities  in  exchange  for  $20,000,000  of  Central  States 
common  stock  taken  at  a  market  value  of  $52  a  share,  and  in  addition  Na.sco  sold  96,154 
shares  of  Central  States  common  stock  to  Shenandoah  for  approximately  $5,000,000  in  cash. 
Large  amounts  of  Shenandoah  stock  were  also  issued  in  exchange  for  stock  of  the  other 
sponsor.  The  Goldman  Sachs  Trading  Corporation  (id.,  at  13193-201,  and  Commission's 
Exhibits  Nos.  1261  and  1262). 

Blue  Ridge  Corporation,  formed  in  August  1929,  purchased  68,423  shares  of  North  Ameri- 
can common  stock  at  $167  (id.,  at  13236)  per  share  for  a  total  of  some  $11,400,000.  This 
block  was  purchased  from  four  of  Mr.  Williams'  personal  holding  companies  (Federal 
U,tilities  Company,  Utility  Securities  Company,  Electric  Investment  Company,  and  New 
FJmpire  Corporation)    (id,,  at  13310-7,  and  Commission's  Exhibit  No.  1304). 

712  rpjjg  extent  of  these  purchases  and  sales  in  trading  and  distribution  accounts  in  the 
various  securities  of  companies  in  the  group  by  persons  and  companies  affiliated  with  or 
forming  part  of  the  group  which  were  discussed  in  the  public  examination  of  Central  States 
Electric  Corporation  is  indicated  by  the  following  exhibits  and  in  the  testimony  relating 
thereto   (op.  cit.  supra,  note  666)  : 


Earliest  date 
of  activity  in 
an  account 


Latest  date 
of  activity  in 
an  account 


Commission's  exhibits 


North  American  common  stock 

Central  States: 

5%  deb.  1948 

5!^%  deb.  1954 

6%  pfd.  with  warrants  (of  April 
1928). 

Conv.  pfd.  (of  Sept.  1928) 

Conv.  pfd.  (of  June  1929) 

Common  stock 

American  Cities:  Power*  Light  Units 
of— 

Class  A  and  Class  B 

Class  A  stock 

Class  B  stock 

Electric  Shareholdings: 

Conv.  pfd 

Common  stock 

Shenandoah: 

Conv.  pfce 

Common  stock 

Blue  Ridge: 

Conv.  pfce 

Common  stock 


May  1924- 


Jan.  1928.. 
Sept.  1929. 
April  1928. 

Sept.  1928. 
June  1929.. 
1927 


Nov.  1928. 
June  1929.. 
Nov.  1928. 

Mar.  1929. 
Mar.  1929. 

July  1929.. 


Aug.  1929. 
Aug.  1929. 


May  1930 . 
May  1930. 
April  1929. 

Oct.  1929.. 
Oct.  1929.. 
1936 


April  1929 
Jan. 1931. 
1933 


Aug.  1929. 
April  1931. 

July  1930.. 

Sept.  1931. 

.j  Oct.  1930.. 
.1  Aug.  1930. 


1208,  1212,  1214,  1216.  1217, 
1314.  1317,  1321,  1322,  1325, 
1326, 

1223. 
1238. 
1225, 

1228,  1253,  1254,  1255.  1258. 
1235.  1253,  1254,  1255,  1258. 
1208.  1209.  1252,  1334, 


1229.1231, 

1229,  1231. 

1230.  1232.  1314.  1354. 


1248,  1249.  1250,  1251. 
1243,  1251,  1276,  1277, 


1354, 


1280.  1314,  1335,  1339,  1340, 

1343.  1345. 
1280,  1314,  1335,  1336,  1341, 

1342,  1343,  1344,  1354. 

1314.  1346,  1348,  1349,  1350, 

1352.  1353. 
1314.  1346,  1347,  1349,  1351, 

1352,  1353, 1354. 


1694  SECURITIES    AND    EXCHANGE    COMMISSION 

activities  were  not  only  syndicate  trading  operations  in  connection 
with  the  original  issuance  of  new  securities  but  also  various  market 
trading  and  retail  distribution  activities.  These  operations  were  con- 
ducted by  the  investment  bankers  for  the  new  security  issues,  by  Mr. 
Williams  through  Nasco,  by  Central  States  Electric  Corporation,  and 
by  the  other  sponsors  of  the  newly  formed  investment  companies  in 
the  group.  In  all  but  one  of  the  total  of  15  security  issues  outstand- 
ing "^^  in  1928  and  1929  of  Central  States  Electric  Corporation  and  of 
the  other  four  companies  in  the  group,  substantial  trading  on  and  off 
the  stock  exchanges  was  engaged  in  at  one  time  or  anotlier  in  these  two 
years  by  persons  and  companies  affiliated  with  or  forming  part  of  the 
group. ^'^*  A  compilation  of  the  estimated  dollar  volume  of  those  trad- 
ing accounts  of  affiliated  persons  and  companies  for  which  trading 
figures  are  available  indicates  during  the  two  3^ears,  1928-1929,  an 
aggregate  of  almost  $200,000,000  of  purchases  of  these  securities  and  of 
over  $145,000,000  of  sales. 

That  these  trading  activities  constituted  a  powerful  force  tending  to 
lift  market  prices  ^^^  during  the  major  period  of  security  distribution 
by  the  group,  is  evidenced  by  the  heavy  concentration  of  purchases  on 
the  stock  exchange  without  the  counterbalancing  effect  of  sales  on  the 
stock  exchange.^^*'    Based  on  this  estimated  dollar  volume,  over  90%  of 

■^siu  the  7%  first  preferred  stock  of  1912  there  were  purchases  by  Central  States  Electric 
Corporation  in  1929,  but  no  sales  (op.  cit.  supra,  note  666,  Commission's  Exhibit  No.  1253). 

"w  While  trading  accounts  were  not  active  in  substantial  amounts  in  every  issue  at  one 
time,  a  number  of  them  were  often  active  together  and  frequently  constituted  a  substantial 
proportion  of  total  market  transactions  in  the  securities  involved,  particularly  total  market 
purchases.  For  example,  during  the  month  of  September  1929,  the  month  of  the  issuance 
of  $25,000,000  of  debentures  by  Central  States  Electric  Corporation  and  shortly  prior  to  the 
stock  market  crash  of  October  1929,  trading  accounts  were  in  operation  in  12  out  of  a  total 
of  15  issues  then  outstanding  in  the  Central  States  Electric  Corporation  group  of  companies, 
with  no  mention  of  these  accounts  being  made  in  the  offering  circular  (op.  cit.  supra,  note 
666,  Commis,sion's  Exhibit  No.  1237). 

715  The  effect  of  the  market  rise  in  the  securities  of  new  investment  companies  upon  the 
market  value  of  Central  States  Electric  Corporation's  assets  is  illustrated  by  the  increase 
in  market  value  of  Central  States  original  investment  in  80%  of  the  common  stock  (1,600,000 
shares  of  Class  B  stock)  of  American  Cities  Power  and  Light  Corporation  (op.  cit.  supra, 
note  666,  at  12755,  et.  seq.  and  Commission's  Exhibits  Nos.  1242,  1247,  and  1252)  : 

Approwimate  price 
per  share 

10/31/28     cost $16,165,000  10 

12/31/28     market 44,  800,  000  28 

7/31/29     market 94,  000,  000  58% 

Central  States'  large  holdings  in  the  common  stock  of  Electric  Shareholdings  Corporation 
and  Shenandoah  Corporation  also  had  substantial  rises  in  market  value  in  a  short  time 
(Public  Examination,  Central  States  Electric  Corporation,  at  13584-9,  13219,  and  Commis- 
sion's Exhibits  Nos.  1251,  1252,  and  1344). 

716  The  extent  of  the  influence  of  these  trading  accounts  in  contributing  to  the  rise  in  the 
market  price  of  particular  securities  as  opposed  to  other  factors  present  in  1928  and  1929 
was  at  times  in  dispute  at  the  public  examination  of  Central  States  Electric  Corporation. 
However,  that  these  trading  accounts  frequently  represented  a  substantial  proportion  of  the 
total  monthly  market  purchases,  constituted  in  many  instances  a  majority  or  more  of  the 
total  daily  market  purchases  and  were  concentrated  in  their  effect  on  market  purchases, 
and  not  on  market  sales,  clearly  indicates  that  these  trading  activities  were  often  a  sub- 
stantial contributing  factor  in  the  extraordinary  increases  in  the  market  prices  of  the 
securities  involved. 
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total  purchases  were  made  on  the  stock  exchange,  while  almost  90% 
of  the  total  sales  were  made  off  the  stock  exchange,'^^  as  follows :  "^ 


Bought 


On  the 
exchange 


Off  the 
exchange 


On  the  Off  the 

exchange  exchange 


1&28_ 
1929- 


$17,  969, 000 
161,193,000 


$4,629,000 
14, 846, 000 


$22,598,000 
176,039,000 


$516, 000 
18,  735, 000 


$22, 160,  000 
105,  895, 000 


$22,  676, 000 
124,  630. 000 


Since  investors  during  these  two  years  were  not  informed  of  these 
various  trading  activities  in  the  offering  circulars  or  otherwise,  as  far 
as  appears  in  the  record,  their  security  purchases  over  the  period  were 
made  without  knowledge  of  a  substantial  factor.  Even  if  those  activi- 
ties had  been  disclosed,  it  would  have  been  difficult  to  appraise  their 
effect. 

(d)  Trading  Activities  and  Conversion  Features  of  Preferred  Stocks 


The  relation  of  trading  activities  to  the  sale  of  securities  and  their 
connection  with  other  complications  is  illustrated  by  the  trading  ac- 
tivities related  to  the  two  convertible  preferred  stock  issues  of  Septem- 
ber 1928  and  June  1929.  Prior  to  and  at  the  time  of  the  issuance  of 
each  of  these  convertible  j^referred  stock  issues  there  was  substan- 
tial trading  in  Central  States  common  stock  by  Nasco,  and  in  1929 
there  was  in  addition  substantial  trading  by  Central  States  in  the 
preferred  stocks  themselves. 


■^"Thus  less  than  10%  of  purchases  were  made  off  the  exchange  and  only  slightly  more 
than  10%  of  sales  were  made  on  the  exchange. 

■'^s  These  figures  are  based  upon  the  estimated  dollar  amount  of  total  purchases  and  sales 
broken  down  between  purchases  and  sales  on  the  exchange  and  those  off  the  exchange  in 
trading  in  the  following  securities  : 


North  American  common  stock 

Central  States  deb.  5's  of  '48  and  5i^'s  of 
'54. 


■Central  States  pfd.  stocks  of  September 

1928  and  June  1929 _ 

Central  States  common  stock 

American  Cities  Power  &  Light  Corp. 

Units,  Class  A  and  Class  B 

Electric  Shareholdinfis 

Shenandoah  pfce.  and  common  stocks 

Blue  Eidge  pfce.  and  common  stocks 


$12,  790,  000 
4,  702, 000 


2,  669,  000 
1,012,000 


1,  425, 000 


$13,217,000 
4,  619,  000 


1,  985,  000 


$9, 167, 000 
2,  607,  000 

19,  617,  000 
32,  809,  000 

20,  282,  000 
8, 130,  000 

49,  001,  000 
28,  426,  000 


22,  598,  000 


76,  039,  000 


$443,  000 

2,  651, 000 

10,516,000 
40, 131,  000 

24,  713,  000 
10,  735,  000 
15,  643,  000 
19,  798,  000 


124,  630,  ( 


Total  purchases $198,637,000 

Total  sales 147,306,000 

(For  sources  see  supra,  note  712.) 
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This  trading  was  closely  related  to  the  convertibility  of  the  pre- 
ferred stocks,  a  feature  based  npon  changes  in  corporate  law  which 
were  secured  by  Central  States.  It  will  be  recalled  that  the  preferred 
stock  issue  of  April  1928  was  not  convertible  but  carried  warrants  to 
purchase  North  American  common  stock.  Central  States  at  this  time 
was  not  able  under  the  law  of  Virginia,  the  state  of  its  incorporation, 
to  issue  securities  with  conversion  features  or  a  variety  of  other  rights 
and  privileges  that  it  desired.  The  State  of  Virginia,  according  to 
Louis  E.  Kilmarx,  vice  president  and  treasurer  of  Central  States,^^*^ 
"had  an  old  antiquated  law  that  did  not  provide  for  a  certain  type  of 
securities  the  corporation  wished  to  issue,  *  *  *  and  did  not  per- 
mit the  issue  of  the  class  of  securities  that  might  be  termed  a  con- 
vertible class,  which  we  had  in  mind."  ^-°  As  a  result,  the  corporation 
became  one  of  the  "prime  movers"  "^  in  having  the  corporation  laws  of 
the  State  of  Virginia  amended.^^^  M.  W.  Tuttle,  of  Sullivan  &  Crom- 
well, New  York  counsel  for  the  company,  stated  at  the  Board  of  Di- 
rectors meeting  of  July  5,  1928  "that  primarily  at  the  instance 
of  the  corporation,  the  corporation  laws  of  Virginia  had  been 
amended  *  *  *  to  permit  Virginia  corporations  in  their  charters 
or  amendments  thereto  to  provide  for  the  issue  of  preferred  stock  in 
series  with  certain  specified  variations  between  the  series  as  to  dividend 
rates,  redemption  price,  preference  on  dissolution,  sinking-fund  pro- 
visions, conversion  and  stock-purchase-right  provisions,  and  so  forth, 
as  might  be  determined  by  the  board  of  directors  *  *  *."  ^^^  With 
97%  of  the  common  stock  owned  by  Mr.  Williams  in  1928  and  a  neg- 
ligible voting  power  existing  in  the  preferred  stock,^^*  the  corporation 
quickly  amended  its  own  charter  so  as  to  give  to  the  board  of  directors 
the  full  power  permitted  by  the  newly  amended  corporation  law  of 
Virginia. '^^^ 

In  September  1928,  within  two  months  after  this  amendment,  Cen- 
tral States  took  advantage  of  the  amended  Virginia  law  and  issued 
$10,000,000  of  preferred  stock  convertible  into  the  common  stock  of 
Central  States  on  the  basis  of  one  share  of  common  stock  for  each 
$118  par  value  of  preferred  stock,  at  a  time  when  the  common  stock 
of  the  company  was  selling  at  $112  a  share.^^®  This  feature,  which  was 
of   decided   importance   in   attracting   purchasers  of   the   preferred 

"»  Op.  cit.  supra,  note  666,  at  12353. 

™  Id.,  at  12687. 

■'a  Id.,  at  12690. 

''-^  A  fee  was  paid  to  a  Richmond,  Virginia,  law  firm  in  connection  with  the  passage  of  this 
legislation  (id.,  at  12691,  and  Commission's  Exhibit  No.  1227). 

™  Id.,  at  12688-9. 

'21  See  note  688,  supra,  for  Mr.  Williams'  holdings  of  the  common  stock  in  1928.  The 
total  voting  power  of  the  only  issue  of  preferred  stock  with  voting  rights  was  less  than  7%. 
None  of  this  preferred  stock  was  owned  by  Mr.  Williams. 

"'-"  Op.  cit.  supra,  note  666,  at  12689-90. 

"« Id.,  at  12704-6,  and  Commission's  Exhibit  No.  1228. 
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stock,'"'  was  emphasized  in  the  offering  circular J"^  The  preferred 
stockholder  also  had  the  right  to  take  payments  of  dividends  in  com- 
mon stock  at  an  attractive  ratio.'"^ 

An  obstacle  to  a  clear  appraisal  of  this  preferred  stock  offering  lay 
in  the  holdings  and  activities  of  Mr.  Williams  in  the  common  stock  of 
Central  States.^"°  The  market  price  of  the  common  stock  of  Central 
States  had  risen  almost  300%,  from  a  market  price  of  about  $30  a 
share  at  the  beginning  of  1928  to  a  market  price  of  $112  a  share  shortly 
prior  to  the  public  offering  in  September  1928,'=^^  while  the  underlying 
net  asset  value  of  a  share  only  doubled  during  the  entire  year.'^s  From 
a  discount  of  20%  below  asset  value  at  the  beginning  of  1928,  the  price 
of  Central  States  common  stock  rose  to  a  premium  of  almost  100% 
above  asset  value  by  the  end  of  1928.^^3  ^j-^^g  strong  rise  in  the  market 
price  of  Central  States  common  stock  occurred  in  a  market  where  the 
floating  supply  was  "obviously"  very  limited.^^^^  Only  35,000  shares  of 
the  common  stock  of  Central  States  were  outstanding  in  the  hands  of 

'"  In  this  respect  Mr.  Forrestal  testified  (id.,  at  12707)  : 

Q.  So  that  at  that  time  one  of  the  selling  features  of  this  stock  is  the  fact  that  it  is 
convertible  at  $118  per  share 

A.  And  selling  at  $112  ;  that  is  right. 

Q.  Convertible  at  $118.  and  it  is  selling  at  $112.  So  that  it  is  right  in  the  range, 
isn't  it? 

A.  Yes. 

Q.  There  is  a  possibility  of  its  being  convertible  right  away? 

A.  It  is  an  attractive  conversion,  I  would  say. 

Q.  And  that  would  have  an  effect  on  the  sales,  wouldn't  it? 

A.   I   think  so. 

Q.  It  would  help  sell  it,  make  it  more  attractive. 

A.  I  think  so. 

'-sThe  offering  circular  for  the  $10,000,000  preferred  stock  issue  of  September  5,  1928, 
pointed  out  in  its  heading  that  dividends  were  "payable  quarterly  in  common  stock  of  the 
company  at  the  annual  rate  of  one-sixteenth  of  a  share  of  common  stock  per  share  of  this 
preferred  stock,  or,  at  the  option  of  the  holder,  in  cash  at  the  annual  rate  of  $6  per  share," 
and  that  the  preferred  stock  was  "convertible,  at  the  option  of  the  holder,  into  common 
stock  of  the  company  at  the  rate  of  one  share  of  common  stock  for  each  $118  par  value  of 
this  preferred  stock." 

The  circular  further  pointed  out  that  the  "present  market  value,  as  evidenced  by  quota- 
tions on  the  New  York  Curb  Market,  is  approximately  $112  a  share"  and  that  "divicTends  are 
now  being  paid  on  this  stock  at  the  annual  rate  of  $1  per  share  in  cash  and  one-tenth  of  a 
share  in  common  stock  of  the  company"  (op.  cit.  supra,  note  666,  Commisssion's  Exhibit  No. 
1228). 

'=»  Op.  cit.  supra,  note  666,  Commission's  Exhibit  No.  1228. 

'30  These  were  not  disclosed  in  the  offering  circular  (id.,  at  12707-18,  and  Commission's 
Exhibit  No.  1228). 

"1  Id.,  at  12712.  Central  States  common  stock  had  a  market  price  of  $24  a  share  as  of 
December  31,  1927  (id..  Commission's  Exhibit  No.  1206). 

"2  Prom  approximately  $30  to  $60  a  share  taking  the  securities  of  American  Cities  Power 
and  Light  Corporation  at  their  asset  value  (op.  cit.  supra,  note  666,  Commission's  Exhibit 
No.  1206). 

"'  Op.  cit.  supra,  note  666,  Commission's  Exhibit  No.  1206. 

''"^  Id.,  at  12709.  Although  there  were  only  35,000  shares  outstanding  in  the  hands  of  the 
public,  the  new  issue  presented  the  maximum  possibility  of  100,000  shares  of  preferred 
stock  being  converted  to  the  common  stock.  Mr.  Forrestal  stated  that  he  did  not  realize 
that  there  was  such  a  small  amount  outstanding  and  that  this  factor  would  have  to  he 
disclosed  today   (id.,  at  12709-10). 
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the  public  and  the  balance  of  over  a  million  shares  were  held  by  Mr, 
Williams.  During  the  year  1928  Mr.  Williams  purchased  9,700  shares 
of  this  common  stock,  of  which  approximately  7,000  shares,  or  almost 
one-half  of  the  total  stock  exchange  purchases,  were  purchased  by 
Nasco  on  the  stock  exchange  while  only  approximately  3,000  shares 
were  sold  by  it  on  the  stock  exchange. "''^  Without  attempting  to  ap- 
praise the  precise  influence  of  these  trading  activities  of  Mr.  Williarns 
in  the  tripling  of  the  market  price  of  Central  States  common  stock  in 
1928,  it  is  clear  that  his  operations  constituted  a  substantial  factor  in 
the  price  of  that  common  stock  and  hence  in  the  sale  of  the  preferred 
stock.  Thus  the  corporation  used  the  recently  added  conversion  fea- 
ture as  one  of  the  major  inducements  to  sell  a  preferred  stock  issue  at 
a  time  when  an  accurate  appraisal  of  the  benefits  from  this  feature  was 
being  impeded,  if  not  prevented,  by  the  activities  of  Mr.  Williams  in 
the  common  stock. 

The  offering  circular  used  for  the  preferred  stock  issue  of  June  1929 
like  that  for  the  issue  of  September  1928,  stressed  the  feature  of  con- 
vertibility,^^^ and  pointed  out  the  closeness  of  the  market  price  of  the 
common  stock  to  a  point  at  which  conversion  w^ould  be  profitable. 
During  the  first  eight  months  of  1929  the  common  stock  of  Central 
States  Electric  Corporation  tripled  in  market  value,^"  with  Nasco's 
purchases  of  approximately  $33,000,000  over  the  year  1929  constituting 
a  substantial  proportion  of  the  total  exchange  purchases  and  its  sales 
a  negligible  amount  of  total  exchange  sales.'^^  A  relatively  small 
amount  of  common  stock  of  Central  States  w^as  outstanding  in  the 
hands  of  the  public  since  at  the  beginning  of  1929.  Mr.  Williams 
owned  96%  of  the  common  stock  of  Central  States  and  in  July  1929 
his  holdings  still  amounted  to  90%  of  the  total  outstanding."^^" 

Moreover,  an  additional  element  of  complexity  connected  with  the 
feature  of  convertibility  was  injected  into  the  situation  in  1929.'^*^ 

''«  Op.  cit.  supra,  note  666,  at  12712-21. 

''s8The  offering  circular  for  the  issue  of  June  11,  1929,  emphasized  the  right  of  the  in- 
vestor to  receive  quarterly  dividends  payable  in  common  stock  of  the  company  at  the  annual 
rate  of  one-sixteenth  of  a  share  of  common  stock  per  share  of  preferred  stock  and  the 
latter's  convertibility  into  a  share  of  common  stock  at  the  rate  of  one  share  of  common 
stock  for  $118  par  value  of  this  preferred  stock.  The  circular  also  pointed  out  that  the 
present  market  value  of  the  common  stock  on  the  New  York  Curb  Exchange  was  $110  per 
share  (op.  cit.  supra,  note  666,  Commission's  Exhibit  No.  1235.  For  offering  circular  of 
the  issue  of  September  1928,  see  id.,  Commission's  Exhibit  No.  1228). 

737  The  market  price  of  the  common  stock  of  Central  States  Electric  Corporation  rose  some 
15  times  from  January  1,  1928,  to  August  30,  1929.  A  share  of  this  stock  had  a  market 
value  of  $114  a  share  by  December  31,  1928,  and  had  reached  a  high  of  $492  a  share  by 
August  30,  1929,  after  adjusting  for  stock  dividends  of  100 7o  and  200%  (op.  cit.  supra, 
note  666,  Commission's  Exhibit  No.  1206.  For  common  stock  dividends  see  Poor's  Puhlic 
Utility  Section  (1929)  p.  1693  and  Poor's  Government  mid  Municipal  Section  (1930)  p. 
1086). 

"8  Nasco's  purchases  of  Central  States  common  stock  constituted  approximately  43% 
of  the  total  exchange  purchases  in  January,  96%  in  February,  31%  in  March,  over  80% 
in  April,  26%  in  May,  23%  dn  June,  and  so  forth  through  the  year  with  an  average  of 
38%  for  the  year.  The  rises  in  the  market  price  of  the  common  stock  of  Central  States 
Electric  Corporation  coincided  with  Mr.  Williams'  operations  in  that  stock,  the  sharpest 
rises  occurring  as  Mr.  Williams  admitted,  when  he  was  most  active  in  the  stock  (op.  cit. 
supra,  note  666,  at  13124-7,  13344,  and  13346).  Sales  by  Nasco  of  approximately 
$40,000,000  during  1929  were  almost  entirely  off  the  exchange.  (See  id..  Commission's 
Exhibits  Nos.  1209  and  1252.) 

"» Op.  cit.  supra,  note  666,  at  13068,  13315,  and  Commission's  Exhibit  No.  1205. 

'^"The  stock  dividend  and  stock  split-up  policy  engaged  in  by  Central  States  constantly 
changed  the  outstanding  common  stock  and  altered  the  formula  for  calculating  the  con- 
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From  February  to  October  1929  Central  States  engaged  in  substan- 
tial ^-^^  trading  in  and  repurchases  of  the  preferred  stocks  which  were 
convertible  into  its  common  stock.'"*-  This  activity  was  apparently 
designed,  among  other  things,  to  prevent  the  exercise  of  the  rights  of 
conversion  of  the  preferred  stocks,  which  then  stood  as  a  threat  to  the 
market  price  of  the  common  stock.  Within  five  months  after  Central 
States  had  raised  $10,000,000  through  the  sale  of  its  preferred  stock  in 
September  1928,  and  for  four  months  before  and  after  June  11,  1929 
(the  date  of  sale  of  an  additional  $10,000,000  of  convertible  preferred 
stock)  Central  States  was  trading  in  and  reacquiring  approximately 
$5,000,000  par  value  of  the  shares  of  these  particular  issues  at  a  cost 
of  more  than  $9,000,000.  The  assets  of  the  company  were  thus  used 
to  repurchase  senior  securities  at  prices  far  in  excess  of  the  liquidation 
values  of  these  securities,  and  in  excess  of  the  asset  value  of  such  com- 
mon stock  as  the  company  would  have  had  to  issue  upon  exercise  of 
the  conversion  privileges.  '  Since  this  trading  and  reacquisition  activity 
occurred  between  annual  reports  which  were  issued  as  of  the  end  of 
the  year,  the  investor  would  have  no  means  of  learning  of  its  existence, 
particularly  since  the  activity  was  not  mentioned  in  the  offering  cir- 
cular/*^ Furthermore,  the  amount  of  senior  securities  outstanding  at 
any  one  time  was  thus  constantly  being  increased  and  decreased  at  the 
instance  of  the  Board  of  Directors  without  the  knowledge  of  share- 
holders, and  the  assets  and  earnings  applicable  to  a  particular  preferred 
stock  issue  were  subject  to  unpredictable  and  unknown  shifts  and 
changes.'^** 


version  privilege  (see  infra,  this  chapter).  The  outstanding  stock  in  1929  represented  an 
increase,  through  split-ups  and  rights  to  subscribe,  of  120'  times  the  stocli  outstanding  in 
1923.  Also  the  company  in  1928  adopted  the  policy  of  declaring  a  dividend  each  year  of 
10%  of  its  outstanding  stock   (op.  cit.  supra,  note  666,  Commission's  Exhibit  No.  1205). 

'*!  The  volume  of  Central  States'  purchases  constituted  almost  60%  of  the  total  shares 
traded  in  the  exchange  in  one  issue,  and  over  459c  of  the  total  shares  traded  in  the  other 
issue  for  the  9-month  period.  Total  purchases  in  the  two  issues  amounted  ,to  almost 
$16,000,000  and  total  sales  to  approximately  $7,000,000  (id.,  Commission's  Exhibits  Nos. 
1254  and  1255). 

"2  For  more  detailed  discussion  see  Ch.  Ill,  pp.  060-5. 

'^'  See  offering  circular  for  the  preferred  stock  issue  of  June  1929  (op.  cit.  supra,  note  666, 
Commission's  Exhibit  No.  1235). 

'^i  Another  example  of  the  constant  change  in  the  capital  structure  of  Central  States 
without  disclosure  to  the  public  purchasers  of  its  securities  is  found  in  3  cases  in  which 
a  substantial  issue  of  senior  securities  was  sold  to  the  public  without  any  disclosure  in  the 
original  circulars  of  the  immediate  possibility  of  further  issues.  In  each  case  within  a 
short  time  an  additional  issue  was  made  and  sold  to  the  bankers  selling  the  original  issues 
in  an  amount  approximately  sufficient  to  cover  their  short  position.  These  original  issues 
and  the  subsequent  issues  were  as  follows : 


Date 

Company 

Shares 

Sept.    5,1928 
Oct.     4, 1928 

Central  States 

Central  States.  _ 

Op.  div 

Op.  div 

TT  -t  fPfd.  A....                 

100, 000 
10, 000 
400, 000 

U°its|com.  B 

American  Cities 

Feb.     6, 1929 

TT   -t  fPfd.  A 

25, 000 

u^Mcom.B:::::::::::::::::::: 

Mar.  20, 1929 

1,  250, 000 

Electric  Shareholdings 

Conv.  pfce 

250, 000 

July   29,1929 

Conv  pfce 

10, 000 

(Op.  cit.  supra,  note  666,  at  12729-43,  12751-3,  12760-1  and  13004  et  seq.  and  Commis- 
sion's Exhibits  Nos.  1228,  1239,  1240,  and  1249.) 
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(e)  Pyramiding  of  Investment  Companies  in  Group 

The  pyramiding  of  investment  companies  which  was  engaged  in  by 
Central  States  in  1928  and  1929  also  tended  to  place  an  intelligent  ap- 
praisal of  the  earnings  and  worth  of  the  secnrities  issued  by  the  various 
investment  companies  in  the  group  beyond  the  capacity  of  the  invest- 
ing public.    In  this  respect  Mr.  Williams  testified :  '*^ 

Q.  Well,  the  fact  remains  that  you  have  here  in  Central  States  a  holding 
company  superimposed  upon  a  lot  of  other  holding  companies,  and  from  an 
investment  point  of  view  in  Central  States,  you  are  probably  a  long  ways  away 
from  the  values  in  the  system,  aren't  you? 

A.  You  mean  a  long  ways  away  from  the  operating  company. 

Q.  Yes.  How  can  you  tell  what  the  values  are  ?  How  can  you  be  so  definite  and 
certain  with  intermixed  here  so  many  holding  companies  so  far  removed  from 
your  ultimate  pillars  of  investment;  namely,  your  operating  companies? 

A.  Well 

Q.  You  get  pyramiding  on  pyramiding  and  on  pyramiding. 

A.  Well,  I  admit  that  was  a  hard  thing  to  analyze     *     *     *. 

Thus,  the  earnings  of  the  North  American  common  stock,''*''  the  prin- 
cipal asset  of  the  system,  reached  the  top  company,  Central  States  Elec- 
tric Corporation,  in  varying  ratios  depending  on  the  leverage  from  the 
senior  securities  existing  in  the  particular  investment  company  of  the 
group,  in  which  the  block  of  North  American  common  stock  was 
held.J*^  For  example,  at  the  end  of  1929  approximately  85%  of  the 
earnings  of  the  block  of  North  American  common  stock  held  by  Blue 
Kidge  Corporation,  would,  after  allowing  for  dividends  to  the  senior 
securities  of  Blue  Ridge  Corporation,  accrue  to  Shenandoah  Corpora- 
tion.^"*^ In  the  case  of  Shenandoah  Corporation,  however,  after  allow- 
ing for  payments  to  its  senior  securities,  only  45%  of  these  earnings 
coming  from  Blue  Ridge  Corporation  and  from  Shenandoah  Corpora- 
tion's own  holdings  of  North  American  common  stock  would  be  passed 

'«0p.  cit.  supra,  note  666,  at  12341.  Mr.  Williams  was  unwilling  to  admit  that  the 
price  of  Central  States  common  stock  was  out  of  line  witii  other  stocks  in  1929,  testifying 
(id.,  at  12342,  et  seq.)  : 

Q.  Then  that  .$680,000,000,  if  it  is  realistic,  would  have  to  be  realistic  in  terms  of 
those  ultimate  values  of  the  operating  companies  ? 

A.  Right.     If  you  are  taking  it  on  the  basis  of  liquidating  value. 

Q.  Well,  take  it  on  the  basis  of  investment. 

A.  Well,  take  operating  companies  at  that  time.  They  were  selling  higher  than  the 
stock  of  operating  companies  that  were  ever  sold. 

Q.   How  about  on  the  basis  of  return  of  investment? 

A.  They  were  selling  on  that  basis  of  40  and  45  times  the  earnings,  which  would  be 
about  what? 

Mr.  .lOHNSON.  214  percent. 

Q.  Well,  on  the  basis  of  the  earnings — perhaps  you  aren't  prepared  to  answer  this, 
Mr.  Williams — on  the  basis  of  the  earnings  in  the  underlying  properties  in  the  system, 
is  this  $680,000,000  out  of  line?     Is  that  fantastic? 

A.  Well,  only  to  the  extent  that  the  prices  of  all  stocks  were  out  of  line  in  1929. 

746  xhe  North  American  Company  in  1929  was  itself  a  utility  holding  company  with  senior 
securities  outstanding.  Its  earnings  were  derived  from  operating  companies  which  also  had 
senior  securities  outstanding.  (Moody's  Manual  of  Investings,  PuMic  Vlilitij  SecuritieSj, 
1930,  p.  2397.) 

''■''  See  supra.  Chart  8,  p.  1684,  and  op.  cit.  supra,  note  666,  Commission's  Exhibit  No. 
1207  and  Respondent's  Exhibit  No.  A. 

■^^  I.  e.,  since  Shenandoah  held  roughly  85%  of  the  common  stock  of  Blue  Ridge  Corpora- 
tion on  December  31,  1929  (Reply  to  the  Commission's  questionnaire  for  Blue  Ridge  Cor- 
poration, Pt.  VIII) .     See  also  Chart  8,  p.  1684. 
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on  to  Central  States.'*^  To  the  earnings  of  North  American  common 
stock  which  had  been  received  by  Central  States  Electric  Corporation 
from  Blue  Ridge  Corporation  and  Shenandoah  Corporation  as  above 
described  would  be  added  the  earnings  received  directly  from  Central 
States'  own  holdings  of  a  substantial  amount  of  North  American  com- 
mon stock  and  its  70%  interest  (after  dividends  for  senior  securities) 
in  the  block  of  North  American  common  stock  held  by  American  Cities 
Power  &  Light  Corporation.  Thus  the  earnings  from  the  ma j  or  invest- 
ment of  the  system  would  be  reflected  in  the  top  investment  company, 
Central  States,  in  different  percentages  and  with  varying  leverage,^^^ 
the  determination  of  which  would  involve  intricate  mathematical  cal- 
culations, even  if  all  the  information  were  available. 

(f)  Circular  Ownership  and  Cross  Holdings  in  Group 

Further  complications  were  added  because,  beginning  in  1929,  Cen- 
tral States  Electric  Corporation  and  Shenandoah  Corporation  held 
substantial  blocks  of  each  other's  common  stock.  In  addition,  there 
was  circular  ownership  between  Central  States  Electric  Corporation, 
Shenandoah  Corporation,  and  Blue  Ridge  Corporation.  Central 
States  held  the  common  stock  of  Shenandoah  Corporation,  wliich,  in 
turn,  held  common  stock  of  Blue  Ridge  Corporation,  which,  in  turn, 
held  common  stock  of  Central  States  Electric  Corporation.^ ^^  The 
effect  of  such  cross  and  circular  holdings  is  to  duplicate  values  and  to 
inflate  the  amount  of  earnings  and  of  assets  unless  eliminations  were 
made.' ^-  To  eliminate  the  improper  effect  of  these  cross  holdings  and 
to  reflect  the  true  underlying  values  of  the  securities,  a  complicated 
formula,  submitted  by  the  accountants,  was  first  authorized  December 
SI,  1929,  and  had  to  be  amended  twic«  thereafter.'^"    However,  this 


■^^9 1,  e.,  since  that  was  the  approximate  percentage  of  Central  States'  ownership  of 
Shenandoah  Corporation's  common  stoclj  (Reply  to  the  Commission's  questionnaire  for 
Shenandoah  Corporation,  Pt.  VIII). 

750  For  a  discussion  of  leverage  and  its  effect  see  Pt.  One  (House  Doc.  No.  707,  75th  Cong.), 
pp.  28-9  and  Ch.  I  of  this  part  of  the  report,  pp.  12-13.  See  also  text  of  Central  States 
Annual  Report  for  1929  which  considered  the  high  leverage  ratio  of  the  common  stock 
"advantageous." 

"1  Op.  cit.  supra,  note  666,  Commission's  Exhibits  Nos.  1207  and  13-56  and  Respondent's 
Exhibit  No.  A. 

T53in  respect  to  the  attitude  prevailing  in  1928  and  1929  towards  the  simplification  of 
capital  structures  in  this  respect,  Clifford  P.  Stone,  president  of  Shenandoah  Corporaton  and 
Blue  Ridge  Corporation,  testified  (op.  cit.  supra,  note  666,  at  13290)  : 

Q.  Let's  get  away  from  the  personal  point  of  view  down  to  the  investor's  point  of 
view. 

Don't  you  think  as  you  look  back,  Mr.  Stone,  that  it  is  sound  and  only  proper  that  a 
corporation  should  have  such  a  capital  structure  that  any  investor  can  very  easily  figure 
out  the  relative  value  of  his  particular  share  of  stock  ? 

A.  Well,  I  don't  know.  I  don't  recall  that  that  particular  consideration,  Mr. 
Smith,  was  a  factor  of  any  considerable  extent  in  our  accounting  department  or 
oreanization  in  any  of  our  companies. 

Your  question,  it  seems  to  me,  bears  directly  on  the  calculation  of  Ihe  asset  values 
and  I  may  say  that  in  1929  asset  value  was  not  by  any  means  the  most  important  ele- 
ment in  our  minds  in  evaluating  a  stock  of  this  type. 

Q.  You  mean  the  net  liquidating  asset  value  of  the  stock  was  not  primary  in  your 
mind.     Is  that  right? 

A.  Well,  I  would  say  it  was  a  factor,  but  not  a  primary  factor. 

•5=  Id.,  Commission's  Exhibit  No.  1266.  The  resolution  of  December  31,  1929  provided 
(derived  from  supplementary  information  supplied  the  Commission  for  Central  States  Electric 
Corporation  (item  13))  : 

Resolved,  That  the  ofiicers  of  the  Corporation,  in  collaboration  with  counsel  ajwd 
accountants,  be  authorized  and  instructed  to  devise  a  formula  for  use  in  valuing  assets 
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formula  was  of  such  a  complicated  nature  as  to  be  beyond  the  ken  of 
the  ordinary  investor.  Even  the  president  of  the  company  admitted 
his  incapacity  to  apply  properly  this  formula.  Concerning  the  effect 
of  the  organization  of  Shenandoah  Corporation  and  of  Blue  Ridge 
Corporation  in  July  and  August  of  1929,  respectively,  Mr.  Stone, 
president  of  these  companies,  stated :  ''^'^ 

Q.  There  is  no  question  about  the  fact  that  Shenandoah  and  Blue  Ridge  com- 
plicated the  capital  structure  of  the  Central  States  system,  is  there? 

A.  Well,  the  formation  of  these  companies  added  to  the  size  of  the  picture 
and  added  certain  features  to  the  financial  structure,  looking  at  it  from  top  to 
bottom. 

Q.  It  complicated  it  so  much  that  the  auditors  had  a  hard  time  working  out  a 
formula,  didn't  they,  to  determine  the  actual  value  of  the  cross  holdings  in  the 
system  ? 

A.  Yes. 

»•♦••♦* 

Q.  Could  you  work  it  out? 

A.  I  say  it  would  be  hard  for  nie,  or  for  any  accountant  probably  it  would  be 
difficult. 

4:  *  Hi  >!<  >l<  *  * 

Q.  Wouldn't  it  be  impossible  for  the  average  investor  to  work  out  the  actual 
value  of  the  respective  holdings  of  Shenandoah  and  Central  States  after  the 
formation  of  Shenandoah,  with  their  cross  holdings? 

A.  Giving  effect  to  that  cross  holding  reserve  formula  ? 

Q.  Yes. 

A.  I  should  say  it  would  be  difficult  for  the  average  person  to  do  it.  It  would 
be  difficult  for  me  to  do  it,  I  should  say. 

Q.  You  were  president  of  the  company  and  you  said  it  would  be  very  difficult 
for  you  to  do  it? 

A.  Difficult  in  the  sense  that  is  the  type  thing  that  I,  as  president  of  the 
company,  did  not  undertake  to  do  and  would  not  undertake  to  do.  I  looked 
upon  that  as  an  accounting  matter  to  be  handled  by  the  accountant,  the  same 
as  the  accountants  handled  a  great  many  other  features  of  the  corporation's 
affairs.    I  didn't  undertake  to  do  it  and  wasn't  capable  of  doing  it  personally. 

(g)  Stock  Dividends 

Not  only  did  it  become  virtually  impossible  to  determine  the  value 
of  the  assets  of  Central  States  Electric  Corporation,  but  a  realistic 
understanding  of  the  company's  actual  earnings  was  difficult  because 
of  the  stock  dividend  policies  that  were  followed  by  Central  States 
and  other  investment  companies  in  the  group  and  by  The  North 
American  Company .'^^^    Mr.  Williams  had  been  instrumental  in  1923 

of  this  Corporation,  having  for  its  purpose  the  creation  of  a  reserve  estimated  to 
adjust  the  effect  of  any  "cross-holding"  of  stock  represented  hy  a  substantial  interest 
of  this  Corporation  in  the  common  stock  of  another  company  which  in  turn  has  a  sub- 
stantial interest  in  the  common  stock  of  this  Corporation  ;  and 

Resolved,  That  the  officers  and  accountants  of  this  Corporation  be  authorized  and 
instructed  to  apply  and  make  use  of  such  formula  as  may  be  devised  pursuant  to  the 
foregoing  resolution. 

'61  Op.  cit.  supra,  note  666,  at  13283-5. 

'5°  The  stock  dividend  policy  of  The  North  American  Company  had  other  complicating- 
factors.  Since  subsequent  to  1922  Central  States'  principal  asset  lay  in  the  common  stock 
of  The  North  American  Company,  which  from  1923  had  declared  stock  dividends  only,  the 
cash  earnings  of  Central  States  became  inadequate  to  meet  the  interest  and  dividend 
requirements   on  its  increasing  amount  of  senior  financing.     However,   for  the  two  years. 
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in  inaugurating  a  10%  periodic  stock  dividend  policy  by  The  North 
American  Company,  which  was  later  adopted  by  Central  States  itself 
and  the  other  investment  companies  in  the  group  ^^'^  with  the  result 
that  for  the  period  1927  to  1935  stock  dividends  constituted  almost 
the  entire  income  of  Central  States/^^  with  common  stock  dividends 
from  The  North  American  Company  as  the  most  important  single 
item.''^® 

One  problem  presented  by  the  payment  of  periodic  stock  dividends 
is  that  such  payment  tends  to  establish  a  regular  stock  dividend  rate, 
the  market  value  of  which  when  paid  may  greatly  exceed  the  amount 
of  the  actual  earnings  of  the  company  as  was  the  case  in  respect  to  the 
North  American  Company.  Thus  the  securities  of  the  company 
paying  stock  dividends  will  appear  "unduly  attractive  to  the  un- 
intelligent buyer,  who  is  deceived  by  the  high  cash  value  of  the  cur- 
rent payments  in  stock"  since  it  "requires  some  insight  into  corpo- 
rate accounting  methods  to  realize  the  true  significance  of  such  stock 
dividend  payments."  "^^  The  ordinary  stock  dividend  policy  may 
also  create  a  vicious  circle  of  inflation,  since  the  higher  the  market 
price  the  greater  the  apparent  value  of  the  stock  dividends  paid 
which  in  turn  may  lead  to  a  higher  market  price  of  the  stock  itself  .^''^ 
An  even  greater  disproportion  between  the  market  price  of  common 
stock  dividends  and  actual  earnings  tended  to  exist  in  respect  to  the 


1927  and  1928,  Central  States  paid  out  in  cash  dividends  approximately  $1,500,000  on  its 
preferred  stocks  and  approximately  $2,200,000  on  its  common  stock  (op.  cit.  supra,  note 
666,  at  12630).  Central  States  also  paid  cash  dividends  on  its  common  stock  in  1929 
and  1930  (reply  to  Commission's  questionnaire  for  Central  States  Electric  Corporation, 
Pts.  II  and  V  [item  39]),  of  which  sum  rouglily  97%  went  to  Mr.  Williams  by  virtue  of 
his  common  stock  holdings  in  that  percentage. 

Yet  to  pay  cash  dividends  on  its  outstanding  common  and  preferred  stock  Central  States 
in  one  instance  at  least  raised  funds  by  selling  preferred  stock  to  the  public.  The  $10,000,- 
000  raised  from  the  issue  of  preferred  stock  on  September  5,  1928.  was  used  not  only  to 
buy  more  North  American  common  stock,  but  was  also  used,  as  Mr.  Kilmarx  admitted, 
"to  pay  dividends  on  common  stock  to  the  extent  of  $2,000,000"'  (op.  cit.  supra,  note  666, 
at  12633-4).  The  offering  circular  for  this  issue  stated  "the  proceeds  *  *  *  are  to 
be  used  to  acquire  additional  investments,  and  for  other  corporate  purposes"  (id..  Com- 
mission's Exhibit  No.  1228). 

'5«Id.,  at  12528  et  seq.  and  Commission's  Exhibits  Nos.  1205,  1239,  1240,  1243,  1259, 
1267,  and  1288. 

"^"^  For  the  period  1927-35  Central  States'  ordinary  income  from  stock  dividends,  taken 
at  their  market  values  at  or  about  the  record  dates,  was  apprqiximately  $49,500,000 
(before  appropriations  of  some  $28,000,000  in  reduction  of  the  book  values  of  these  stock 
dividends),  while  its  cash  income  was  only  approximately  $5,0ti0,000.  Over  tbe  period 
its  interest  payments  on  funded  debt  and  other  similar  items  were  over  $17,000,000,  its 
cash  dividend  payments  on  preferred  stocks  roughly  $5,000,000,  and  its  cash  dividends  on 
common  stock  $8,500,000  (reply  to  Commission's  questionnaire  for  Central  States  Electric 
Corporation,  Pt.  11). 

'5s  Op.  cit.  supra,  note  666,  Commission's  Exhibit  No.  1237. 

""Graham,  Benj.,  and  Dodd,  D.  L.,  Security  Analysis  (1934),  pp.  344-5,  which  shows 
that  from  1924  through  1932  the  market  value  of  the  10%  periodic  stock  dividends  of 
The  North  American  Company  exceeded  the  earnings  per  share  of  that  company  each  year 
and  in  1929  by  more  than  twice  the  amount  of  the  actual  earnings  of  the  company. 

'60  As  was  stated  by  Messrs.  Graham  and  Dodd,  the  result  of  such  an  arrangement  is 
"deceptive  and  supplies  an  unwholesome  impetus  to  riotous  speculation  as  well  as  to 
thoughtless  investment."  The  relation  of  this  policy  to  investment  companies,  and  par- 
ticularly to  Central  States  Electric  Corporation,  is  pointed  out  as  follows  (id.,  at  346-7)  : 

Example  of  Vicious  Pyramiding  on  Stock  Dividends. — During  the  boom  years  periodic 
stock  dividends  were  made  the  medium  of  an  especially  vicious  pyramiding  of 
reported  profits.  An  operating  company  would  pay  out  stock  dividends  with  a  market 
value  more  than  its  current  earnings,  and  in  turn  an  investment  trust  or  holding 
company  would  report  these  stock  dividends  as  income  in  an  amount  equal  to  the 
market  value. 
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common  stock  of  The  North  American  Company,  Central  States,  and 
other  investment  companies  in  the  gronp  becanse  of  the  strong  in- 
fluence of  the  trading  and  distribution  activities  engaged  in  by  Nasco,, 
Central  States,  and  other  affiliated  companies  or  persons,  already 
mentioned. 

The  treatment  of  stock  dividends  received  by  Central  States  in  1928 
and  1929  during  the  major  period  of  the  sale  of  securities  by  the  group 
tended  to  reflect  these  distorting  influences,  since  stock  dividends  re- 
ceived by  Central  States  were  treated  as  income  and  were  carried  at 
their  approximate  market  value  immediately  following  the  record  date 
for  each  dividend,^"  practices  not  generally  followed  today.^*'^  AVhile. 
that  part  of  the  portfolio  acquired  through  purchases  was  carried  at 
cost,  the  other  part  received  as  stock  dividends  was  carried  at  market 
prices  prevailing  at  the  time  of  payment,  thus  giving  effect  to  stock 
dividends  as  actual  earnings  when  in  fact  they  had  not  been  realized 
in  cash.  Moreover,  the  dangers  existing  from  such  treatment  of 
periodic  stock  dividends  were  greatly  augmented  in  respect  to  Central 
States  because  it  was  the  top  company  in  1929  of  a  pyramided  system 
of  a  number  of  related  companies  paying  periodic  stock  dividends.'^'^^ 
The  importance  of  this  treatment  of  stock  dividends  is  illustrated  by 
the  offering  circular  of  Central  States  for  the  use  of  $25,000,000  of 
debentures  in  September  1929  which  showed  the  company's  annual 
interest  requirement  after  the  new  issue  to  be  $2,300,000  and  the  in- 
come available  to  meet  these  charges  to  be  $19,300,000.  Yet  the  detail 
respecting  this  available  income  showed  that  cash  dividends  repre- 
sented only  $800,000,  that  approximately  $12,000,000  came  from  stock 
dividends  (largely  from  taking  the  common  stock  of  The  North 
American  Company  in  income  at  its  market  value  folloAving  the  record 
date  for  each  dividend)  and  that  $7,600,000  came  from  the  uncertain 
item,  profit  on  the  sale  of  securities.'^'^* 

(h)  Lack  of  Relation  of  Asset  Value  to  Market  Prices 

As  a  result  of  these  financing  transactions,  rising  security  markets, 
various  trading  operations,  and  concentrated  distribution  activities  by 


■^81  Subsequently,  however,  namely,  as  of  December  31,  1929,  Central  States  changed  this 
method  of  valuing  stock  dividends  by  setting  up  a  reserve  for  the  excess  of  their  book 
value  over  their  market  value  at  that  time.  In  1930  and  subsequent  years  a  complete 
reserve  was  set  up  against  stock  dividends  as  income.  While  Mr.  Kilmarx,  president  of 
Central  States,  refused  to  admit  that  this  treatment  of  valuation  of  stock  dividends  was 
an  unsound  method,  was  misleading,  or  that  the  corporation  had  in  effect  admitted  the 
unsoundness  of  the  practice  by  its  later  change  in  method,  he  did  not  contend  that  it  was 
standard  practice  today  (op.  cit.  supra,  note  666,  at  12639). 

Its  Over  three-quarters  of  a  group  of  69  investment  companies  examined  for  their  account- 
ing practices  did  not  treat  stock  dividends  as  income  over  the  period  1927-35.  For  a  more 
complete  discussion  of  Central  States  in  this  respect,  see  Ch.  VI  of  this  part  of  the  report, 
Sec.  I,  B,  16,  a.  A  common  method  prevailing  at  the  time  and  today  is  to  add  shares 
received  as  dividends  to  the  investment  account  at  no  value,  thereby  reducing  the  average 
cost  of  all  the  shares  in  the  same  security  account. 

''^  See  supra,  Chart  8,  p.  1684. 

™*  Op.  cit.  supra,  note  666,  Commission's  Exhibit  No.  1237.  The  offering  circular  for  the 
Issue  of  $20,000,000  of  debentures  of  December  27,  1927,  showed  that  the  interest  require- 
ments after  the  issue  would  be  $1,000,000,  yet  the  cash  dividends  available  in  1927  were  only 
$5.5,500.  The  offering  circular  nevertheless  indicated  available  earnings  of  about  $5,000,000, 
of  which  over  $4,000,000  was  derived  from  taking  the  stock  dividends  of  The  North 
American  Company  at  their  market  value  when  received,  while  $881,000  was  "other  income" 
(id.,  Commission's  Exhibit  No.  1222).  *  -    - 
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Harrison  Williams  and  other  sponsors  of  the  investment  companies  in 
the  Central  States  group  and  of  other  factors  generally  present  in  this 
1928-1929  period,'*^^  the  aggregate  market  price  of  all  the  outstanding 
securitv  issues  of  Central  States  rose  from  $44,000,000  as  of  January  1, 
1928  to"  over  $730,000,000  as  of  August  30,  1929.'«'5  Qf  ^^ig  increase  in 
market  value,  less  than  $75,000,000  was  attributable  to  new  capital 
raised  by  the  public  sale  of  securities  issues  of  Central_ States.' '^^  The 
success  of  Mr.  Williams  in  achieving  one  of  his  objectives,  namely,  to 
increase  the  market  price  of  Central  States  common  stock,  is  illus- 
trated by  a  comparison  of  the  market  behavior  of  that  stock  with  the 
common  stock  of  The  Northern  American  Company,  Central  States' 
principal  asset.  A  hundred  dollars  invested  in  1923  in  North  Amer- 
ican common  stock  would  have  represented  a  market  value  of  about 
$1,650  by  August  30,  1929,  yet  a  hundred  dollars  invested  in  1923  in  the 
common  stock  of  Central  States  would  have  had  a  market  value  of 
$53,991  as  of  August  30,  1929.  or  over  thirty  times  as  much  as  thei 
hundred-dollar  investment  in  the  North  American  common  stock.^®® 
The  aggregate  market  price  of  all  the  outstanding  Central  States  com- 
mon stock  alone  rose  to  $680,000,000,  or  three  times  its  underlying 
asset  value — a  premium  of  200%.^^^  Mr.  Williams  at  this  time  owned 
approximately  90%  of  all  the  outstanding  common  stock,  or  a  block 
of  common  stock  with  an  aggregate  market  price  of  over  $610,000,000. 
Since  the  underlying  net  asset  value  was  determined  by  marking 
down  Central  States'  holdings  of  the  securities  of  the  other  investment 
companies  in  the  group  to  the  asset  values  of  such  securities  and  taking- 
all  other  securities  at  market,""  its  calculation  does  not  take  into 
account  any  inflation  that  may  have  existed  in  other  than  investment 
companies  in  the  group,  such  as  in  the  common  stock  of  The  North 
American  Company.  However,  the  securities  of  Central  States  were 
not  sold  on  the  basis  of  this  underlying  net  asset  value,  but  rather  were 
sold  on  the  basis  of  taking  Central  States'  holdings  of  securities  of 
affiliated  companies  in  the  group  at  their  market  values.  Thus  the 
circular  for  the  $25,000,000  of  debentures  sold  in  September  1929  rep- 
resented that  Central  States'  assets  at  market  value  were  in  excess  of 
$350,000,000  as  of  September  6,  1929.  This  figure  obviously  repre- 
sented a  substantial  increase  over  the  underlying  net  asset  value  of  the 
Central  States'  assets,  since  seven  days  earlier,  the  date  for  which 
figures  are  available,  more  than  25%  of  the  market  value  of  its  assets 
represented  inflation  traceable  to  carrying  the  securities  of  other  com- 

-65  por  a  description  of  this  period  in  investment-company  history  see  Ch.  I  of  this  part  of 
the  report,  pp.  2-17. 

■"^  Op.  cit.  supra,  note  666,  Commission's  Exhibit  1206.  The  aggregate  marljet  value 
of  the  outstanding  securities  of  Central  States  Electric  Corporation  and  affiliated  investment 
companies  in  August  1929  amounted  to  ahnost  one  billion  dollars  and  represented  a  premium 
of  about  2%  times  the  consolidated  net  assets  of  the  companies  in  the  group  (id..  Commis- 
sion's Exhibit  No.  1247). 

'^^''  See  supra,  note  707. 

'''s  See  Ch.  I  of  this  part  of  the  report,  pp.  16-17. 

■69  By  August  30,  1929,  the  assets  of  Central  States  vrere  $253,700,000  at  underlying  asset 
values,  of  ■which-'$211, 200,000  was  applicable  to  the  common  stock  (op.  cit.  supra,  note  666, 
Commission's  Exhibit  No.  1206).  This  calculation  was)  made  by  taking  the  securities  of 
affiliated  companies  in  the  portfolio  of  Central  States  at  their  asset  value  and  the  remaining 
securities  in  the  portfolio  of  Central  States  at  their  market  values  (ibid.). 

™  For  an  illustration  of  the  premiums  existing  in  the  various  companies  in  the  System, 
see  supra,  Chart  8,  p.  1684. 
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panies  in  the  group  at  their  market  value  instead  of  at  tlieir  underly- 
ing net  asset  value.'^'^^ 

Chart  9  illustrates  not  only  the  many  complexities  that  existed  for 
the  investor  in  the  Central  States  group  at  about  its  peak  size,  Sep- 
tember 30,  1929,  but  also  the  premium  of  some  $420,000,000  which 
the  market  price  of  the  common  stock  of  Central  States  represented 
over  its  underlying  net-asset  value.  Two-thirds  of  the  total  market 
value  of  the  common  stock  of  Central  States  was  represented  by  this 
premium,  which  reflected  not  only  its  own  premium  in  market  price 
but  also  the  premiums  that  existed  in  the  market  prices  of  the  securi- 
ties of  the  other  investment  companies  in  the  group  which  were  held 
directly  or  indirectly  by  Central  States/'^  Chart  9  further  illustrates 
the  interlocking  relations  between  the  various  companies  in  the  group, 
the  remoteness  of  Central  States  from  the  basic  sources  of  earnings, 
the  operating  companies  owned  by  The  North  American  Company; 
and  indicates  how  any  inflation  or  distortion  of  earnings  or  market 
prices  in  any  one  of  the  underlying  companies  in.  the  group  would  be 
carried  into  and  magnified  in  the  top  company.  Finally,  it  illustrates 
the  numerous  personal  holding  companies  (New^  Empire  Corp.,  Fed- 
eral Utilities,  Inc.,  Eector  Utilities  Corp.,  Columbia  Utilities  Corp., 
Electric  Investment  Corp.,  Utilities  Securities  Corp),  as  well  as  the 
distribution  company  (Nasco),  which  were  owned  by  Mr.  Williams 
and  used  by  him  in  controlling  the  Central  States  system  in  1929.'"^ 

(4)  SUBSEQUENT  EXPERIENCE  OF  CENTRAL  STATES 

It  is  clear  that  the  major  period  of  sale  of  securities  of  the  com- 
pany occurred  under  circumstances  which  obscured  and  distorted  the 
investment  merits  of  those  securities:  and  the  real  worth  of  the  com- 
panies' assets  and  earnings.  A  number  of  f actors- — the  marketing  of 
securities,  repurchase  activities,  trading  accounts  in  the  Central  States 
stock  in  the  various  investment  companies  in  the  group  and  in  the 
common  stock  of  The  North  American  Company,  the  payment  and 
treatment  of  stock  dividends,  conversion  privileges,  pyramiding  of 
companies^ — all  resulted  in  the  market  prices  of  Ce/iitral  States  securi- 
ties having  little  relation  to  their  underlying  earnings  or  asset  values. 
Wliile  it  is  not  possible  to  state  exactly  the  degree  of  causal  relation- 
ship between  the.se  complicating  factors  and  the  collapse  in  1929  and 
thereafter'  of  the  market  and  asset  values  of  Central  States'  securities, 
nevertheless  that  they  contributed  to  this  collapse  is  beyond  question. 

With  the  general  decline  in  values  following  the  market  collapse  of 
1929,  the  securities  of  Central  States  Electric  Corporation  experienced 
a  severe  shrinkage,  both  assetwise  and  marketwise.     By  1932  the  assets 

•'^^Aa  of  August  30,  1929,  Central  States'  assets  at  maiket  value  were  approximately 
$346,500,000,  while  by  taking  the  securities  of  affiliated  companies  in  the  group  at  their  net 
asset  value,  its  assets  aggregated  $253,700,000  (op.  cit.  supra,  note  666,  Commission's' 
Exhibit  No.  1206). 

"2  This  premium  does  not  include,  however,  the  premium  from  any  excess  of  market  value 
over  underlying  values  of  the  outstanding  securities  of  The  North  American  Company  and 
subsidiaries,  the  market  value  of  which  was  approximately  twice  their  book  value  at  this 
time. 

™A  list  of  controlled  companies  from  January  1,  1927,  to  December  31,  1936,  was  derived 
from  supplementary  information  supplied  the  Commission  for  Central  States  Electric  Cor- 
poration. 
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of  Central  States  at  market  values  were  $40,000,000,  and  were  less  than 
sufficient  to  cover  the  face  amount  or  par  value  of  its  outstanding 
senior  securities.' '*  As  of  June  30,  1938 — when  the  principal  invest- 
ment of  Central  States  still  lay  in  the  common  stock  of  The  North 
American  Company — the  investment  company  reported  assets  (con- 
sisting of  a  relatively  small  amount  of  cash  and  securities  taken  at 
market  values)  of  but  slightly  more  than  $19,700,000  with  over  $56,- 
000,000  of  its  own  senior  securities  outstanding,  although  as  of  Sep- 
tember 1929  its  assets  at  market  values  were  over  $350,000,000  and  it 
had  senior  securities  outstanding  of  $73,233,600.' '=  The  market  ap- 
praisal on  June  30,  1938  of  the  outstanding  senior  securities  was, 
roughly,  only  one-quarter  of  their  principal  or  par  value,  and  but  70% 
of  the  assets  available  to  meet  their  claims,  as  follows :  ''^ 


Principal 
amount  or  par 
value  of  out- 
standing secur- 
ities 

Last  mar- 
ket price 

Value  of  out- 
standing se- 
curities at 
market 

Funded  debt: 

5%  debs.,  due  1948  

$13, 120, 000 
23, 099, 000 

34  H 

$4,  575,  600 

5}4%  debs.,  due  1954  .      .  - 

36,  219, 000 

12,  544, 755 

Preferred  stock: 
7%pfd 

6,  888, 000 
9, 484, 000 
1,531,300 
3, 166, 100 

8 
6?^ 

997  600 

6%pfd 

Conv.  pfd.  (of  1928). 

122,  504 
201  839 

Conv.  pfd.  (of  1929). 

21, 061, 400 
"  10,105,020 

1, 843,  563 

Common  stock 

5,  684, 130 

20, 072, 448 

Furthermore,  Central  States  Electric  Corporation  had  been  con- 
structed after  1922  mainly  around  its  acquisition  and  ownership  of  the 
stock  of  The  North  American  Company,  and  its  interest  in  this  utility 
company  had  been  frequently  utilized  as  a  sales  feature  in  the  market- 
ing of  securities  to  the  public.  Yet  by  the  end  of  1938,  Central  States 
substantially  reduced  its  direct  and  indirect  interest  in  The  North 
American  Companv,  until  at  the  close  of  1938  its  aggregate  holdings 
dropped  to  but  8.18%  of  this  stock,  the  reduction  having  been  occa- 
sioned apparently  by  Central  States'  policy  to  avoid  its  coming  within 
the  provisions  of  the  Public  Utilitv  Holding  Company  Act  of  1935.'" 
As  of  June  30,  1939,  Central  States  owned  less  than  $12,000,000  in 
assets  comprising  cash  and  investments  taken  at  market  prices,  while 
it  had  outstanding  $27,479,000  in  debentures  and  more  than  $21,000,000 

"■*  Op.  cit.  supra,  note  666,   Commission's  Exhibit  No.   1206. 

•''s  Id.,  Commission's  Exhibit  No.  1237,  and  Interim  Report  to  Stockholders,  June  30,  1938. 
"'« Interim  Report  to  Stockholders,  June  30,  1938.  and  Bank  ana  Quotation  Record,  July 
1938. 

■7"  Annual  Report  to  Stockholders,  1938. 

153373—41 59 
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in  issues  of  preferred  stocks/'**  Thus,  if  the  outstanding  debentures 
had  been  due  June  30,  1939,  instead  of  in  1948  and  1954,  respectively, 
the  company  Avould  have  been  insolvent.^'" 

V.  SPECIFIC  INEQUITIES  OF  MULTIPLE-SECURITY 
CAPITAL  STRUCTURES 

The  previous  sections  have  treated  the  advantages  which  are  avail- 
able to  the  sponsor,  and  the  disadvantages  to  which  the  general  invest- 
ing public  is  exposed,  from  the  very  inception  of  the  multiple-security 
investment  company,  by  virtue  of  the  innate  characteristics  of  that 
type  of  structural  set-up.  Many  sponsors  secured  to  themselves  con- 
trol of  investment  companies,  although  they  contributed  a  minimum 
part  of  the  total  investment  in  these  organizations ;  arranged  to  obtain 
for  themselves  the  major  share  in  earnings  and  profits;  and  provided 
themselves  with  the  possibility  of  a  facile  and  advantageous  retire- 
ment from  the  company.  The  capital  set-up,  on  the  other  hand,  from 
the  very  organization  of  the  multiple-security  company  has  dis- 
franchised a  large  proportion  of  the  investors;  has  provided  inade- 
quate coverage  and  safeguards  for  the  senior  securities ;  has  rendered 
possible  the  prospective  selling  of  the  investor  "down  the  river" ;  has 
inflicted  upon  the  general  investors,  collectively,  exposure  to  the  greater 
part  of  losses  in  operation ;  has  prompted  the  sponsor  to  a  speculative 
policy  in  the  management  of  the  company ;  and  has  produced,  in  many 
instances,  so  intricate  and  complicated  a  structure  as  to  deprive  the 
ordinary  investor  of  an  understanding  of  his  rights. 

The  respective  advantages  and  disadvantages  discussed  above  attach 
from  the  formation  of  the  company  by  the  sponsors  and  flow  immedi- 
ately from  the  intrinsic  character  of  the  multiple-security  structure 
as  the  latter  has  manifested  itself  in  the  investment  company  field. 
In  that  sense  they  may  be  said  to  be  inherent  in  the  common  pattern 
of  the  multiple-security  structure. 

Moreover,  the  existence  of  two  or  more  classes  of  securities  permits 
the  sponsor,  throughout  the  life  of  the  company,  to  adopt  specific 
measures  and  practices  which  may  be  favorable  to  one  class  of  securi- 
ties and  prejudicial  to  interests  of  another  class  of  securities  or  to  the 
company  as  a  whole.  It  permits  the  management,  frequently,  to  cause 
the  company  to  engage  in  activities  which  have  a  discriminatory  effect 
between  classes  of  securities  and  which  tend  to  favor  the  shareholdings 
of  the  management.  For  example,  a  management  may  distribute  to 
junior  securities  dividends  out  of  contributed  capital  or  capital  gains 
to  the  prejudice  of  senior  securities;  may  utilize  the  power  of  "calling" 
senior  securities  for  redemption  in  order  to  shift  asset  values  from  the 
senior  security  holders  to  the  junior  security  holders;  may  embark 
upon  a  policy  of  repurchases  of  outstanding  security  issueo  tending  to 
cause  an  unnecessary  asset  loss  to  one  class  of  security  holders  and 
a  corresponding  gain  in  assets  to  another  class ;  may  utilize,  the  funds 
of  the  investment  company  to  repurchase  senior  securities  at  a  premium 
in  order  to  facilitate  its  own  market  operations  in  the  common  stock ; 

"s  Interim  Report  to  Stockholders,  June  30,  1939. 

■"s  For  a.  discussion  of  the  payment  of  interest  on  these  debentures  out  of  capital  assets 
during  recent  years,  see  infra,  pp.  1807-19. 
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or  may  prefer  one  group  of  security  holders  in  repurchases  of  its  own 
securities. 

A  management  may  seriously  weaken  the  existing  priority  of  a  pre- 
ferred stock  through  contracting  bank  debts  which  are  entitled  to  a 
prior  lien  on  assets  or,  in  the  absence  of  adequate  safeguards,  by  the 
assumption  of  a  bond  issue  of  an  affiliated  company  or  by  the  issuance 
of  bonds  or  another  class  of  preferred  stock  with  equal  or  superior 
privileges.  Through  the  voting  power  which  it  may  wield,  a  manage- 
ment can  effect  exchange  programs,  consolidations,  and  mergers 
through  which  the  senior  security  holder  receives  a  new  security  which 
has  less  asset  value  or  less  protective  provisions  than  that  Avhich  he 
surrenders.  Managements,  or  interests  associated  with  them,  have  de- 
pressed the  market  price  of  a  preferred  stock  of  their  own  company 
in  order  that  they  might  effect  private  purchases  of  those  securities 
cheaply  and  then  exercise  the  power  to  effect  liquidation  of  the  com- 
pan}^  with  a  resultant  profit  equal  to  the  difference  between  the  market 
price  and  the  asset  value  of  the  prefered  stock. 

The  right  held  by  preferred  stock  to  vote  or  to  take  over  the  man- 
agement upon  certain  contingencies  has  been  evaded  or  nullified  by 
practices  initiated  by  existing  managements.  The  most  significant 
right  of  the  senior  security  holder — the  right  to  receive  full  pay- 
ment of  the  principal  or  specified  sum  upon  dissolution  and  liquida- 
tion— has  in  many  instances  proved  illusory  because  of  the  dissipa- 
tion of  assets  of  the  company  and  "unloading"  of  dubious  securities 
and  assets  upon  the  company  by  the  management. 

These  activities  of  managements  have  been  more  injurious  to 
preference  stock  and  debenture  holders  than  to  the  common  stock- 
holders. The  debenture  holders  have,  in  addition,  been  exposed 
to  additional  inequities,  particularly  with  respect  to  the  protective 
features  of  this  type  of  security. 

The  succeeding  sections  will  present  illustrations  of  inequities  which 
have  resulted  from  or  have  been  greatly  facilitated  by  capital  struc- 
tures of  more  than  one  class  of  securities. 

A.  Specific  Inequities  in  Relation  to  Preference  Stocks 

1.  DISTEIBUTING  ASSETS  BY  WAY  OF  DIVIDENDS  TO 
THE  PEEJUDICE  OF  SENIOR  SECURITY  HOLDERS 

Payment  of  dividends  is  a  distribution  of  the  assets  of  the  company 
in  which  all  security  holders  have  a  present,  future,  or  contingent 
interest.  In  the  case  of  a  single-stock  company,  payment  of  any 
dividend  results  in  a  uniform  distribution  of  assets  to  all  security 
holders  and  whether  the  payment  is  out  of  earnings  or  out  of  capital, 
no  discrimination  between  stockholders  exists.  Although  partial 
liquidation  or  a  diminution  of  the  working  capital  may  be  brought 
about  by  the  payment  of  dividends  out  of  capital  in  the  case  of  a 
single-stock  company  also,  yet  such  distributions  affect  equally  all 
who  have  a  proprietary  interest  in  the  company  and  do  not  contain 
any  elements  of  favoritism  or  discrimination  between  classes  of 
stockholders.^ 


1  Distribution  of  dividends   out  of  capital  as  a  possible  wrong  against  creditors  is  not 
considered  at  this  point. 
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In  a  multiple-security  company,  the  extent  and  quality  of  the 
rights  and  claims  of  the  various  classes  of  securities  against  the 
assets  of  the  company  differ.  Hence,  the  disposition  of  assets  by  a 
company  by  way  of  dividends  to  any  class  of  stock  is  of  vital  im- 
portance to  all  the  other  classes  and  may  readily  constitute  a  serious 
wrong  to  other  classes  of  securities  which  may  be  entitled  under 
the  circumstances  to  have  the  assets  retained.  That  the  manner  in 
which  assets  of  the  company  are  to  be  distributed  in  the  form  of 
dividends  among  the  various  classes  of  security  holders  is  all-im- 
portant is  proved  by  the  fact  that  the  charters  generally  provide 
that  no  dividends  may  be  paid  to  so-called  "junior  securities"  until 
certain  specified  dividends  have  been  paid  to  so-called  "senior  se- 
curities.'' This  "priority"  right  to  dividends  alone  may  be  insufficient 
to  protect  or  safeguard  the  senior  securities,  as  the  company  might, 
in  the  absence  of  any  other  limitation,  pay  the  specified  limited 
dividend  on  the  preferred  stock  and  transfer  a  substantial  part  of 
the  remaining  assets  of  the  company,  in  the  form  of  dividends,  to 
the  junior  classes  of  stock.  State  statutes  at  the  present  time  do 
not  permit  an  absolutely  unhampered  freedom  in  the  payment  of 
dividends.  However,  the  corporation  laws  do  generally  permit  a 
degree  of  freedom  of  action  which  allows  a  management  to  dis- 
tribute as  dividends  to  junior  security  holders  assets  which  in  all 
fairness  should  be  retained  intact  by  the  company  for  the  protection 
and  safeguarding  of  the  senior  securities. 

a.  Payment  of  Dividends  to  Common  Stock  or  a  Junior  Preferred 
Stock  out  of  Contributed  Capital 

The  difficulties  inherent  in  the  existence  of  more  than  one  class  of 
stock  are  illustrated  by  the  not  uncommon  practice  of  distributing 
to  junior  securities  dividends  wdiich  constitute  in  fact,  although  not 
in  form,  capital  contributed  to  the  company,  instead  of  earnings  of 
the  company.  The  management  of  the  company,  which  may  have  a 
much  greater  pecuniary  interest  in  the  common  stock  than  in  the 
senior  securities,  may  be  motivated  to  distribute  dividends  to  the 
common  stock  even  though  the  company  has  not  a  surplus  over  the 
invested  capital  from  which  to  distribute  them.  However,  if  divi- 
dends are  paid  to  the  common  stockholders  out  of  capital  contribu- 
tions a  serious  injury  would  be  perpetrated  upon  the  preferred  stock- 
holders when  the  latter  are  deprived  of  that  margin  of  safety  or 
"capital  cushion"  consisting  of  the  fund  paid  in  by  the  common  stock 
upon  the  existence  of  which  the  preferred  stockholders  rely  in  pur- 
chasing their  stock.  Of  course,  this  injury  would  be  more  acute  if 
the  dividencls  were  paid  from  capital  contributed  by  preferred  stock- 
holders. 

The  continued  existence  of  the  cushion  for  the  preferred  stock, 
which  is  thus  diminished  by  the  payment  of  common  dividends,  is 
of  vital  importance  to  the  preferred  stockholders  in  at  least  two 
respects:  (a)  As  a  margin  of  protection  against  the  impairment 
through  subsequent  losses  of  the  capital  contributed  by  the  preferred 
stock  itself,  and  (b)  as  part  of  the  working  capital  of  the  company, 
in  addition  to  that  contributed  by  the  preferred  stock  which  could  be 
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used  to  increase  the  corporate  earnings  available  for  preferred 
dividends.^ 

Those  distributions  of  dividends  to  a  junior  preferred  stock  which 
operate  as  an  impairment  of  the  contributed  capital  are  as  preju- 
dicial to  the  holders  of  a  prior  preferred  stock  as  such  distributions 
to  the  common  stock  are  to  every  senior  security.  The  '"cushion"  with 
which  that  prior  preferred  stock  has  been  provided  and  the  working 
capital  which  the  company  is  supposed  to  have  at  its  disposal  are 
diminished.^ 

The  corporation  laws  of  many  states  purport  to  protect  the  "cap- 
ital" of  the  company  from  distribution  as  dividends,*  but  the  "cap- 
ital" which  is  thus  protected  is  not  the  entire  consideration  received 
by  the  company  for  the  sale  of  its  securities,  but  only  that  part  of  the 
consideration  received  which  may  have  been  designated  by  the  man- 
agement as  "capital"  in  accordance  with  provisions  of  state  statutes 
that  permit  the  creation  of  "stated  capital"  and  "paid-in  surplus."  ^ 
The  par  value  stock  is  often  sold  at  a  so-called  "premium"  or  at  a 
price  above  the  par  value  of  the  stock  and  the  excess  is  treated  as 
paid-in  surplus.^  In  the  case  of  no  par  value  stock  most  corpora- 
tion statutes  permit  the  directors  of  a  corporation,  in  their  discretion, 
to  allocate  a  portion  of  the  contribution  received  for  such  stock  to 


2  In  some  ■  instances  the  junior  preferred  is  largely  a  "management"  stock  retained,  like  a 
substantial  part  of  the  common  stock,  by  the  sponsoring  and  controlling  interests.  See 
United  States  &  Foreign  Securities  Corporation,  supra,  p.   1598-1602. 

8  Graham,  Benj.,  and  Dodd,  D.  L.,  Security  Analysis  (1934),.  pp.  224-277.  See  the  Com- 
mission's Report  on  the  Study  and  Investigation  of  the  Work,  Activities,  Personnel  and 
Functions  of  Protective  and  Reorganization  Committees,  Part  VII,  Sec.   III. 

^  "The  directors  of  every  corporation  created  under  this  Chapter,  subject  to  any  restric- 
tions contained  in  its  Certificate  of  Incorporation,  shall  have  power  to  declare  and  pay 
dividends  upon  the  shares  of  its  capital  stock  either  (a)  out  of  its  net  assets  in  excess  of 
its  capital  as  computed  in  accordance  with  the  provisions  of  Sections  14,  26,  27,  and  28 
of  this  Chapter,  or  (b),  in  case  there  shall  be  no  such  excess,  out  of  its  net  profits  for  the 
fiscal  year  then  current  and/or  the  preceding  fiscal  year  ;  provided,  however,  that  if  the 
capital  of  the  corporation  computed  as  aforesaid  shall  have  been  diminished  by  depreciation 
in  the  value  of  its  property,  or  by  losses,  or  otherwise,  to  an  amount  less  than  the  aggre- 
gate amount  of  the  capital  represented  by  the  issued  and  outstanding  stock  of  all  classes 
having  a  preference  upon  the  distribution  of  assets,  the  directors  of  such  corporation  shall 
not  declare  and  pay  out  of  such  net  profits  any  dividends  upon  any  shares  of  any  classes 
of  its  capital  stock  until  the  deficiency  in  the  amount  of  the  capital  represented  by  the 
issued  and  outstanding  stock  of  all  classes  having  a  preference  upon  the  distribution  of 
assets  shall  have  been  repaired"  (Delaware  Corporation  Law,  Sec.  34,  as  amended  in  1927). 

'Thus  the  Delaware  Corporation  law  authorizes  the  payment  of  dividends  (1)  from  net 
assets  in  excess  of  management-allocated  "capital"  or  (2)  from  the  net  profits  of  the  cur- 
rent or  preceding  fiscal  year  provided  that  the  net  assets  are  not  less  than  the  aggregate 
amount  of  "capital"  allocated  by  the  directors  to  all  classes  of  securities  having  a  preference 
upon  the  distribution  of  the  corporation's  assets   (Delaware  Corporation  Law,  Sec.  34). 

8  Dewing,  A.  S.,  Financial  Policy  of  Corporations  (3d  rev.  ed.,  1934).  pp.  585-8;  Mont- 
gomery, R.  H.,  Financial  Handbook  (2d  ed.,  1932),  pp.  570-1.  The  Delaware  law  provides 
as  follows : 

Any  corporation  may  by  resolution  of  its  Board  of  Directors  determine  that  only  a 
part  of  the  consideration  which  shall  be  received  by  the  corporation  for  any  of  the 
shares  of  its  capital  stock  which  it  shall  issue  from  time  to  time  shall  be  capital ; 
provided,  however,  that,  in  case  any  of  the  shares  issued  shall  be  shares  having  a  par 
value,  the  amount  of  the  part  of  such  consideration  so  determined  to  be  capital  shall 
be  in  excess  of  the  aggregate  par  value  of  the  shares  issued  for  such  consideration 
having  a  par  value,  unless  all  the  shares  issued  shall  be  shares  having  a  par  value,  in 
which  case  the  amount  of  ,the  part  of  such  consideration  so  determined  to  be  capital 
need  be  only  equal  to  the  aggregate  par  value  of  such  shares.  In  each  such  case  the 
Board  of  Directors  shall  specify  in  dollars  the  part  of  such  consideration  which  shall 
be  capital  (Delaware  Corporation  Law,  Sec.  14,  Del.  Rev.  Code  (19351,  c.  65,  §  28). 
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paid-in  surplus.'  In  general  the  directors  may  declare  dividends 
out  of  such  paid-in  surplus.^  Investment  companies  in  the  great 
majority  of  cases  have  been  incorporated  in  states  permitting  the 
allocation  of  a  portion  of  contributed  capital  to  paid-in  surplus  and 
the  payment  of  dividends  therefrom.^  Whenever  the  directors  are 
empowered  to  designate  a  part  of  the  capital  contributed  by  the  pre- 
ferred stockholders,  as  well  as  that  contributed  by  the  common  stock- 
holders, as  such  paid-in  surplus,  the  management  is  in  a  position  to 
return  to  common  stockholders  as  dividends  part  of  the  capital  in- 
vested by  them  in  the  company  and,  should  it  desire  to  go  so  far  as 
to  distribute  to  common  stockholders  part  of  the  consideration  paid 
into  the  company  by  the  preferred  stockholders.^"     Thus  at  the  very 

■^  Weiner,  Amount  Availahle  for  Biviclends  Where  No-Par  Shares  Have  Been  Issued  (1929), 
29  Columbia  Law  Review  906  et  seq.  See  also  Note,  31  Columbia  Law  Review  844  ;  11 
Fletcher,  Cyc.  Corp.,  Sees.  5080  and  5125.  Some  statutes  apparently  prohibit  such  al'.oca- 
tion  (Wisconsin  Statutes,  S.  182.14,  cf.  Kansas  General  Statutes,  1935  §  17-308,  -312). 
Another  state  law  provides  that  such  allocation  may  be  made  with  respect  to  the  consider- 
ation received  for  common  stock  but  not  preferred  stock  or  special  stock  (Colorado  Stat. 
Anno.,  1935,  c.  41.  §  12).  Some  statutes  merely  provide  that  a  corporation  may  issue  no 
par  shares  for  such  consideration  as  may  be  determined  by  the  directors  and  make  no  pro- 
vision concerning  allocation  of  such  consideration  to  capital  and  paid-in  surplus  (North 
Carolina,  Michie's  1931  Code,  §  1167  ;  Oregon  Code,  1930,  §  25-225,  -227  ;  Iowa  Code,  1935, 
§  8419 ;  Kentucky,  CarroU's  Statutes,  Baldwin's  Rev.,  1936,  §  564-2  ;  Texas  Rev.  Civil 
Statutes.  Art.  15S8c).  In  the  latter  instances,  according  to  judicial  interpretation,  the 
charter  may  provide  for  such  allocation  of  proceeds  {Leivis  v.  Oscar  C.  Wright  Co.,  234  Ky. 
814,  29  S.  W.  (2d)  566  (1930)). 

8  Note,  31  Columbia  Law  Rev.  844-5;  Weiner,  op.  cit.  supra,  note  7,  at  906  et  seq.,  and 
Weiner,  Theory  of  Anglo-American  Bividend  Law,  29  Columbia  Law  Rev.,  at  471-472.  A 
survey  of  the  state  statutes  reveals  that  some  20  state  corporation  statutes  expressly 
permit  the  creation  of  paid-in  surplus  and  payment  of  dividends  therefrom.  In  other  states 
permission  may  only  be  implied.  Some  state  statutes  require  that  the  source  of  such  divi- 
dends must  be  disclosed,  but  no  other  limitation  is  expressed  (Ohio  General  Code,  §  8628-38  ; 
Virginia  Code,  §  3840,  as  amended  by  Session  Laws  of  Virginia,  1932,  p.  132  ;  Louisiana 
Business  Corporation  Act  of  1928,  §  26.  See  Minnesota  Business  Corporation  Act,  §  21, 
permitting  dividends  only  on  preferred  stock  if  such  stock  has  been  issued).  In  some  states 
the  corporation  laws  restrict  the  payment  of  dividends  out  of  paid-in  surplus  to  dividends 
on  preferred  stock  (Michigan  General  Corporation  Act,  §  22,  as  amended  by  P.  A.,  1935,  No. 
194 ;  Pennsylvania  Business  Corporation  Law,  §  704 ;  California  Civil  Code,  §  346,  as 
amended  by  Laws  1933,  c.  533,  §  49;  Illinois  Business  Corporation  Act,  §  41).  Disclosure 
of  the  source  of  these  dividends  is  required  (ibid.).  Some  statutes  provide  that  corpora- 
tions having  no  par  stock  may  pay  dividends  only  out  of  "net  profits  or  surplus  earnings" 
(Missouri  Revised  Statutes,  1929,  §  5107  ;  New  Mexico  Statutes,  Anno.,  Comp.  of  1929,  § 
32—135  ;  Kansas  General  Statutes,  1935,  §  17-308).  It  has  been  suggested  that  even  in  these 
cases  dividends  may  be  paid  out  of  paid-in  surplus.  See  Weiner,  op.  cit.  supra,  note  7,  at 
906  et  seq.,  but  cf.  American  Ref.  Co.  v.  Staples,  260  S.  W.  614  (Tex.  Civ.  App.  1924). 
The  Wisconsin  statute  apparently  prohibits  the  payment  of  dividends  out  of  surplus.  (See 
supra,  note  7.) 

"  A  survey  of  the  states  of  incorporation  of  management  investment  companies  known  to 
the  Commission  to  have  been  in  existence  at  some  time  in  the  period  from  1927  to  1935  reveals 
that  out  of  740  such  investment  companies  636  were  incorporated  under  the  laws  of  Dela- 
ware, New  York,  Maryland,  and  Massachusetts.  Almost  half  of  the  entire  number — 377  of 
the  companies — had  been  created  under  the  laws  of  the  State  of  Delaware.  The  payment 
of  dividends  out  of  paid-in  surplus  is  permitted  in  these  states  (Delaware  Corporation  Law, 
§§  14,  34;  New  York  Stock  Corporation  Law,  §§  12,  13,  58;  Maryland,  Bagby's  Anno.  Code, 
1924,  and  Flack's  1935  Supp.,  §§  39,  87;  Massachusetts  General  Laws,  1932,  c.  156,  §§  15, 
35). 

1"  The  following  hypothetical  ease  illustrates  the  possibilities  under  the  Delaware  statute  : 
The  directors  of  an  investment  company  which  has  received  $5,000,000  for  nc-par  preferred 
stock  entitled  to  a  total  of  $5,000,000  on  liquidation  and  $1,000,000  for  common  stock  desig- 
nates the  $1,000,000  received  for  the  common  stock  and  $2,500,000  of  the  $5,000,000  received 
for  the  preferred  stock  as  capital  and  $2,500,000  of  the  amount  received  for  preferred  stock 
as  paid-in  surplus.     Under  the  terms  of  the  statute  the  $2,500,000  is  "paid-in  surplus"  avail- 
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inception  of  the  multiple  securities  investment  company,  the  man- 
agement when  it  has  this  power  of  allocation  to  paid-in  surplus  is  in 
a  position  to  expose  the  actually  contributed  capital  of  the  company 
to  impairment  through  the  distribution  of  part  of  such  a  paid-in 
surplus  as  dividends  on  the  common  stock  or  as  dividends  on  a  junior 
preferred  stock." 

As  a  matter  of  fact,  it  was  a  common  practice  among  investment 
companies  to  allocate  a  portion  of  the  proceeds  from  the  sale  of 
capital  stock  to  "capital  surplus."  Out  of  73  investment  companies 
representative  of  the  different  types  of  sponsorship  examined  for  the 
purpose  of  obtaining  an  indication  of  the  prevalence  of  this  practice 
it  was  found  that  55  had  set  up  a  portion  of  the  consideration  re- 
ceived for  capital  stock  as  "capital  surplus."  In  these  instances  the 
par  or  stated  capital  value  of  the  stock  was  fixed  at  an  amount  less 
than  the  proceeds  received  from  the  sale  of  the  stock  and  the  dif- 
ference used  to  create  such  "capital  surplus"  or  "paid-in  surplus." 
Wliile  the  establishment  of  such  a  "surplus"  out  of  contributed  cap- 
ital may  have  a  number  of  legitimate  objectives,^^  its  utilization  for 
the  distribution  of  capital  assets  to  junior  security  holders  has  been 
prejudicial  to  the  holders  of  the  senior  securities.^^  To  use  such  sur- 
plus (created  out  of  part  of  the  stockholders'  original  contributions) 
for  dividend  purposes  is  to  mislead  stockholders  who  think  of  divi- 
dends as  distributions  of  earnings. 

The  opportunities  for  the  common  stock  control  to  visit  this  type 
of  inequity  upon  the  senior  security  holders  are  enlarged  bj^  the  fact 
that  the  creation  of  this  type  of  capital  surplus  from  which  dividends 
may  be  paid  is  not  limited  to  the  time  of  the  issuance  of  the  securities. 
In  most  states  the  statutes  permit  corporations  to  reduce  the  "capital" 
of  the  corporation  by  reducing  the  par  value  of  the  shares  of  any 
class  of  stock  having  par  value  or  by  reducing  the  amount  of  "capital" 
represented  by  shares  of  stock  having  no  par  value.^*  This  Com- 
mission, in  its  report  on  reorganization  committees,  pointing  out  the 
varying  circumstances  under  which  the  reduction  of  capital  stock  can 
be  utilized  by  corporations  in  general  as  a  means  of  distributing  true 
capital  assets  as  dividends,  stated  :^^ 

The  injury  to  preferred  stockholders  which  may  result  from  a  reduction  of 
capital  stock  arises  out  of  the  inequities  of  any  distribution  which  may  follow 


able  for  the  payment  of  dividends  to  the  holders  of  the  common  stock.  Moreover,  if  the  net 
assets  of  the  company  depreciated  to  $4,000,000 — to  a  point  insufficient  to  cover  the  liqui- 
dating value  of  the  preferred  stock — the  company  could  nonetheless  still  pay  dividends  on 
the  common  stock  because  its  net  assets  of  $4,000,000  would  exceed  its  statutory  "capital"  of 
$3,500,000. 

^1  The  payment  of  dividends  to  the  senior  preferred  stock  out  of  such  "paid-in  surplus"  is 
also  an  impairment  of  contributed  capital,  but  since  the  senior  preferred  stock  itself  is  the 
recipient  of  the  capital  assets  in  the  form  of  dividends,  such  distribution  may  not  be  flnau- 
cially  ijrejudicial.  The  return  of  capital  in  this  form  may,  however,  be  used  to  prevent  the 
vesting  of  contingent  voting  rights  of  preferred  shares.     See  infra. 

^  For  example,  in  connection  with  write-downs  and  write-offs  upon  revaluation  of  assets 
and  losses  on  investments,  particularly  when  earned  surplus  is  exhausted. 

w  See  Marple,  Raymond  P.,  Capital  Surplus  and  Corporate  Net  Worth,  p.  105. 

^^  Del.  Corp.  Law,  Sec.  14.  See  notes  7  and  8,  supra.  For  a  compilation  of  these  statutes 
and  general  discussion  of  the  subject  see  this  Commission's  Report  on  the  Study  and  Investi- 
gation of  the  Work,  Activities,  Personnel,  and  Functions  of  Protective  and  Reorganization 
Committees,  Part  VII,  pp.  483-493. 

^5  Report  on  the  Study  and  Investigation  of  the  Work,  Activities,  Personnel,  and  Functions 
of  Protective  and  Reorganization  Committees,  Part  VTI,  pp.  483-7. 
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the  reduction.  Thus,  the  reduction  of  either  preferred  or  common  stock  in  the 
usual  case  may  react  to  the  ultimate  injury  of  the  preferred  stockholders  by 
permitting  an  impairment  of  the  "capital  cushion"  of  the  corporation.  This 
"capital  cushion"  is  significant  because  it  measures  the  extent  to  which  losses 
from  operations  or  on  liquidation  are  to  be  borne  by  the  junior  stockholders, 
as  distinguished  from  the  preferred  stockholders.  Although  subject  to  losses, 
it  is  the  preferred  stockholders'  expectation  that  this  capital  cushion  will  not 
be  impaired  by  distributions  of  assets  to  junior  stockholders.  Where  the 
capital  cushion  is  impaired  by  losses,  its  existence  implies  the  necessity  of 
replacing  the  lost  values — usually  through  the  retention  of  earnings — before 
distributing  dividends  to  junior  security  holders. 

Recently  the  New  York  Court  of  Appeals  held  that  the  reduction 
of  the  stated  capital  of  the  common  stock  and  the  transfer  of  the 
amount  of  the  reduction  to  surplus,  where  it  was  available  for  dis- 
tribution as  dividends  or  for  the  repurchase  of  stock,  materially  al- 
tered the  preferential  rights  of  the  preferred  stock.  The  court 
stated:^" 

We  are  thus  brought  to  a  consideration  of  the  provision  of  the  amended  cer- 
tificate which  reduced  the  stated  capital  of  the  corporation  to  $2,678,350  and 
changed  the  common  stock  from  a  no  par  value  stock  with  a  stated  value 
of  ten  dollars  a  share  to  a  par  value  stock  with  a  par  value  of  one 
dollar  a  share ;  the  resulting  reduction  in  the  stated  capital,  totaling  $1,440,000, 
being  thereby  transferred  to  surplus.  Prior  to  such  transfer,  the  eight-dollar 
cumulative  preferred  stock  was  in  a  position  to  benefit  from  the  earning  power 
of  such  capital,  and  in  the  event  of  liquidation  or  dissolution  such  capital  would 
be  available  for  distribution  to  such  stockholders,  subject  only  to  diminution 
by  losses  in  business  operations.  It  could  not  have  been  used  for  dividends  or 
for  the  purchase  of  any  shares  of  stock.  When  this  sum  of  $1,440,000,  amount- 
ing to  about  one-third  of  the  capital  of  the  corporation,  was  transferred  from 
capital  to  surplus,  the  eight-dollar  cumulative  preferred  stock  lost  its  right  to 
rely  upon  this  portion  of  capital.  The  capital  structure  was  so  altered  that 
it  was  placed  within  the  power  of  the  corporation  to  deprive  forever  the  pre- 
ferred stockholders  of  their  preferential  rights  in  regard  to  this  portion  of  the 
capital  structure.  In  brief  this  $1,440,000  was  in  itself  a  security  of  approxi- 
mately twenty-eight  dollars  for  each  share  of  the  old  preferred  stock  and  has 
now  by  this  amendment  of  the  certificate  of  incorporation  become  a  surplus 
that  may  no  longer  support  such  stock. 

The  reduction  in  capital  constitutes  a  material  alteration  of  the  preferential 
rights  of  the  old  preferred  for  it  has  reduced  materially  and  finally  the  amount 
of  stated  capital  which  theretofore  had  safeguarded  the  preferential  rights  of 
the  old  preferred  stock. 

Reduction  of  legal  capital  as  a  means  of  creating  a  surplus  out  of 
which  to  pay  common  dividends  and  dividends  on  junior  preferred 
stock  has  been  a  more  effective  instrumentality  in  the  case  of  the  in- 
vestment company  than  in  other  types  of  corporation  because  of  the 
great  liquidity  of  the  assets  of  the  investment  company.  While  other 
companies  in  an  unprosperous  condition  might  be  faced  with  the  prob- 
lem of  liquidating  physical  assets  in  order  to  obtain  funds  for  the 
distribution  of  dividends,  the  investment  company  is  almost  always  in 
possession  of  the  required  amount  of  cash  or  in  the  possession  of 
marketable  securities  readily  transformable  into  cash.     But  it  is  not 


"/n  re  Kinney,  279  N.  Y.  423  ;  18  N.  E.  (2d)  645,  649  (1939)  ;  see  comment,  39  Columbia 
Law  Review,  1037-1043. 
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intended  to  state  that  this  device  is  peculiar  to  investment  companies 
and  may  not  have  been  used  in  other  types  of  corporations  to  the 
injury  of  the  preferred  stockholder. 

(1)  UNITED  STATES  &  INTERNATIONAL  SECURITIES  CORPORATION 

United  States  &  International  Securities  Corporation,  a  closed-end 
investment  company  of  the  unrestricted  management  type,  was  incor- 
porated under  the  laws  of  Maryland  on  October  26,  1928,  by  United 
States  &  Foreign  Securities  Corporation,  an  investment  company, 
which  had  been  formed  and  had  been  controlled  by  the  investment 
banking  firm  of  Dillon,  Eead  &  Co.  since  October  1926."  United 
States  &  International  Securities  Corporation  was  capitalized  with  a 
first  preferred  stock,  a  second  preferred  stock,  and  common  stock. 
From  the  inception,  the  parent  company  owned  80%  of  the  outstand- 
ing common  stock  and  practically  all  of  the  second  preferred  stock. 
The  first  preferred  stock,  on  the  other  hand,  was  held  almost  entirely 
by  the  general  investing  public.  The  capitalization  consisted  of  (a) 
$50,000,000  invested  by  the  public  in  500.000  shares  of  $5  no  par  cumu- 
lative first  preferred  stock  accompanied  by  500,000  shares  of  common 
stock,  and  (b)  $10,000,000  invested  by  the  parent  company  in  100,000 
shares  of  the  $5  cumulative  no  par  second  preferred  stock  accom- 
panied by  2,000,000  common  shares.  The  first  preferred  stock,  which 
was  distributed  by  way  of  allotment  certificates  carrying  one  share  of 
preferred  stock  and  a  share  of  common  stock,  was  sold  on  the  basis  of 
installment  payments,  25%,  or  $12,500,000  payable  on  the  sale,  and  the 
rest  in  installments  subject  to  call  by  the  corporation.  The  final 
installment  was  not  called  until  1930.^^ 

By  the  end  of  1929  the  second  preferred  stock  had  gone  "under 
water"  to  the  extent  of  $23.70  per  share.  By  the  end  of  1930  and 
thereafter  until  1935  there  was  no  asset  value  whatsoever  behind  the 
second  preferred  stock,  while  the  net  asset  value  behind  the  first  pre- 
ferred stock  was  less  than  the  value  to  which  it  was  entitled  in  liqui- 
dation. Nevertheless,  quarterly  dividends  were  paid  on  the  first  pre- 
ferred stock  throughout  1930  and  on  the  second  preferred  stock  for  the 
first  two  quarters  of  1930." 

The  distribution  of  dividends  in  1930,  in  the  case  of  both  the  first 
preferred  stock  and  the  second  preferred  stock,  constituted  an  inroad 
upon  the  already  impaired  contributed  capital  of  the  company.  On 
December  31,  1929,  the  net  assets  of  the  company  were  approximately 
$4,500,000  less  than  the  amount  of  net  capital  contributed  to  this  time.-'^ 

The  first  preferred  stock,  at  the  inception  of  the  company,  had  been 
supplied  a  cushion  of  $10,000,000,  represented  by  the  consideration  paid 
by  the  sponsor,  United  States  &  Foreign  Securities  Corporation,  for  the 
second  preferred  stock.-^  This  cushion  had  been  reduced  by  January 
1.  1930  by  more  than  40%.     In  the  face  of  the  existing  impairment 

"  Public  Examination,  United  States  &  Foreign  Securities  Corporation,  at  11772-4. 
^8  Reply  to  the  Commission's  questionnaire  for  United  States  &  International   Securities 
Corporation,  Pt.  V. 

^9  Id.,  Pt.  IV,  Table  7,  and  Pt.  V,  p.  12. 

20  Net  assets  on  Dec.  31,  1929,  $33,318,497  (id.,  Pt.  II,  Exliibit  A).  Total  paid-in  value  of 
outstanding  capital  stock  on  Dec.  31,  1929  was  $37,964,217  (id.,  Pt.  II,  Exhibit  A,  Sched- 
ules 18,  18a,   19). 

21  Op.  cit.  supra,  note  17,  at  11774  and  11777. 
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of  invested  capital,  the  management  proceeded  to  declare  and  pay 
quarterly  dividends  on  the  second  preferred  stock  held  exclusively  by 
itself.  One  quarterly  dividend  was  paid  on  February  1,  1930,  and 
another  on  May  1, 1930,  the  distributions  totaling  $250,000. 2- 

As  has  already  been  noted,  at  the  year-end  of  1930  the  first  preferred 
stock  itself  was  "under  water";  the  company  was  not  in  possession 
of  assets  sufficient  to  pay  the  first  preferred  stockholder  the  $100  per 
share  to  which  he  was  entitled  in  liquidation.  Whether  such  was  the 
situation  on  February  1  or  May  1,  1930,  when  the  dividends  were  paid 
out  on  the  second  preferred  stock,  it  is  impossible  to  state  on  the  basis 
of  the  available  data,  as  the  semiannual  statements  of  the  company 
reflect  the  latter's  asset  position  only  on  June  30  and  December  31.  If 
the  first  preferred  stock  was  "under  water,"  the  management  was  dis- 
tributing to  the  second  preferred  stock,  held  by  itself,  assets  belonging 
to  the  publicly  held  first  preferred  stock.  On  the  other  hand,  even  if 
the  capital  contributed  by  the  first  preferred  stock  was  still  intact  on 
these  dates,  the  distribution  of  the  dividends  to  the  second  preferred 
had  the  immediate  effect  of  diminishing  the  very  slender  existing 
margin  of  protection  on  the  first  preferred  stock  and  the  result  of 
increasing,  hj  the  amount  of  such  distribution,  the  subsequent  capital 
deficit  of  the  first  preferred  stock. 

The  company  was  able  to  make  the  dividend  payment  in  1930  legally 
unassailable  by  the  use  of  the  technique  of  allocating  only  a  fraction 
of  the  consideration  paid  for  the  second  preferred  stock  to  "capital" 
and  allocating  the  remainder  to  a  "Special  Reserve."  As  has  been 
noted  above,  on  December  31,  1929,  the  net  assets  of  the  companv  were 
$33,318,497,  while  the  total  paid-in  value  of  capital  stock  was  $37,964,- 
217.  There  existed  no  surplus  over  paid-in  capital  from  which 
dividends  could  be  paid.'^ 

The  board  of  directors  had  originally  stated  the  "capital"  value  of 
the  second  preferred  stock  as  $99.75  per  share.^*  On  December  13, 
1929,  the  certificate  of  incorporation  was  amended  -^  to  set  aside  in 

22  Op.  cit.  supra,  note  18,  Pts.  II,  IV,  and  V. 

23  The  company  showed  an  earned  surplus  of  $30,950.31  in  its  statement  for  December  31, 
1929  (Issued  on  January  9,  1930).  The  statement  also  showed  a  capital  surplus  of  $274,- 
163.56  realized  from  the  repurchase  and  retirement  of  preferred  stock  at  less  than  the 
amount  carried  on  the  books.  The  combined  surplus  of  $305,113.87  would  not  have  been 
sufficient  to  pay  the  quarterly  dividends  due  on  February  1,  1930,  on  both  the  first  and 
second  preferred  stock.  Moreover,  this  surplus  disappears  and  a  deficit  arises  immediately 
upon  giving  effect  to  the  unrealized  depreciation  of  $2,676,000  (op.  cit.  supra,  note  18, 
Pt.  II). 

2*  Certificate  of  Incorporation,  Paragraph  "Eighth"  (op.  cit.  supra,  note  18,  Pt.  I,  Ex.  A-12, 
and  annual  report  for  1929) . 

^^  The  articles  were  amended  to  provide  : 

By  reducing  the  issued  amount  (or  stated  value)  of  the  capital  stock  of  the  Cor- 
poration by  the  sum  of  $9,475,000,  through  the  reduction  of  the  issued  amount  (or 
stated  value)  of  the  second  preferred  stock  of  the  Corporation  from  $9,975,000  to 
$500,000,  without  changing  the  number  of  issued  shares,  the  entire  amount  of  such 
reduction  to  be  credited  on  the  books  of  the  Corporation  to  a  Special  Reserve  to  be 
used  and  dealt  with  from  time  to  time  in  the  discretion  of  the  Board  of  Directors  in 
accordance  with  and  subject  to  the  following  provisions  : 

Such  Special  Reserve  may  be  charged  with  or  u.sed  to  offset  the  amount  of  any  loss 
of  any  nature  incurred  through  any  transaction  of  the  Corporation  or  any  diminution 
in  the  value  of  any  asset  of  the  Corporation,  and  may  be  used  for  the  payment  of 
dividends  upon  the  first  preferred  stock  in  amounts  which,  together  with  the  amount 
of  dividends  theretofore  paid  thereon,  do  not  exceed  a  total  of  five  dollars  ($5.00)  per 
share  per  annum  from  the  date  after  which  dividends  thereon  became  cumulative.  No 
part  of  such  Special  Reserve  shall  be  used  in  any  manner  for  the  payment  of  dividends  on 
any  class  of  stock  junior  to  the  first  preferred  stock,  or,  except  on  the  liquidation, 
dissolution,  or  winding  up  of  the  Corporation,  be  used  for  any  distribution  on  any 
class  of  stock  junior  to  the  first  preferred  stock,  and  then  only   subject  to  the  pref- 
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effect  a  large  part  of  its  capital  assets  for  the  payment  of  dividends. 
Ernest  B.  Tracy,  president  of  United  States  &  International  Securi- 
ties Corporation,  testified  that  the  company  had  paid  dividends  out  of 
capital  surplus  and  had  set  up  its  junior  money  at  $5  per  share  as 
capital  and  $95  per  share  (more  than  $9,000,000)  as  a  reserve  out  of 
which  dividends  could  be  paid.^" 

While  the  amendment,  it  will  be  noted,  specifically  recited  that  the 
"Special  Eeserve"  should  not  be  used  for  paying  dividends  on  the 
Second  Preferred  Stock,  the  creation  of  a  source  out  of  which  divi- 
dends on  the  first  preferred  stock  might  be  paid  left  the  earned  surplus 
account  free  to  be  used  for  the  j)ayment  of  dividends  on  the  second 
preferred  stock.  As  a  matter  of  fact,  the  1930  dividends  on  the  second 
preferred  stock  were  charged  to  "earned  surplus."  While  the  holders 
of  the  first  preferred  stock  might  have  been  aware  that  a  part  of  the 
company's  capital  assets  was  being  segregated  for  use  as  prospective 
dividends  to  themselves,  the  question  is  posed  whether  they  realized 
that  other  assets  of  the  company  were  thus  being  made  available  for 
the  distribution  of  dividends  to  the  junior  stockholder.  The  divi- 
dend on  second  preferred  stock  paid  on  Maj^  1930  was  the  last  divi- 
dend payment  on  the  second  preferred  distributed  by  the  company. 
In  the  statement  of  June  30,  1930,  the  company  announced  that  a  divi- 
dend of  $1.25  a  share  on  the  first  preferred  stock  had  been  declared 
and  would  be  paid  on  Augiist  1,  1930.  No  dividend  was  declared  at 
that  time  on  the  second  preferred  stock.  The  condensed  balance  sheet 
for  June  30,  1930,  showed  a  balance  in  the  earned  surplus  account  at 
that  date  of  over  $1,000,000.^^  Had  the  company  so  desired,  it  could 
have  continued  to  pay  dividends  to  the  second  preferred  stock  from 
"earned  surplus,"  whose  existence  was  perpetuated  by  the  use  of  the 
"capital  surplus"  (general  reserve)  for  the  payment  of  dividends  to 
the  first  preferred  stock.  However,  the  company  ceased  paying  divi- 
dends to  the  second  preferred  stock  at  this  time — ceased  making  dis- 
tribution of  dividends  to  junior  security  holders  out  of  contributed 
capital — even  though  permissible  under  the  provisions  of  state  laws. 

(2)  AMERICAN  CAPITAL  CORPORATION  ^ 

American  Capital  Corporation,  a  closed-end  management  invest- 
ment company,  which  was  organized  under  the  laws  of  Delaware  on 
May  19,  1928,-^  by  a  group  of  Los  Angeles  businessmen  with  the  as- 
sistance of  Jonathan  B.  Lovelace,  partner  of  E.  E.  MacCrone  &  Co., 
a  Detroit  brokerage  and  underwriting  firm,^°  was  closely  related  to 

erences  of  any  class  or  classes  of  stock  having  priority  to  such  junior  class  of  stock. 
Such  Special  Reserve  may  be  reduced  by  crediting  all  or  any  part  thereof  to  capital.  If 
such  Special  Reserve  shall  have  been  reduced  as  aforesaid  otherwise  than  by  such  a 
credit  to  capital,  an  amount  equal  to  such  reduction  shall  be  credited  to  such  Special 
Reserve  before  any  dividend  shall  be  paid  by  the  Corporation  upon  any  class  of  stock 
junior  to  the  first  preferred  stock.  In  determinina:  amounts  available  for  the  payment 
of  dividends  on  any  class  of  stock  junior  to  the  first  preferred  stock,  no  part  of  such 
Special  Reserve  shall  be  used  to  offset  as  aforesaid  any  loss  or  diminution  in  value 
(id..  Pt.  I.  Exhibit  A-2.  a.  14). 

26  Op.  cit.  supra,  note  17,  at  117.59. 

s"  Op.  cit.  supra,  note  18,  Pt.  I,  statement  for  June  30,  1930. 
^  See  capital  structure  chart  for  this  company,  Appendix  I,  p.  1939. 

2B  Reply  to  the  Commission's  questionnaire  for  American  Capital  Corporation,  Pt.  I, 
Item  I. 

30  Public  Examination,  American  Capital  Group,  at  7094,  7105. 
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other  investment  companies,  the  whole  group  being  known  as  the 
American  Capital  group. 

The  certificate  of  incorporation  of  American  Capital  Corporation 
authorized  the  issuance  of  four  classes  of  stock :  prior  preferred  stock, 
preferred  stock,  Class  A  common  stock,  and  Class  B  common  stock.=^^ 
The  prior  preferred  stock,  with  a  right  on  liquidation  to  $100  per 
share,  was  entitled  to  prior  cumulative  dividends  of  $5.50  per  annum.^^ 
This  class  of  stock  had  no  voting  rights,  except  in  the  event  of  de- 
fault in  dividends.  Upon  one  year's  default,  the  prior  preferred  stock 
acquired  a  voting  participation  with  the  regular  voting  stock;  if  the 
default  continued  for  two  years,  the  prior  preferred  stock  as  a  class 
received  exclusive  voting  power.  The  preferred  stock,  with  a  liqui- 
dating right  of  $50,  was  entitled  to  cumulative  dividends  of  $3.00  per 
annum  and  contingent  voting  rights  similar  but  subject  to  those  of 
the  prior  preferred  stock.  The  Class  A  common  stock  and  Class  B 
common  stock  had  sole  regular  voting  rights  equally  subject  to  the 
contingent  voting  rights  of  the  preferred  issues.  The  Class  A  stock 
was  entitled  to  $32  upon  liquidation,  and  the  Class  B  stock  to  $10; 
thereafter  these  classes  of  stock  shared  equally  in  any  surplus.^^ 

At  inception,  the  organizers  of  the  investment  company  (constitut- 
ing the  first  board  of  directors)  agreed  to  purchase  210,000  shares  of 
Class  B  common  stock  at  $2  a  share.^*  They  also  agreed  to  place  with 
the  public  33,333  units,  each  of  which  consisted  of  three  shares  of 
Class  A  common  stock  and  two  shares  of  Class  B  common  stock  at 
$100  a  unit.^=  The  preferred  issues  were  underwritten  by  Bonbright 
&  Company,  Inc.,  of  New  York  City.  That  underwriting  house  made 
a  firm  commitment  for  60,000  shares  of  prior  preferred  stock  and 
120,000  shares  of  preferred  stock.  Each  share  of  the  preferred  issues 
was  accompanied  by  a  bonus  of  one-half  share  of  Class  B  common 
stock.  ^"^ 

By  June  1928  the  company  had  received  total  net  proceeds  of 
$15,153,300  from  the  sale  of  its  securities  (gross  proceeds  $15,753,- 
300)  .^^  The  net  capital  contributed  by  each  of  the  four  issues  of  stock 
was  as  follows : 


31  Reply  to  the  Commission's  questionnaire  for  American  Capital  Corporation,  Pt.  I,  Ex- 
hibits A  and  B. 

^  Id.,  Pt.  V,  Item  35. 

^•■i  Ibid.  The  dividend  arrangement  for  these  classes  of  common  stock  provided  that  non- 
cumulative  dividends  of  $2.00  per  annum  be  paid  to  the  Class  A  stock  before  any  dividends 
were  to  be  paid  to  Class  B  stock.  Thereafter  each  share  of  Class  B  stock  received  twice 
the  amount  declared  upon  the  Class  A  stock  until  both  classes  received  $4.00.  Dividends 
thereafter  were  shared  in  equally  by  both  classes. 

^■^  Reply  to  the  Commission's  questionnaire  for  American  Capital  Corporation,  Pt.  I,  Ex- 
hibit D. 

^^  Ibid.  In  consideration  of  this  undertaking,  the  directors  received  325,000  warrants  to 
purchase  Class  B  common  stock  at  $10  a  share  before  June  30,  1940   (ibid.). 

2^  Id.,  Exhibit  E.  Bonbright  &  Company,  Inc.,  received  15,000  warrants  to  purchase 
Class  B  common  stock  in  addition  to  its  commissions   (ibid.). 

"  Subsequently,  the  investment  company  issued  additional  shares  of  common  stock.  From 
July  to  December  1930,  10,743  units  of  Class  A  and  Class  B  common  stock  sold  to  the  public 
at  $31  a  unit,  netted  the  company  $324,663.  From  September  1930  to  April  1931  as  the 
result  of  an  exchange  of  American  Capital  Corporation  255,523  shares  of  Class  B  common 
stock  for  Class  B  common  stock  of  Pacific  Investing  Corporation,  an  additional  contribution 
to  the  capital  of  American  Capital  Corporation  was  obtained  valued  at  $255,523.  The 
total  net  contributed  capital  of  the  company,  therefore,  came  to  $15,733,486  (Public  Exami- 
nation, American  Capital  Group,  at  7098). 
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Amount  out- 
standing at 
June  2,  1928 
(shares) 


Net  pro- 
ceeds 


$5.50  prior  preferred  stock 

$3.00  preferred  stock 

Class  A  common  stock 

Class  B  common  stock: 

Issued  with  prior  preferred 

Issued  with  preferred 

Issued  with  Class  A  stock_ 
I  organizers 


60, 000 
120, 000 


30, 000 
60,  000 
66,  666 
210,000 


$95.  50 
46.50 
32.67 

1.00 
1.00 
1.00 
2.00 


$5,730,000 
5,580,000 
3,  266,  634 

30,  000 
60, 000 


"  For  securities  sold  in  units,  prices  are  based  on  amounts  taken  into  capital  accounts. 

The  entire  amount  that  the  sponsors  apparently  invested  in  the  com- 
pany was  $420,000  (or  2.7%  of  the  gross  contributed  capital)  for 
approximately  54.5%  of  the  outstanding  Class  B  common  stock.  All 
of  the  prior  preferred  stock,  preferred  stock,  and  Class  A  common 
stock  was  distributed  to  the  public.^® 

The  company  was  successful  only  in  its  first  year  of  operation.  By 
the  end  of  1929  the  net  contributed  capital  was  impairecl  to  the  extent 
of  $102,492.  The  impairment  amounted  to  approximately  $4,000,000 
by  December  31,  1930,  the  net  assets  of  the  investment  company  having 
shunk  to  $11,025,681  at  that  time.^^  Nevertheless,  dividends  were  paid 
during  1929  and  1930  to  holders  of  both  classes  of  preferred  stock  and 
to  holders  of  Class  A  common  stock.  Whether  the  distribution  of 
dividends  to  Class  A  common  stockholders  during  1929,  amounting 
to  $199,422,  was  made  at  a  time  when  the  company's  contributed  capi- 
tal was  impaired  is  not  certain.  The  dividends  may  have  been  de- 
clared prior  to  the  fall  in  the  market  value  of  portfolio  securities. 
However,  in  any  event  the  distribution  of  $750,396  in  dividends  in  the 
succeeding  year  coincided  with  a  most  serious  existing  and  progres- 
sively increasing  impairment  of  contributed  capital.  Of  the  divi- 
dends, totaling  $750,396,  paid  out  during  1930,  the  sum  of  $99,999  was 
paid  to  the  holders  of  Class  A  common  stock.*°  The  "cushion"  of 
assets  that  had  been  supplied  both  classes  of  preferred  stock  at  the 
inception  of  the  company,  and  which  had  been  seriously  reduced  as  a 
result  of  market  depreciation,  was  thus  further  diminished  by  the 
payment  of  dividends  to  common  stockholders.  Thus  the  Class  A 
common  stock  received  dividends  at  a  time  when  the  "cushion"  for  the 
preferred  stocks,  supplied  at  inception  by  the  capital  contributed  by 
the  common  stock,  had  been  almost  entirely  eliminated.  At  the  end 
of  1930  the  asset  coverage  of  the  junior  preferred  stock,  entitled  to 
$50.00  upon  liquidation,  was  $51.00  per  share.  By  the  end  of  1931  the 
preferred  stock  was  "under  water"  to  the  extent  of  $36.11  and  re- 
mained "under  water"  until  the  end  of  1935.     Instead  of  maintaining 

=^  See  Appendix,  p.   1939. 

39  Op.  cit.  supra,  note  29.  Pt.  II.  Exhibit  A.  Net  contributed  capital  amounted  to  $15,- 
019,612  making  allowance  for  repurchases  of  shares  of  the  preferred  issues  (id..  Exhibit  A 
and  Schedule  18,  Parts  I  and  II). 

■>»  Id.,  Pt.  II,  Schedule  20-A. 
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the  capital  cushion  intact  for  the  preferred  security  holder  in  the  face 
of  a  downward  trend  of  security  values,  the  management  had  dis- 
tributed during  1930  part  of  the  assets  of  the  company  to  common- 
stock  holders. 

In  1929  and  1930  dividends  to  stockholders  were  paid  out  of  the 
"earned  surplus  account."  This  "earned  sin^plus"  was  an  account  to 
which  had  been  credited  not  only  the  net  ordinary  income  but  also 
capital  gains  realized  from  the  sale  of  portfolio  securities.  Realized 
losses  on  the  sale  of  portfolio  securities  in  1930  were  charged  against 
the  "earned  surplus  account."  In  1931  realized  losses  from  the  sale  of 
portfolio  securities  completely  eradicated  earned  surplus  and  even 
made  a  slight  inroad  upon  the  capital  surplus  account,  which  consisted 
of  that  part  of  the  capital  contributed  by  the  common  stockholders, 
which  the  management  had  stated  as  "surplus."  ^^ 

Capital  contributed  by  both  the  common  stock  and  a  junior  pre- 
ferred stock  serves  as  a  "cushion"  for  a  senior  or  prior  preferred  stock. 
Hence  the  payment  of  dividends  to  a  junior  preferred  out  of  con- 
tributed capital  effects  a  diminution  of  the  "cushion"  of  a  senior  or 
prior  preferred  stock.  By  the  end  of  1931  the  net  assets  of  the  invest- 
ment company  totaled  no  more  than  $4,453,130.  The  asset  value  of 
the  preferred  stock  (junior)  w^as  $36.00  per  share  below  its  stated 
liquidation  value  ($50.00  per  share) ;  nevertheless  during  1931  full 
dividends  amounting  to  $232,612  were  paid  to  the  junior  preferred 
stock.  The  prior  preferred  stock,  which  had  suffered  the  elimi- 
nation completely  of  the  "cushion"  provided  by  the  common  stock 
capital  of  a  substantial  part  of  the  "cushion"  which  had  been  provided 
by  the  junior  preferred  capital,  w^as  thus  subjected  to  another  drain 
upon  its  "cushion"  by  the  payment  of  dividends  to  the  junior  preferred 
stock. 

As  there  was  no  "earned  surplus"  during  1931,  dividends  were, 
during  that  year  and  the  succeeding  year,  paid  out  of  capital  surplus. 
In  1931  the  stated  value  of  preferred  stock  was  reduced  to  $10.00  per 
share,  and  the  difference  between  that  value  and  the  original  value 
was  credited  to  the  capital  surplus  account  increasing  that  item  to 
$7,614,147  on  the  books  of  the  company.^^  In  1932  the  investment 
company  continued  the  practice  commenced  the  previous  year,  of 
repurchasing  the  preferred  issues  from  the  public  at  prices  below 
asset  value.  Almost  one-half  of  the  entire  outstanding  issue  of  prior 
preferred  stock  was  repurchased  in  this  year  at  a  book  profit  of 
$661,933,  which  was  credited  to  the  capital  surplus  account.  Thus,  the 
dividends  which  were  paid  to  the  junior  and  senior  preferred  stock- 

*i  The  capital  surplus  account  created  after  the  issuance  of  the  securities  of  the  invest- 
ment company  was  credited  with  $3,346,635,  leaving  $11,686,665  as  book  capital.  The 
capital  surplus  account  consisted  of  $3,166,635  of  the  $3,333,300  derived  from  the  sale  of 
the  units  of  common  stock  to  the  public,  $90,000  allocated  to  the  Class  B  common  stock  sold 
with  the  preferred  issues,  and  $90,000  from  the  proceeds  of  the  sale  of  Class  B  common 
stock  to  directors  for  $420,000  (id.,  Pt.  II,  Exhibit  A,  Schedule  18  (Parts  I  and  II)  and 
Schedule  19). 

Pursuant  to  its  underwriting  agreement  with  the  directors  of  the  investment  company,  the 
company  placed  $120,000  of  the  $420,000  contributed  by  them  in  a  reserve  account  to  be 
applied  to  organization  expenses  and  costs  of  operation  for  the  first  two  years  of  the  com- 
pany's existence  (id..  Pt.  I.  Exhibit  D). 

^^  The  difference  between  the  original  value  and  the  new  stated  value  credited  to  capital 
surplus  amounted  to  $3,744,000  (id.,  Pt.  II,  Schedule  20-A).  Other  credits  were  profits 
from  the  repurchase  of  the  preferred  issues  by  the  company  (ibid.). 
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holders  were  composed  primarily  of  capital  contributed  by  the  junior 
preferred  stockholders  but  now  designated  "surplus,"  and  of  profits 
'made  by  the  company  through  the  retirement  of  senior  security  holders 
at  a  loss  in  asset  value  to  them. 

In  1932,  the  value  of  the  assets  of  American  Capital  Corporation 
amounted  to  only  $3,656,713,  and  even  the  prior  preferred  stock  was 
only  paid  a  partial  dividend.  Realized  losses  from  the  sale  of  portfolio 
securities  amounted  to  almost  $4,000,000.  The  capital  surplus  ac- 
count,*^ which  was  charged  with  these  losses,  amounted  to  $4,108,766. 
Had  it  not  been  for  the  reduction  in  stated  value,  and  repurchases  of 
the  preferred  stock  not  only  would  there  have  been  no  capital  surplus 
but  there  would  have  been  an  actual  impairment  of  capital,  barring  the 
payment  of  any  dividends.^^ 

Jonathan  B.  Lovelace,  a  director  of  American  Capital  Corporation, 
and  one  of  its  co-organizers,  when  examined  on  the  reason  for  the 
reduction  of  the  stated  value  of  the  stock  of  the  company,  testified :  *^ 

Q.  That  liappened  in  1930,  or  in  1931,  when  the  balance  of  $65,000  was  trans- 
ferred ont  of  the  earned  snrplns  into  the  capital  snrplus.  Incidentally,  it  was  in 
the  same  year  when  about  $3,000,000  of  capital  snrplus  was  created  on  reducing 
the  stated  value  of  the  stock. 

A.  That  was  probably  part  of  that  program. 

Q.  What  was  the  idea  then  of  their  program  of  switching  accounts  and  trans- 
ferring items  from  one  to  another  and  creating  a  surplus  by  reducing  the  stated 
value  of  capital  stock?    Do  you  recall  the  circumstances? 

A.  No.  If  it  was  1930  I  was  probably  not  very  familiar  with  it.  I  thought  I 
was  familiar  witli  the  accounting  phases  of  all  of  these  companies.  But  I  can 
see  the  point  you  are  making.     I  think  you  are  entirely  correct  in  it. 

:|:  ****** 

A.  The  purpose  there  was  this  :  Under  the  Delaware  law  you  can  pay  a  dividend 
so  long  as  your  assets  exceed  your  stated  capital  of  your  ijreference  stock.  Unless 
you  have  current  earnings  you  cannot  do  it.  If  it  does  not  exceed  the  stated 
capital  of  your  preference  and  common  stocks.  So  we  wrote  down  the  common 
stock  so  as  to  be  able  to  maintain  dividends  on  the  preferred. 

The  payment  of  dividends  to  the  preferred  stock  out  of  contributed 
capital  may  have  been  prompted,  in  part,  by  the  fact  that  sustained 
dividend  defaults  would  have  taken  the  control  of  the  company  out  of 
the  hands  of  the  existing  management^*'  and  vested  the  same  in  the 
preferred  stockholders. 

In  1933  current  and  accrued  dividends  were  paid  to  the  prior  pre- 
ferred stockholders,  and  a  one-fourth  dividend  was  paid  to  the  pre- 
ferred stockholders.  Since  the  preferred  stock  was  "under  water" 
at  the  beginning  of  that  year  and  had  an  asset  value  of  only  $17.00 
at  the  end  of  the  year,  this  distribution  to  the  preferred  stock  was 

«In  this  year  Class  A  and  Class  B  common  stock  was  reduced  in  stated  value  to  10 
cents,  enabling  the  transfer  of  $8.58,015  to  the  capital  surplus  account  to  take  place. 

^Repurchases  of  preferred  stocks  and  reduction  in  stated  value  of  the  preferred  stock 
accounted  for  the  transfer  to  capital  surplus  of  $4,968,182.  Thus,  had  these  repurchases 
and  reduction  in  stated  value  not  taken  place,  there  would  have  been  an  impairment  of 
stated  capital  to  the  extent  of  about  $900,000.  Ordinary  income  of  $118,514  and  losses 
from  the  sale  of  portfolio  securities  of  $3,915,934  resulted  in  a  deficit  of  net  income  amount- 
ing to  $3,797,420  in  this  year  (op.  cit.  .supra,  note  29,  Pt.  II,  Schedule  20). 

^'  Public  Examination,  American  Capital  Corporation,  at  7420-1. 

«  Op.  cit.  supra,  note  29,  Pt.  V,  Table  1.5-A.     - 
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apparent  made  at  a  time  when  the  capital  paid  in  by  the  preferred 
stock  was  impaired.*^ 

Moreover,  the  total  amount  of  dividends  paid  exceeded  ordinary 
income  by  approximately  $300,000.**^  Profits  from  the  sale  of  port- 
folio securities  were  credited  to  earned  surplus  instead  of  to  capital 
surplus  in  recoupment  of  the  huge  losses  from  the  sale  of  portfolio 
securities  that  had  previously  been  charged  to  capital  surplus. 
Through  this  inconsistent  accounting  procedure  the  directors  were 
enabled  to  pay  dividends  out  of  earned  surplus  to  preferred  stock- 
holders as  well  as  to  holders  of  prior  preferred  stock. 

The  situation  at  the  end  of  1934  was  similar  to  that  of  1933,  except 
that  a  full  dividend  had  been  paid  to  the  preferred  stock  during  that 
year,  which  had  had  the  effect  of  staving  off  the  transfer  of  exclusive 
voting  power  to  that  stock.*^  Dividends  aggregating  $450,701  were 
paid  that  year  out  of  contributed  capital.^°  Net  ordinary  income 
only  came  to  $89,407  but  profits  from  the  sale  of  portfolio  securities 
credited  to  earned  surplus  brought  that  account  to  an  amount  greater 
than  the  amount  of  dividends  paid. 

The  1935  ordinary  income  was  still  insufficient  to  cover  the  divi- 
dends to  the  prior  preferred  stock  although  the  repurchase  program 
reduced  the  total  amount  of  outstanding  preferred  stock  to  25,261 
shares  by  the  end  of  that  year.^^  In  fact,  only  a  partial  dividend  was 
paid  to  the  holders  of  the  preferred  stock  in  1935  resulting  in  the  ac- 
cumulation of  more  than  two  years  of  dividend  arrearages  of  that 
stock.  Hence,  the  continuous  distribution  to  the  junior  preferred 
stockholders,  from  1930_to  1935,_of  more  than  $1,000,000  in  dividends, 
out  of  contributed  capital,^-  failed  to  avert  the  vesting  of  the  con- 
tingent management  control  in  the  hands  of  the  preferred  stock. 

Pursuant  to  the  provisions  of  the  charter  of  American  Capital 
Corporation  exclusive  voting  rights  as  a  class  passed  to  the  preferred 
stock.^^  A  meeting  of  this  class  of  shareholders  of  the  investment 
company  was  called  for  April  27,  1936,  for  the  purpose  of  assuming 
the  management.  However,  by  this  time  one  of  the  other  investment 
companies  in  the  American  Capital  group.  Pacific  Southern  Investors, 
Inc.,  managed  by  practically  the  same  directors  as  American  Capital 
Corporation,  had  acquired  20,637  shares  of  the  102,450  outstanding 
shares  of  preferred  stock,  enough  to  constitute  working  control  under 
the  new  phase.  Hence,  no  actual  displacement  of  the  existing  man- 
agement occurred.^* 


"Id.,    Ft.    II,    Exhibit   A. 

« Total  dividends  amounted  to  $337,673.  Ordinary  income  amounted  to  $38,670  (id.. 
Ft.  II,  Schedules  20  and  20-A). 

*o  Id.,  Ft.  II,  Schedule  20-A. 

K>Net  assets  at  market  were  $4,636,335  and  net  contributed  capital  was  $12,959,975  at 
December  31,  1934  (id.,  Ft.  II,  Exhibit  A,  and  Schedules  18  and  19). 

"  Net  ordinary  income  amounted  to  $74,751 ;  securities  sales  profits  amounted  to  $573,787  r 
dividends  totaled  $292,646    (id..  Ft.   II,   Schedules  20  and  20-A). 

52  From  1930  to  1935  $1,123,049  was  paid  in  dividends  to  preferred  stockholders.  Most 
of  these  payments  were  made  at  a  time  when  the  assets  of  the  company  at  market  value 
were  insufficient  to  cover  the  paid-in  capital,  as  well  as  liquidating  value  of  the  junior  pre- 
ferred stock  and,  hence,  these  payments  to  the  preferred  stock  may  be  said  to  have  been 
made  out  of  the  preferred  stock  (id..  Ft.  II,  Schedules  20  and  20-A). 

53  Id.,  Ft.  I,  Exhibits  A  and  B. 

"  For  a  detailed  discussion  of  this  phase,  see  infra,  pp.  1798-1800. 
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i).  Payment  of  Dividends  to   Common  Stock  or  Junior  Preferred 
Stock  out  of  Capital  Gains 

The  payment  of  dividends  on  junior  securities  out  of  profits  on 
portfolio  security  transactions  ("capital  gains")  in  a  period  of  rising 
market  prices,  has  in  many  instances  resulted  in  injury  to  the  senior 
securities  ^vith  the  advent  of  a  period  of  less  favorable  market  condi- 
tions. If  capital  gains  are  distributed  in  the  form  of  large  dividends 
to  junior  securities,  subsequent  capital  losses  may  have  to  be  borne  by 
the  senior  security  holders.  In  Great  Britain  and  Australia  divi- 
dends are  distributed  only  from  ordinary  current  income  (interest 
and  dividends  on  portfolio  securities),  and  profits  from  the  sale  of 
securities  ("capital  gains")  are  retained  as  a  reserve  against  possible 
subsequent  "capital  losses." 

In  the  period  before  October  1929,  when  trading  results  were  gen- 
erally favorable,  profits  from  the  purchase  and  sale  of  security  invest- 
ments were  usually  classed  as  "income"  without  distinguishing  such 
capital  gains  from  current  income.  In  1931  the  New  York  Stock 
Exchange  stated  that : 

The  Committee  favors  the  elimination  from  the  Income  Account  of  all  profits 
and  losses  on  security  transactions  and  crediting  and  debiting  them,  preferably 
to  a  properly  designated  reserve,  or  else  to  a  special  surplus  account  which 
would  be  a  segregated  part  of  the  Earned  Surplus.'^" 

A  statement  in  that  year  by  the  New  York  Stock  Exchange  on  invest- 
ment trusts  pointed  out  that  the  segregation  of  current  income  from 
security  profits  was  of  particular  significance  to  senior  securities  and 
that  such  segregation  would  eliminate  any  basis  for  the  illusion  that 
occasional  profits  realized  on  the  sale  of  securities  constitute  a  con- 
tinuing increased  earning  power.^*' 

Don  C.  Wheaton  ^'  and  Louis  H.  Seagrave  of  the  United  Founders 
Corporation  group  of  investment  companies,  testified  that  these  com- 
panies, in  their  annual  reports  from  1926  to  November  1929,  failed  to 
segregate  profits  from  the  sale  of  investments  from  the  other  earnings. 
Mr.  Seagrave  testified  that  he  would  not  now  follow  this  practice.^^ 

Q.  You  will  observe  that  in  the  annual  report  there  is  some  discussion  of  the 
earnings  of  the  Trust,  but  there  is  no  reference  in  this  discussion  to  the  fact 
that  the  income  and  profits  are  all  lumped  together  in  the  figure  of  $2,829,000? 

A.  That  is  right. 

Q.  And  of  that  figure,  as  appears  from  Exhibit  3466,  the  report  of  Messrs. 
Clarke,  Oakes  &  Greenwood,  $2,084,000  represents  profits  from  trading  in 
securities. 


"  Special  requirements  adopted  by  New  York  Stock  Exchange  in  1931. 

^  Statement  on  Investment  Trusts  by  the  New  York  Stock  Exchange,  1931  : 

Such  gains  and  losses  are  more  closely  related  to  the  unrealized  appreciation  or 
depreciation  of  the  portfolio  than  to  the  current  dividend  and  interest  income.  If 
this  procedure  is  followed,  investment  trust  reports  will  be  more  informative  to  invest- 
ors, in  that  the  income  account  will  then  clearly  set  forth  merely  the  net  result  as 
between  current  income  and  current  outgo,  arid  this  information,  separated  from 
security  profits,  is  of  particular  value  to  holders  of  prior  securities  bearing  a  fixed  rate 
of  return.  Furthermore,  there  would  thus  be  eliminated  any  basis  for  the  illusion 
that  occasional  profits  realized  on  the  sale  of  securities  form  a  proper  basis  for  increas- 
ing continuing  earning  power. 

"  Public  Examination,  American  General  Corporation,  et  al.,  at  23124—3. 
^Id.,  at  22910-3. 


1724  SECURITIES    AND    EXCHANGE    COMMISSION 

A.  That  comes  from  the  statement  of  income  in  tlie  report  certified  by  Clarke, 
Oakes  &  Greenwood. 

Q.  Does  not  it  seem  to  you,  Mr.  Seagrave,  that  wliere  you  are  discussing  earn- 
ings, devoting  a  whole  half  page  to  the  discussion  of  earnings,  that  it  might  have 
been  well  to  have  taken  your  stockholders  into  your  confidence  and  to  have 
pointed  out  that  five-sevenths  of  the  income  was  profit  from  trading  in  securities 
and  that  of  that  five-sevenths,  or  $2,000,000,  $1,033,000  came  from  the  sale  of 
option  shares  and  from  the  sale  of  Class  B  shares,  $148,000  came  from  the 
profit  in  trading  in  its  own  shares  and  only  $900,000  came  from  the  trading  in 
securities  in  the  general  portfolio?  Don't  you  think  it  would  have  given  quite 
an  accurate  picture  to  your  stockholders? 

A.  You  have  pointed  out  a  number  of  times  here  that  that  is  what  we  did 
at  that  time.  It  seemed  all  right  at  the  time.  Today  I  would  certainly  break 
up  these  income  statements. 

Dr.  LelancI  K.  Robinson,  author  of  books  on  investment  trusts 
written  during  the  period  from  1923  through  1929,  who  occupied 
a  very  influential  position  in  the  management  of  the  Founders 
companies,^^  testified  that  he  did  not  move  the  companies  in  the 
United  Founders  Corporation  group  to  compliance  with  the  princi- 
ple of  segregation  of  security  profits  from  current  income  which  he 
strongly  advocated  in  his  books :  ^° 

Q.  *  *  *  In  your  book  you  have  made  it  perfectly  clear  that  in  England 
the  investment  profits  were  not  treated  the  same  as  income.  You  knew 
that  and  you  knew  it  was  a  conservative  practice,  rather  more  conservative 
than  the  American  practice,  but  you  pointed  out  that  profits  must  be  treated 
separately  from  other  income. 

A.  That  they   should  be. 

Q.  That  they  should  be.  You  also  gave  a  form  of  income  statement  in  your 
book  which  shows  profits  treated  separately  from  other  income. 

A.  Yes,   sir. 

Q.  And  that  was  based  upon  financial  grounds  so  well  known  we  need  not 
pass  on  them? 

A.  Yes,  sir. 

Q.  But  when  it  came  to  giving  a  report  of  Second  International,  you  didn't 
do  that? 

A.  Not  prior  to  1929. 

Q.  Why  was  that?  Your  accountants  did  make  the  separation  for  you?  Why 
didn't  you  in  your  report  separate  it? 

A.  We  should  have  done  so.  There  was  considerable  disagreement  among 
us  as  to  whether  we  should  do  it  or  not. 

«  *  »:  *  *  *  * 

Q.  *  *  *  there  is  nothing  in  the  tax  law  that  profits  shall  be  set  la 
the  same  heading  with  your  income? 

A.  Certainly  not.  The  big  issue  there,  much  bigger  than  anything  else 
is  that  properly  speaking  profits  have  no  part  in  income.  We  will  never  have 
sound  investment  accounting  until  they  are  excluded  from  iuconie  altogether. 
May  I  finish  that  comment  by  pointing  out  that  there  was  a  time  when  the 
Scottish  Revenue  Authorities  treated  the  issue  in  Scotland  as  our  Govern- 
ment does  now,  but  when  the  Revenue  Authorities  of  Scotland  and  England, 
which  has  been  true  now  for  many  years,  applied  uniformly  this  distinction 


^°  Id.,  at  24939-44  and  Commission's  Exhibit  No.  3951. 
«» Id.,   at  24997-25001. 
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iDetween  finance  companies  and  investment  companies,  never  to  pay  divi- 
dends out  of  profits,  then  ttie  accounting  system  became  uniform  and  I  hope 
we  will  move  toward  this  in  this  country.  We  are  bound  for  ruin  if  we 
do  not. 

it:  ^  ii:  *  *  *  * 

Q.  You  stated  your  conviction  was  unequivocal  and  uncompromising  in 
prior  hearings,  but  you  never  really  actually  voted  in  favor  of  that  on  the 
books  of  Second  International? 

A.  In  favor  of   what? 

Q.  Segregation. 

A.  The  thing  never  came  to  a  formal  vote.  I  think  if  I  had  pushed  as 
much  for  it  as  now  in  retrospect  I  wish  I  should  have,  it  would.  We  dis- 
cussed it  in  the  meetings  and  we  would,  one  or  two  of  us  take  a  strong 
position  against  it,  and  some  in  favor  of  it,  and  we  finally  came  to  that  degree 
of  segregation  even  antiquated  in  1929,  and  from  that  time  forward  did 
segregate. 

Q.  And  the  statements  or  files  showing  a  commingling  of  the  two  does  allow 
a  plain  avenue  open  to  misrepresentation  by  salesmen? 

A.  Obviously  any  earning  statement  which  includes  any  profits,  whether 
segregated  or  not  is  misleading  because  profits  in  the  very  nature  of  the 
case  are  not  recurrent.  The  question  is  whether  they  are  ever  included  in 
Income.  They  have  no  right  to  be  there.  I  stood  for  their  being  included 
in  income  for  a  number  of  years  and  the  reason  why  I  honestly  believed 
at  that  time  that  we  had  an  organization  at  50  Pine  Street  that  would  make 
the  Scottish  organization  sit  up  and  take  notice  and  I  remember  how  thrilled 
I  was  when  one  of  the  oldest  and  best  known  investment  men  in  Scotland 
came  over  and  how  amazed  he  was.  We  all  thought  we  were  going  to  make 
our  8,  10,  and  12  percent  a  year.  We  felt  even  if  it  cost  us  twice  as  much 
as  it  cost  the  British  it  was  all  right,  but  we  were  wrong. 

Dr.  Robinson  conceded  that  a  considerable  part  of  the  dividends  to 
the  common  stockholders  of  the  Founders  companies  was  paid  out  of 
the  profits  from  the  sales  of  portfolio  securities.^^ 

May  I  call  your  attention  to  this  fact:  You  will  find  that,  in  the  reports 
of  those  companies  as  a  rule,  in  the  text  of  our  reports  we  point  out  the  extent 
to  which  the  income  from  dividends  and  interest  cover  the  totals.  We  point 
out  in  several  of  our  reports,  I  just  happened  to  notice  a  few  minutes  ago 
before  I  testified  our  normal  incomes  were  siTfficient,  we  met  all  interest  and 
deferred  dividends.  It  is  true  a  considerable  part  of  common  dividends  were 
met  out  of  profits. 

Christie  P.  Hamilton,  president  of  Illuminating  and  Power  Se- 
curities Corporation  and  of  American  European  Securities  Com- 
pany,*^- strongly  urged  at  the  public  examinations  that  profits  made 
by  the  sale  of  investments  should  not  be  available  for  the  payment 

«i  Id.,  at  25001.  Dr.  Robinson  urged  that  investment  companies  should  not  be  per- 
mitted to  pay  cash  dividends  out  of  profits  on  portfolio  transactions. 

Investment  trusts  should  be  required  to  exclude  all  capital  profits  and  losses  from 
earnings  and  to  run  them  through  surplus  statements.  This  means  that  all  profits 
resulting  from  turn-over  of  securities  should  be  set  aside  in  the  form  of  reserves 
against  which  losses  may  be  charged.  It  further  means  that  no  cash  dividends  should 
be  paid  out  of  such  profits  and  that  all  of  the  ordinary  running  expenses  of  the  com- 
pany should  be  met  out  of  interest  and  dividend  income  (Id.,  Commission's  Exhibit 
No.  X4338). 

«2  Public  Examination,  Illuminating  and  Power  Securities  Corporation,  at  9224  and 
9230. 
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of  dividends,  but  should  be  set  up  in  a  reserve  account  and  held 
against  the  possibility  of  future  losses  on  investments :  ^^ 

Increases  in  market  value  should  not  be  considered  earnings  and,  in  my 
opinion,  are  no  basis  to  be  used  in  paying  dividends,  nor  do  I  feel  that  a  retire- 
ment of  capital,  thereby  creating  a  so-called  surplus,  is  a  basis  to  be  used  in 
paying  cash  dividends.  A  good  practice — if  gains  are  secured  by  corporations 
or  "trusts"  through  the  sale  of  investments — would  be  to  put  such  gains  into  a 
reserve  account  and  hold  against  the  possibility  of  future  losses  on  investments. 

The  distribution  of  cash  dividends  to  common  stockholdings  out 
of  transient  capital  gains  has  been  as  characteristic  of  small  invest- 
ment companies  as  of  the  larger  ones. 

Fairfield  Securities  Corporation  (formerly  Jackson  &  Curtis 
Securities  Corporation)  illustrates  the  injurious  effect  of  this  prac- 
tice of  paying  dividends  out  of  capital  gains  upon  senior  securities 
when  a  rising  market  is  succeeded  by  a  market  recession. 

(1)  JACKSON  &  CURTIS  SECURITIES  CORPORATION,  SUBSEQUENTLY 
KNOWN  AS  FAIRFIELD  SECURITIES  CORPORATION 

Jackson  &  Curtis  Securities  Corporation  (the  predecessor  in  name 
of  Fairfield  Securities  Corporation)  was  organized  on  May  31,  1924, 
as  a  general  management  investment  company  by  the  brokerage  and 
underwriting  firm  of  Jackson  &  Curtis.®*  The  name  of  the  company 
was  changed  to  Fairfield  Securities  Corporation  on  February  9. 
1937.^^  As  of  December  31,  1927,  the  contributed  capital  consisted 
of  $1,250,000 :  $750,000  for  preferred  stock  distributed  to  the  public ; 
$250,000  for  the  Class  A  common  stock ;  and  $250,000  for  the  Class  B 
common  stock.*'*^  Up  to  January  1932,  the  preferred  stock  w^as  a 
$100  par  value,  6%  cumulative  stock.'''  Throughout  the  history  of 
the  company  the  two  classes  of  common  stock  had  equal  rights  in 
the  distribution  of  dividends  and  assets  on  liquidation,  but  voting- 
rights  were  vested  solely  in  the  Class  B  common  stock.'^^  Both  classes 
of  common  stock  were  held  principally,  and  after  1928  exclusively, 
by  Jackson  &  Curtis,  the  sponsor. ^^ 

In  1927,  1928,  and  up  to  the  stock  market  collapse  in  1929,  the 
company  realized  substantial  capital  gains  from  the  sale  of  portfolio 
securities— $106,796.33,  $183,281.13,  and  $368,639.95,  for  the  respective 
years.  The  net  ordinary  income  (before  the  payment  of  taxes) 
during  these  years  was,  however,  much  less — $56,476.75,  $36,866.70, 
and  $14,518.32,  respectively.^° 

«3  Id.,  at  9287. 

^  Reply  to  the  Commission's  questioiiuaire  for  Fairfield  Securities  Corporation,  Pt.  I, 
Items  1  and  5. 

0=  Derived  from  supplementary  information  supplied  the  Commission  by  Fairfield  Securi- 
ties Corporation. 

""Op.  cit.  supra,  note  64,  Pt.  V   (Schedules  18,  19,  19a)   and  Pt.  V,  Item  42. 

«''  Id.,  Pt.  V,  Item  35a. 

«'Id.,  Pt.  V,  Item  51. 

63  Id.,  Pt.  II  (Schedules  18,  19,  19a)  and  Pt.  V,  Item  42. 

"Id.,  Pt.  II    (Schedule  20a). 
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Practically  all  the  current  income  was  required  to  pay  the  regular 
dividends  on  the  preferred  stock,  amounting  to  $45,000  per  year.  A 
much  larger  aggregate  smii,  $311,845,  was  declared  and  paid  to  the 
common  stock  as  cash  dividends  out  of  the  capital  gains.  In  addi- 
tion, the  Class  A  common  stock,  which  had  been  acquired  in  1928 
at  cost  of  $221,521.04,  was  distributed  to  common  stockholders  as  a 
dividend  and  charged  to  capital  surplus  arising  from  write-up  of 
portfolio  securities  from  cost  to  market  value. 

The  folloAving-'  figures  illustrate  the  relationship  between  ordinary 
income,  capital  gains,  and  dividends  to  common  stock  in  the  period 
1927  through  1929.'i 


1927 

1928 

1929 

$56, 476.  75 
106,  796.  33 
152, 378.  76 

$36,  866.  70 
183,281.13 
194, 089.  54 

$14,  518.  32 

368,  539. 95 

Net  profit 

348,  337.  32 

Dividends  paid: 
Preferred  (cash) 

45, 000. 00 
25, 000. 00 

45, 000.  00 
70, 000. 00 

45,  000. 00 

Common  (cash) 

216, 845.  00 

Common  treasury  stock  common  A  (cost) 

221,521.04 

Total  dividends 

70,  000. 00 

115,000.00 

483,  366. 04 

In  1931,  the  company's  net  worth,  with  securities  computed  at 
market,  had  fallen  below  the  amount  of  contributed  capital.^-  In 
1930,  the  company  had  suffered  actual  realized  losses  on  the  sale  of 
securities  of  $188,798.94  and  in  1931  of  $99,693.27  and  on  December 
31,  1931,  the  portfolio  securities  which  the  company  still  held  had 
so  fallen  in  market  value  that  the  net  assets  of  the  company,  securities 
at  market,  were  but  $547,598. "^^  The  net  assets  of  the  company  were 
about  $140,000  or  20%  short  of  meeting  the  principal  amount  of  $100 
par  value  preferred  stock.^*  If  the  capital  profits  which  had  been 
distributed  as  dividends  to  the  common  stock,  in  1929  alone,  had  been 
retained  as  a  reserve  against  such  capital  losses  as  actually  occurred, 
the  preferred  stock  would  have  been  completely  covered.  Instead, 
the  preferred  stock  continued  to  be  "under  water"  until  the  end  of 
1934.^5 

A  considerable  proportion  of  the  preferred  stockholders  took  their 
losses  in  the  years  from  1930  to  1935.  During  this  period  the  com- 
pany repurchased  2,072  of  the  total  of  7,500  shares  of  preferred  stock 

'1  Id.,  Pt.  II  (Schedules  17b,  20a)  and  Pt.  V,  Item  39. 

'2  Id.,  Pt.  II,  Exhibit  A.     The  net  worth  was  also  below  booli  capital. 

'3  Id.,  Pt.  II,  Exhibit  A. 

'^  Ibid.  At  the  end  of  1931,  there  were  6,858  preferred  shares  outstanding.  Net  assets 
of  $685,800  were  required  to  meet  obligations  to  outstanding  preferred  shares.  Thus,  there 
was  a  shortage  of  $138,202  (approximately  $20  per  share)  in  net  assets  (17%  of  principal 
amount  of  the  outstanding  preferred  obligation). 

"  Ibid. 
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outstanding  at  an  average  cost  to  the  company  of  $58,89  per  sliare/^' 
or  $41.19  less  than  par.  The  repurchase  prices  were  also  below  the 
then  net  asset  values. 

Had  the  capital  gains  of  1927, 1928,  1929  been  retained  as  a  reserve^ 
the  asset  value  of  the  preferred  stock  might  not  have  fallen  below 
the  $100  par  value  during  the  subsequent  period. 

On  January  28,  1932,  the  stated  capital  of  the  company  was  reduced 
90%  to  $125,000  by  changing  the  $100  par  value  6%  preferred  stock 
into  a  $6.00  cumulative  no  par  preferred  stock.  This  enabled  the 
company  to  continue  the  payment  of  dividends,  at  a  reduced  rate^ 
to  the  preferred  stock  from  that  date  through  1935.'^' 

c.  Circumvention  of  the  Limitation  Upon  Creation  of  "Paid-in 
Surplus"  Out  of  Capital  Contributed  for  Par  Value  Preferred 
Stock 

The  State  of  Delaware  and  most  other  States  restrict  the  creation 
of  "Paid-in  Surplus"  in  the  case  of  stock  having  a  par  value  to  that 
part  of  the  consideration  received  for  the  stock  which  is  in  excess  of 
the  par  value.'®  Hence,  when  a  preferred  stock  (or  a  common  stock) 
has  been  given  a  par  value  and  no  premium  above  that  par  value 
has  been  received  by  the  company  on  the  sale  of  that  stock,  the 
management  is  compelled  to  allocate  the  entire  par  value  to  "capital" 
and  is  unable  to  establish  a  "paid-in"  surplus  available  for  the 
distribution  of  dividends. 

(1)  THE  EQUITY  CORPORATION— INTERSTATE  EQUITIES 
CORPORATION 

This  was  the  situation  in  Interstate  Equities  Corporation,  an  invest- 
ment company  organized  in  Delaware,  the  preferred  stock  of  which 
company  had  a  par  value  of  $50  per  share.'^^  No  part  of  the  $50 
capital  contributed  by  preferred  stockholders  for  their  stock  could 
be  allocated  to  "paid-in"  surplus. 


See  the  following  table  : 


Number 
of  shares 

Net  asset  value  per 
share 

Cost  per 
share 

Total  cost 

Reduction 

from 
issuance 

price 

Year 

End  of 
year 

Average 
of  (begin- 
ning and 

end  of 

year) 

1930 

25 
617 
846 
293 
200 

91 

$100. 00 
79.85 
60.26 
74.76 
97.08 
100. 00 

$100. 00 
89.92 
70.06 
67.51 
85.92 
98.54 

$93.00 
87.29 
40.69 
43.44 
59.02 
75.53 

$2, 325. 00 
53, 857. 25 
34. 423. 00 
12,728.00 
11,804.75 
6,  873.  00 

$175  00 

1931 

1932 

1933 

7, 842.  75 
50,177.00 
16  572  00 

1934 . 

1935 

8, 195. 25 
2,227.00 

Total- 

2,072 

58.89 

122,011.00 

85,189.00 

"  Op.  cit.  supra,  note  64,  Ft.  IV  (Item  28)  and  Pt.  V,  Table  16. 

"*  Delaware  General  Corporation  Law,  Sec.  14  ;  see  also  supra,  this  chapter,  pp.  1710-22. 

'»  Public  Examination,  The  Equity  Corporation,  Commission's  Exhibit  No.  831. 
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The  Equity  Corporation,  another  investment  company,  from  the 
time  of  its  formation,®^  had  the  control  of  Interstate  Equities  Cor- 
poration through  the  ownership  of  its  common  stock.  Approxi- 
mately 98%  of  the  preferred  stock  of  Interstate  Equities  Corporation 
was  held  by  the  public.®^  The  fact  that  this  preferred  stock  carried 
a  par  value  of  $50  gave  the  holders  thereof  at  least  the  measure  of 
protection  that  part  of  his  invested  capital  could  not  by  a  mere 
resolution  of  the  directors  be  converted  into  a  i^aid-in  surplus  and 
disbursed  in  the  payment  of  dividends.^^ 

Tlie  preferred  stock  could  be  changed  from  a  par  to  a  no-par 
stock  of  its  par  value  reduced  under  the  Delaware  law  only  with  the 
formal  consent  of  a  majority  of  the  class  of  stock  affected — the  pre- 
ferred stock. 

The  Equity  Corporation,  commencing  in  June  1933,  proceeded  to 
induce  the  holders  of  the  Interstate  Equities  Corporation  convertible 
preferred  stock  to  exchange  that  stock  for  the  convertible  preferred 
stock  of  The  Equity  Corporation  which  had  been  issued  for  the  pur- 
pose of  the  exchange. ^^  The  Equity  Corporation  preferred,  although 
entitled  to  $50  per  share  on  liquidation  of  the  company  and  carrying 
a  $3  dividend  rate  like  the  Interstate  Equities  Corporation  preferred 
stock  had  a  par  value  of  only  $1  per  share.®*  Each  share  of  Inter- 
state preferred  stock  received  by  The  Equity  Corporation  in  exchange 
for  Equity's  preferred  shares  was  evaluated  at  $50,  the  amount  to 
which  each  share  of  Interstate  preferred  stock  was  entitled  on  liqui- 
dation.^^ Since  the  par  value  of  the  Equity  preferred  stock  was  but 
$1  per  share.  The  Equity  Corporation  was  in  a  position  under  the 
Delaware  law  to  allocate  $1  per  share  of  its  own  preferred  stock  to 
"capital"  and  $49  per  each  share  to  "paid-in  surplus."  This  practice 
The  Equity  Corporation  followed  with  the  $1  par  preferred  stock 
which  it  issued  in  exchange  not  only  for  the  preferred  stock  of  Inter- 
state Equities  Corporation  but  for  the  preferred  stocks  of  the  other 
investment  companies  embraced  within  The  Equity  Corporation  ex- 
change program.®*'  The  following  resolution  of  the  Board  of  Direc- 
tors is  representative :  ^'^ 

Resolved,  That  of  the  consideration  received  by  the  corporation  for  the  issue 
of  each  said  shares  of  its  Preferred  Stock  of  the  par  value  of  $1.00  per  share, 
$1.00  be  allocated  to  capital  and  $49.00  per  share  be  allocated  to  surplus,  and 
that  of  the  consideration  received  by  the  corporation  for  the  issue  of  each  of  said 
shares  of  its  common  stock  of  the  par  value  of  100  per  share,  100  per  share  be 
allocated  to  capital  and  900  per  share  be  allocated  to  surplus. 


80  The  Equity  Corporation  held  the  majority  of  voting  stock  of  Yosemite  Holding  Corpora- 
tion, which  had  voting  control  of  Chain  &  General  Equities  Corporation,  which  in  turn  held 
voting  control  of  Interstate  Equities  Corporation   (ibid.). 

81  Id.,  at  11990-1. 

S2  Delaware  Revised  Code  (1935)  C65,  Sec.  14. 

^  Public  Examination.  The  Equity  Corporation,  Commission's  Exhibits  Nos.  839  and  840. 

8^  Id.,  Commission's  Exhibits  No.s.  831  and  1173. 

s=Id.,  Commission's  Exhibit  No.  777. 

88  Ibid. 

87  Minutes  of  special  meeting  of  Board  of  Directors,  January  18,  1933.  See  also  this 
Commission's  Report  on  the  Study  and  Investigation  of  the  Work,  Activities,  Personnel,  and 
Functions  of  Protective  and  Reorganization  Committees,  Part  VII,  p.  268,  note  227. 
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Through  the  exchange  offer  strenuously  pressed  upon  the  preferred 
stockholders  of  Interstate  Equities  Corporation  from  June  1933  to 
January  15,  1935,^^  The  Equity  Corporation  succeeded  in  acquiring 
45.3%  of  the  total  outstanding  preferred  shares  of  Interstate  Equi- 
ties Corporation. ^9  As  indicated  above  in  each  instance  the  Inter- 
state Equities  preferred  stockholder  was  yielding  up  a  preferred  stock 
with  a  $50  par  value,  which  prevented  inroads  upon  the  invested 
capital  of  the  preferred  stock  by  the  payment  of  dividends  from  a 
paid-in  surplus.  Furthermore,  since  the  investor  through  the  ex- 
change had  become  a  preferred  stockholder  of  Equity  Corporation 
his  capital  was  subjected  to  distribution  not  only  to  those  preferred 
stockholders  who  had  been  preferred  stockholders  of  Interstate  Equi- 
ties Corporation  but  to  all  who  now  held  preferred  stock  of  The 
Equity  Corporation. 

The  preferred  stockholder  of  Interstate  Equities  Corporation  ob- 
serving that  The  Equity  Corporation  preferred  stock  had  a  liquidat- 
ing value  of  $50.00  like  his  own  share  of  Interstate  Equities  Corpora- 
tion preferred,  might  not  have  appreciated  the  possible  consequence 
attributable  to  the  fact  that  the  par  value  of  The  Equity  Corporation 
stock  was  only  $1.00  per  share. 

On  June  1,  1935,  The  Equity  Corporation  made  a  current  dividend 
payment  aggregating  $54,216.15  to  the  holders  of  its  preferred  stock,''" 
The  company  had  not  earned  this  dividend.  In  fact,  there  were  ar- 
rearages of  accumulated  dividends  on  its  preferred  stock  totaling 
$416,880.00  as  of  March  1,  1935.''i  Tlie  company  paid  the  dividend 
out  of  a  large  capital  surplus  created  in  the  manner  outlined  above;  by 
allocating  the  greater  part  of  the  value  of  both  preferred  and  com- 
mon stocks  obtained  by  means  of  exchange  offers  (and  outright  pur- 
chases) to  paid-in  surplus.^^  The  major  part  of  this  capital'surplus, 
$13,470,843.78,  was  surplus  so  derived  from  the  acquisition  of  pre- 
ferred stock  issues.^^ 

Payment  of  this  dividend  was  not  only  a  return  to  preferred  stock- 
holders of  a  part  of  their  original  invested  capital  but  constituted  a 
discrimination  between  stockholders  due  to  the  fact  that  a  current 
dividend  was  paid  when  where  were  unequal  arrearages  of  accumu- 
lated dividends.  The  Equity  Corporation  preferred  stock  which  had 
been  issued  in  the  earlier  exchanges  was  more  in  arrears  than  that 
issued  in  the  later  exchanges.  In  some  instances  the  accruals  dated 
back  as  far  as  March  1,  1933.^*    One  form  of  statement  employed  by 

83  The  pressure  devices  used  by  The  Equity  Corporation  in  effectuating  its  exchange  pro- 
gram are  described  in  tliis  Commission's  Report  on  the  Study  and  Investiga^tion  of  the 
Work,  Activities,  Personnel,  and  Functions  of  Protective  and  Reorganization  Committees, 
Part  VIII,  pp.  229-292. 

89  Through  shares  acquired  by  purchase  The  Equity  Corporation  raised  its  holdings  of 
preferred  stock  of  Interstate  Equities  Corporation  to  approximately  62.8%  of  the  total. 
(Op.  cit.  supra,  note  87,  Part  VII,  p.  293.) 

8°  Op.  cit.  supra,  note  83,  Commission's  Exhibit  No.  794  (p.  14). 

"  Id.,  Commission's  Exhibit  No.  849. 

"2  "Equity  valued  the  total  consideration  received  for  its  stocks  and  $743,063.39  in  cash 
through  December  31,  1935,  at  $18,711,149.83.  By  a  process  of  allocating  to  capital  only 
an  amount  equal  to  the  par  value  of  stock  issued,  namely,  $780,759.44,  Equity  was  a^le 
during  this  period  to  build  a  capital  surplus  on  its  books  of  $17,187,327.00"  (op.  cit.  supra, 
note  88,  Part  VII,  p.  268,  no,te  227). 

^^  Op.  cit.  supra,  note  83,  Commission's  Exhibit  No.  777. 

"^Id.,  Commission's  Exhibit  No.   1039. 
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The  Equity  Corporation  to  induce  acceptance  of  its  exchange  offers 
created  the  impression  that  dividend  payments  would  shortly  be 
made  on  The  Equity  Corporation  preferred  stock  offered  in  exchange. 
Nevertheless,  the  preferred  stockholders  of  Interstate  Equities  Cor- 
poration who  accepted  the  exchange  offer  of  June  1933  or  shortly 
thereafter  had  suffered  an  accumulation  of  arrearages  ^°  on  their  pre- 
ferred stock  up  to  June  1,  1935.  Instead  of  paying  off  such  arrear- 
ages, The  Equity  Corporation  paid  part  of  a  current  dividend,  as 
stated  above,  to  all  the  holders  of  The  Equity  Corporation  preferred 
stock  at  that  time — to  those  who  had  just  received  The  Equity  Cor- 
poration preferred  stock  on  which  there  were  no  arrearages  equally 
with  that  preferred  stock  on  which  arrearages  had  accumulated  for 
two  3-ears.  Thus  in  accepting  the  $1.00  par  value  preferred  stock  of 
The  Equity  Corporation  in  exchange  for  their  $50.00  par  preferred 
of  Interstate  Equities  Corporation,  the  exchanging  stockholders  not 
only  made  the  capital  contributed  by  them  available  for  distribu- 
tion as  dividends  but  enabled  the  common  stock  control  of  The 
Equity  Corporation  to  distribute  such  dividends  in  a  manner  preju- 
dicial to  them  as  early  acceptors  of  The  Equity  Corporation  stock,^** 

2.  UTILIZING  THE  REDEMPTION  "CALL" 

The  abilit}^  of  the  "common  stock  control"  to  reacquire  preferred 
stock  at  a  fixed  "call"  price  or  through  repurchases  on  the  market 
or  by  means  of  offers  of  conversion  into  common  stock,  frequently 
afforded  the  management  the  opportunity  to  utilize  the  funds  of  the 
company  in  a  manner  detrimental  to  the  interests  of  the  company 
as  a  whole,  or  prejudicial  to  the  preferred  stockholders  as  a  class, 
but  useful  to  promote  particular  objectives  of  the  sponsors  of  the 
company. 

The  market  premium  on  common  stock  of  investment  companies, 
generally  characteristic   of  the  pre-market-collapse   days,  provided 

»5  0p.  cit.   supra,  note  88,   Part  VII,   pp.  251   and  272. 

s8To  put  itself  in  a  position  to  pay  a  current  dividend  or  part  thereof  before  paying  up 
the  arrearages  of  dividends  The  Equity  Corporation  had  to  effect  a  charter  amendment. 
At  a  stockholders'  meeting  on  April  25,  1935,  the  charter  was  amended  permitting  the  pay- 
ment of  "current  dividends  on  Preferred  Stock  for  any  dividend  period  *  *  *  irre- 
spective of  whether  all  previously  accumulated  dividends  on  preferred  stock  shall  have  been 
paid  in  full''  (Reply  to  the  Commission's  questionnaire  for  The  Equity  Corporation,  Pt.  I, 
Exhibit  K-18,  K-19,  and  Commission's  Exhitiit  No.  1072). 

On  May  6,  1935,  The  Equity  Corporation  was  advised  by  its  counsel  that  it  could  legally 
pay  current  dividends  out  of  the  "paid-in  surplus"  created  pursuant  to  the  Delaware  Law. 
Part  of  the  opinion  reads  as  follows  :  "You  have  requested  our  opinion  with  respect  to  the 
propriety  of  your  Corporation  paying  current  dividends  on  your  Preferred  Stock  out  of  your 
capital  surplus. 

******* 

"We  understand  that  at  the  time  of  each  issuance  of  stock  of  your  corporation  the  direc- 
tors expressly  stated  that  $1.00  of  the  consideration  received  for  each  share  of  Preferred 
Stock  should  be  allocated  to  surplus,  and  that  100  (or  in  a  few  instances  an  amount  in  excess 
thereof)  of  the  consideration  received  for  each  share  of  Capital  Stock  should  be  deemed 
capital,  and  the  balance  allocated  to  surplus.  We  further  understand  that  the  paid-in 
capital  surplus  now  shown  by  the  Balance  Sheet  of  your  Corporation  was  created  by  the 
aforesaid  actions  of  the  Board  of  Directors  of  your  Corporation. 

"On  the  basis  of  the  foregoing,  we  are  of  the  opinion  that  your  Corporation  may  properly 
pay  current  dividends  on  the  outstanding  shares  of  your  Preferred  Stock  out  of  your  paid-in 
capital  surplus  created  as  hereinbefore  set  forth.''  (Derived  from  supplementary  informa- 
tio  supplied  the  Commission  for  The  Equity  Corporation.) 
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investment  company  managements  with  a  persuasive  factor  for  in- 
ducing preferred  stockholders  to  relinquish  their  greater  security 
and  asset  claims  and  accept  in  exchange  common  stock.  On  the 
other  hand,  the  same  factor  made  it  feasible  for  the  management  to 
pay  to  preferred  stockholders  from  the  treasury  of  the  company, 
large  premiums  above  the  liquidating  value  of  the  shares,  in  order 
to  avoid  a  conversion  of  the  preferred  stock  into  common  stock. 
Such  a  conversion  would  interfere  with  the  technique  currently  em- 
ployed by  the  management  of  stimulating  the  market  price  of  the 
common  stock  while  unloading  the  common  stock  upon  the  public 
by  off-the-market  sales.  The  fact  that  the  market  price  of  the 
common  stock  was  frequently  far  above  its  asset  value  while  the 
market  price  of  preferred  stock  substantially  exceeded  its  liquidating 
value  only  in  the  rarest  instances,^^  gave  the  management  the  oppor- 
tunity for  arranging  trades,  exchanges,  conversions,  and  repurchases 
of  the  several  classes  of  securities  so  as  to  further  particular  plans 
for  personal  advantage  evolved  by  the  managements. 

That  the  function  of  an  investment  company  should  be  to  serve 
the  investors  as  a  body  rather  than  to  seek  to  pit  the  interests  of 
one  class  of  security  holders  against  the  other  is  elementary.  The 
evil  consisted  fundamentally  in  the  fact  that  the  management  con- 
summated deals  with  and  between  its  own  stockholders  instead  of 
limiting  itself  to  conducting  the  investment  business  on  behalf  of 
its  security  holders  as  a  whole.  As  the  "management"  in  these  in- 
stances was  frequently  itself  an  operator  or  speculator  in  the  stock 
of  the  investment  company,  the  deals  put  through  by  it  were  gen- 
erally calculated  to  yield  a  benefit  to  the  insiders  and  tended  to  be 
prejudicial  to  one  class  or  other  of  the  public  investors  or  to  the 
company  as  a  whole. 

In  instances  where  the  management  had  a  personal  interest  in 
increasing  the  asset  position  of  the  common  stock,  preferred  stock- 
holders might  be  induced  by  management  to  convert  their  holdings 
into  common  stock  having  an  asset  value  less  than  the  liquidating 
value  of  the  preferred  stock  which  they  were  surrendering.  This 
would  result  in  an  increase  in  the  proportion  of  the  assets  of  the 
company  to  which  the  common  stock,  held  mainly  by  the  manage- 
ment, was  entitled  and  a  decrease  in  the  proportion  of  assets  which 
the  erstwhile  preferred  stockholders  could  claim,  as  well  as  a  loss  in 
the  priority  status  originally  possessed  by  the  preferred  stockholders. 
In  the  instances  where  the  high  market  level  for  the  common  stock, 
artificially  maintained  by  the  management,  was  threatened  by  the 
conversion  rights  of  the  preferred  stock,  the  management  was  in  a 
position  to  dissipate  the  company's  funds  in  repurchasing  the  pre- 
ferred stock  at  prices  far  above  the  "call"  price  specified  in  the 
charter  of  the  company.  It  might  be  noted  that  in  the  first  type  of 
situation  the  interests  of  the  management  would  be  served  by  the 
encouragement  of  conversion  on  the  part  of  the  preferred  stock- 
holder; in  the  second  type,  by  the  avoidance  of  a  conversion.  It  is 
quite  natural  that  the  activities  of  the  company  in  this  matter  of 
redemptions,  repurchases,  and  conversions  should  be  directed  into 

.  8T  gee  Part  Two  (House  Doc.  No.  70,  76th  Cong.)  of  the  Commission's  report,  Ch.  IV, 
pp.  320-4.  Where  the  preferred  stock  carried  no  conversion  rights  and  was  not  "under 
water,"  the  variation  of  marl^et  price  from  liquidating  value  was  comparatively  small. 
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the  cliannels  favorable  to  the  particular  designs  of  the  management. 
Illustrations  will  be  presented  of  the  use,  by  the  management  of  an 
investment  company,  of  a  redemption  "call"  to  bring  about  the  con- 
version of  preferred  stock  into  common  stock  of  a  substantially 
smaller  asset  value,  and  of  the  activities  of  the  management  of  an 
investment  company  to  avoid  conversion  of  this  stock  by  repurchase 
of  the  preferred  stock  at  a  premium  over  the  liquidating  value.  It 
will  be  shown  that  in  each  instance  the  course  of  the  activity  of  the 
company  coincided  with  the  particular  interests  of  the  management. 

a.  Shifting  of  Assets  Between  Security  Holders  by  Using  a  Redemp- 
tion "Call"  to  Effect  Conversion  of  Preferred  Stock  Into  Com- 
mon Stock  at  an  Asset  Loss  to  the  Converting  Preferred  Stock- 
holders. 

(1)  FINANCIAL  AND  INDUSTRIAL  SECURITIES  CORPORATION 

Financial  and  Industrial  Securities  Corporation  was  organized  in 
Maryland  on  December  24,  1925,  for  the  purpose,  according  to  the 
sponsors,  of  enabling  members  of  the  public  to  participate  in  the 
prospective  success  of  the  investment  enterprises  of  Ralph  Jonas  and 
his  associates,  under  whose  guidance  the  Manufacturers  Trust  Com- 
pany, a  large  New  York  bank,  and  several  other  large  enterprises 
had  experienced  a  period  of  successful  operation. 

The  original  authorized  capitalization  of  the  Company  consisted  of 
a  $100  par  value  preferred  stock,  a  Class  A  common  stock,  and  a 
Class  B  common  stock.^^  In  1927  the  Class  A  and  Class  B  common 
stock  was  reclassified  into  a  single  issue  of  common  stock.^^  By  the 
close  of  February  1927,  the  investment  company  had  derived  $37,- 
425,000  from  the  "issuance  of  250,000  shares  of  preferred  stock,  1,037,- 
500  shares  of  common  stock,  option  warrants  to  purchase  210,000 
shares  of  common  stock  at  various  prices,  and  100,000  exchange  war- 
rants. Each  of  these  exchange  warrants  entitled  its  holder  to  con- 
vert preferred  stock  into  common  stock  in  the  ratio  on  or  before 
February  20,  1928,  of  two  and  two-ninths  shares  of  common  shares 
for  each  share  of  preferred  and  in  the  ratio  on  or  before  February 
28,  1929,  of  two  shares  of  common  stock  for  each  share  of  preferred 
stock.^°'-' 

At  the  inception  of  the  investment  company  Ralph  Jonas  and  asso- 
ciated interests  ^°^  had  acquired  1,037,500  shares  of  its  common  stock 
in  exchange  for  securities  having  a  market  value  of  $12,425,000.^°- 


«8  Public  Examination,  Financial  and  Industrial  Securities  Corporation,  Commission's 
Exhibit  2096. 

'-"^  Id.,  at  18910  and  Commission's  Exhibit  No.  2096. 

100  Id.,  at  18905  and  Commission's  Exhibit  No.  3002. 

101  Principally  the  New  Brunswick  Chemical  Company,  in  which  Ralph  Jonas  had  a  sub- 
stantial interest,  and  in  which  George  U.  Tompers,  a  vice  president  of  the  mauufactiirers 
Trust  Company,  and  others  also  had  a  financial  interest  (id.,  at  18900). 

"2  Id.,  at  18906-9.  The  securities  transferred  to  Financial  and  Industrial  Securities 
Corporation  by  Ralph  Jonas  and  his  associated  interests  were  principally  large  blocks  of 
the  stocks  of  Manufacturers  Trust  Company  of  New  York,  National  Liberty  Insurance 
Company  of  America,  The  Baltimore  American  Insurance  Company  of  New  York,  and 
Peoples  National  Fire  Insurance  Company  (ibid.). 
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The  remainder  of  the  capital  of  the  investment  company  had  been 
contributed  by  the  public,  which  had  purchased  all  of  its  preferred 
stock. 

As  a  result  of  the  exercise  of  warrants  to  purchase  common  stock 
and  the  conversion  of  preferred  stock  into  common  stock  and  the  dis- 
tribution of  a  5%  stock  dividend  bv  the  exercise  of  exchange  war- 
rants, Financial  and  Industrial  Securities  Corporation  had  the  follow- 
ing capitalization  as  at  January  31,  1928 : 

7%  preferred  stock  :  154,458  shares $  15,  445.  800.  CO 

Common  stock  :  1,563,8631/2  shares 27,  667,  991.  91 

The  distribution  of  the  shares  of  common  stock  to  January  31,  1928 
was  substantially  as  follows :  ^°^ 

Sold  to  Ralph  Jonas  and  Associates 1,  037,  500 

Sale  of  common  stock  in  1927 240.  061 

Common  stock  issued  on  the  conversion  of  preferretl  stock 212,  315% 

5%  stock  dividend  in  1927 73, 


1, 563, 863-f 

The  amount  of  common  stock  which  Ralph  Jonas  and  his  associ- 
ates had  originally  secured  constituted  approximately  70%  of  all  the 
common  stock  outstanding  on  January  31,  1928.^°*  While  Ralph 
Jonas  and  his  associated  interests  had  not  retained  all  of  their  com- 
mon stock,  it  is  clear  that  on  January  31,  1928  they  still  held  more 
than  50%  of  the  outstanding  common  stock.^°^ 

On  December  1,  1928  the  management  of  Financial  and  Industrial 
Securities  Corporation  caused  the  company  to  take  very  significant 
action  in  regard  to  the  outstanding  preferred  stock.  The  preferred 
stock  was  subject  to  call  for  redemption  at  the  option  of  the  company, 
at  $110  per  share  plus  accrued  dividends.  On  December  1,  1928, 
Financial  and  Industrial  Securities  Corporation  proceeded  to  exer- 
cise this  right  to  call  the  preferred  stock  for  redemption  at  $110  per 
share  plus  accrued  dividends.  However,  in  addition  to  a  formal 
notification  of  the  exercises  of  its  call  rights  the  company  offered 
the  preferred  stockholder  an  alternative,  valid  for  only  10  days,  to 
convert  his  preferred  stock  into  common  stock  on  the  basis  of  nine- 
tenths  of  a  share  of  common  stock  for  one  share  of  preferred  stock.^*'*^ 
Practically  the  entire  issue  of  150,000  shares  of  preferred  stock,  namely, 
142.6288^  shares,  accepted  the  conversion  offer;  only  7,475i/9  shares 
of  preferred  stock  accepted  the  redemption  in  cash. 

It  seems  fairly  clear  that  the  management,  in  demanding  the  sur- 
render of  the  preferred  stock  at  the  redemption  price  and  offering 
the  couA^ersion  as  an  alternative,  was  primarily  interested  not  in  ef- 
fecting the  redemption,  but  in  securing  the  conversion.  One  indica- 
tion that  the  management  desired  to  promote  the  conversion  was 
the  fact  that  the  notice  stated  that  the  common  stock  to  be  issued  on 
the  conversion,  deliverable  on  or  after  December  12,  1928,  would 
carry  dividends  for  the  full  quarterly  period  ending  December  31, 

«» Id.,  at  18905  and  Commission's  Exhibit  No.  3006. 

!•»*  Ralph  Jonas  and  his  associates  would  have  received,  by  January  1928,  additional 
common  stock  as  their  participation  in  the  5%  stock  dividend. 

Mfi  Op.  cit.  supra,  note  98,  Commission's  Exhibit  No.  3021.     See  infra,  note  123. 
io«Id.,  Commission's  Exhibit  No.  3008. 
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1928,^"'  and  that  a  $1  regular  and  a  $1  extra  dividend  for  that  pe- 
riod was  declared."'®  Were  the  sole  object  of  the  management  the 
retirement  of  the  preferred  stock  there  would  have  been  no  need  of 
coupling  with  the  redemption  call  the  alternative  of  converting  the 
preferred  stock  into  common  stock.  The  notice  specified  that  if  the 
preferred  stockholder  did  not,  within  10  days,  accept  the  conversion, 
the  company  would  exercise  its  "call"  privilege  to  terminate  his 
investment  participation  in  the  company. 

The  redemption  did  not  hold  any  promise  of  profit  to  the  manage- 
ment— in  fact,  it  would  have  reduced  the  leverage  of  the  common 
stock  without  increasing  the  asset  value  of  the  common  stock.  On 
the  other  hand,  the  conversion — as  will  be  seen — secured  to  the  com- 
mon stockholdings  of  the  management  interests  a  gain  of  several  mil- 
lions of  dollars  in  asset  value.  The  gain  in  asset  value  by  the 
common  stockholdings  was  derived  from  an  equivalent  loss  in  asset 
value  suffered  by  the  preferred  stockholders  who  converted  their 
preferred  stock  into  common  stock. 

The  reason  that  the  conversion  alternative  was  accepted  by  the  vast 
majority  of  preferred  stockholders,  despite  the  fact  that  the  preferred 
stockholders  suffered  a  substantial  asset  loss  in  the  exchange,  may 
perhaps  be  explained  by  the  discrepancy  between  the  current  market 
and  asset  value  of  the  common  stock  and  by  the  fact  that,  whereas 
the  ordinary  investor  may  have  been  familiar  with  the  market  quo- 
tations, he  was  not  apprised  of  the  current  asset  value.  On  the  basis 
of  prevailing  over-the-counter  market  prices  of  Financial  and  Indus- 
trial Securities  Corporation  common  stock  the  conversion  offer  ap- 
peared attractive.  From  January  through  December  1928,  the  over- 
the-counter  market  price  of  the  common  stock  had  ranged  from  IO9I/2 
to  1381/9.  During  the  pendency  of  the  offer  (December  1  to  December 
10,  1928),  the  market  price  of  the  common  stock  ranged  from  129  to 
]^ 33  109  rj^i^Q  asset  value  of  the  common  stock,  on  the  other  hand,  was 
much  lower.  The  precise  asset  value  of  the  common  stock  on  Decem- 
ber 1,  1928,  is  not  ascertainable,  but  the  statements  of  the  company 
show  the  asset  value  of  the  common  stock  on  January  1,  1928,  as 
$45.91  a  share  and  on  December  31,  1928  (after  the  consummation  of 
the  conversions  which  increased  the  asset  value  of  the  common  stock) 
as  $65.32  per  share.^^°  Thus  while  the  holder  of  a  share  of  preferred 
stock,  having  a  redemption  value  of  $110,  received  an  equivalent  in 
the  current  market  value  of  nine-tenths  of  a  share  of  common  stock, 
he  recei^-ed  a  security  having  less  than  half  of  the  asset  value  of  the 
security  which  he  was  surrendering.  Whereas  the  preferred  stock- 
holder may  have  known  the  current  market  quotation  of  the  common 
stock,^^^  he  may  not  have  been  acquainted  with  the  current  asset  value 
of  the  common  stock.  Ralph  Jonas  testified  that  there  was  no  refer- 
ence to  the  asset  value  of  the  common  stock  in  the  redemption  and 

10^  Ibid. 

lospoo^g  Cumulative  Service  for  1928,  Vol.  4,  p.  289. 

1™  The  New  York  Times,  daily  over-the-counter  quotations. 

"0  Op.  cit.  supra,  note  98,  Commission's  Exhibits  Nos.  3006  and  3020. 

1"  Investors  had  witnessed  the  steady  advance  in  the  market  price  of  the  common  stock 
cf  Financial  and  Industrial  Securities  Corporation  and  had  received  letters  from  the  Manu- 
facturers Trust  Company  and  Harris  Ayers  &  Company  stressing  the  profits  vrhich  had 
accrued  to  purchasers  of  the  7%  preferred  stock  who  had  exercised  the  attached  common 
stock  warrants  (id.,  at  18941  and  Commission's  Exhibit  No.  3002). 
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conversion  offer  of  December  1,  1928."^  The  latest  statement  of  the 
company  indicating  its  asset  position  was  one  issued  for  January  31^ 
1928,  ahnost  an  entire  year  prior  to  the  offer.  Mr.  Jonas,  while 
admitting,  in  the  light  of  exj)erience  since  1928,  that  informing  th& 
stockholder  of  the  asset  value  of  the  common  stock  on  a  conversion 
offer  is  the  "desirable"  practice,  asserted  that  at  the  time  of  the 
instant  conversion  offer  such  a  practice  was  not  prevalent :  "^ 

I  think  it  is  a  desirable  tiling,  as  I  say,  in  view  of  the  experience  that  we 
have  had  and  the  further  light  that  we  have  had,  to  state  in  any  conversion 
offer  the  asset  position  of  the  company,  and  surely  on  the  right  of  the  preferred 
stockholder  or  bondholder  in  line  with  what  I  have  already  indicated.  *  *  * 
as  far  as  I  know,  it  certainly  was  an  unusi^al  thing,  and  as  far  as  I  know,  it 
had  never  been  the  practice  to  state  on  the  conversion  the  asset  value  at  that 
time.     I  know  of  no  company  which  had  done  so. 

As  has  been  stated,  holders  of  142,628%  shares  of  the  preferred 
stock  elected  to  have  their  preferred  stock  converted  on  the  basis  of 
nine-tenths  of  a  share  of  common  stock  rather  than  accept  the  re- 
demption alternative."*  It  should  be  noted  that  at  the  same  time 
that  the  preferred  stock  was  being  exchanged  for  nine-tenths  of  a 
share  of  connnon  stock,  a  share  of  preferred  stock,  when  accompanied 
by  an  exchange  warrant,  was  still  receiving  two  shares  of  common 
stock  for  each  share  of  preferred  stock."^  The  holders  of  the  142,- 
628%  shares  of  preferred  stock  which  were  deposited  for  conversion 
yielded  up  a  security  which  had  an  asset  value  of  $110  per  share  for 
an  amount  of  common  stock  (nine-tenths  of  a  share)  which,  on  De- 
cember 31.  1928,  when  the  conversions  were  consummated,  had  an 
asset  value  of  $58.79."®  The  preferred  stockholders  thus  surren- 
dered to  the  common  stock,  held  largely  by  the  sponsors,  more  than 
$7,000,000  in  asset  value."^ 

Ralph  Jonas  testified  that  the  management  was  granting  the  pre- 
ferred stockholder  a  conversion  based  on  market  quotations  alone 
and  not  on  asset  value,  that  the  conversion  entailed  a  sacrifice  of 
asset  value  on  the  part  of  the  preferred  stockholder  and  that  this 

us  Id.,  at  18946. 

us  Id.,  at  18944-46.  It  should  be  noted  that  Section  3  (a)  (9)  of  the  Securities  Act  of 
1933  exempts  from,  the  registration  requirements  of  the  Act  "any  security  exchanged  by 
the  issuer  with  its  existing  security  holders  exclusively  where  no  commission  or  other 
remuneration  is  paid  or  given  directly  or  indirectly  for  soliciting  such  exchange." 

"4  Id.,  at  18938.  and  Commission's  Exhibit  No.  3006. 

"5  Id.,  Commission's  Exhibit  No.  3002. 

"ojd.,  Commission's  Exhibit  No.  3006. 

"'  The  asset  loss  to  the  preferred  stockholdings  and  corresponding  asset  gain  to  the  com- 
mon stock  outstanding  prior  to  the  issuance  of  the  new  common  stock  on  the  conversion 
is  computed  as  follows  : 

Total  liquidating  value  of  142,628%  shares  of  preferred  stock,   at 

$110  per  share $15,689,177.78 

Number    of    shares    of    common    stock    issued    in    ex- 
change     128,  366  shs. 

Asset  value  of  a  share  of  common  stock  on  Dec.  31, 

1928 $65. 32 

Total  asset  value  on  Dec.  31,  1928,  of  the  common  stock  issued  in 

exchange  for  the  preferred  stock  surrendered «  8,  384,  867.  12 

Difference  between  the  asset  (liquidating)   value  of  preferred  shares 

surrendered  and  the  asset  value  of  common  stock  received "  7,  304,  510.  66 

a  The  figure  for  the  total  asset  value  of  the  common  stock  received  in  exchange  and 

the  resulting  figure  for  the  asset  loss  sustained   by  the  preferred  stockholders  is 

applicable   to   Dec.    31,    1928.      Corresponding  figures   for   Dec.    20,    102S,    the   last 

day  for  the  conversion.  cannotJ  be  precisely  computed,  since  the  asset  value  of  the 

common  stock  on  that  day  is  not  ascertainable. 
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sacrifice  in  asset  position  ennred  to  the  benefit  of  the  other  common 
stock :  i^« 

Q.  *  *  *  So  that  there  was  a  sacrifice  by  the  preferred  stocliholcler  of  an 
asset  value.     He  was  changing  its  position,  it  is  true.     Isn't  that  so? 

A.  Yes ;  lie  was  changing  it  into  common  stock  or  cash  as  he  desired. 

Q.  And  in  changing  his  position  he  was  making  a  sacrifice  of  asset  value? 

A.  AVell,  if  you  want  to  regard  it  that  way.  He  was  changing  his  asset 
position  in  favor  of  the  market  opportunity. 

Q.  And,  of  course,  that  sacrifice  of  asset  position  inured  to  the  benefit  of 
the  other  common  stock? 

A.  That  would  be  so. 

Thus,  by  December  31,  1928,  Financial  and  Industrial  Securities 
Corporation,  which  had  commenced  operations  with  three  classes  of 
stock  (Class  A  common,  Class  B  common,  and  preferred  stock) 
had  become  a  single-security  company.  The  public,  which  had  in- 
vested in  the  company  primarily  on  a  preferred  basis,  had  been 
reduced  to  the  same  status  of  security  ownership  as  the  sponsors. 
A  comparison  of  the  status  of  the  original  investment  of  $25,000,000 
by  the  public  in  the  preferred  stock,  with  the  status  of  the  original 
investment  of  $12,425,000  by  the  sponsor  interests  in  the  common 
stock  shows  that  as  of  December  31,  1928,  the  former  preferred 
stockholders  who  had  contributed  about  60%  of  the  net  capital,^^® 
now  held  approximately  349,952  shares  of  common  stock  in  place 
of  their  preferred  stock,i2o  q^,  ^^^^^^^  20%  of  all  l,701,630i%o  shares 
of  common  stock  outstanding,^-^  while  the  amount  of  common 
stock  originally  procured  by  the  sponsor  interests  for  a  contribu- 
tion of  about  30%  of  the  net  capital,  now  constituted  ownership 
of  approximately  65%  of  the  company  and  its  assets.^"^  Not  all 
of  the  1,037,500  shares  originally  taken  up  by  the  sponsor  interests 

11^  Op.  cit.  supra,  note  98,  at  18939-40. 

"»  The  total  amount  of  capital  raised  by  the  investment  company  from  its  inception  on 
December  24,  1925,  up  to  and  including  December  31,  1928,  had  been  as  follows  (id..  Com- 
mission's Exhibit  No.  3006)  : 

Sold  for  cash  : 

250,000  shares  of  7%  preferred  stock $25,  000,  000.  00 

240,192  shares  of  common  stock 5,  618,  341.  96 

Total  amount  of  capital  contributions  made  in  cash 30,  618,  341.  96 

Issued  in  exchange  for  poitfolio  securities  : 

1,037,500  shares  of  common  stock 12,  425,  000.  00 

Aggregate  amount  of  capital  contributions 43,  043,  341.  96 

Less  :  Par  value  of  7,475%  shares  of  preferred  stock  called 

for    redemption 747,  511.  11 

Net    Capital    Contributions 42,  295,  830.  85 

The  investment  company  had  also  issued  a  5%  stock  dividend  which  was  carried  on  its 
books  at  a  nominal  amount  of  $73,986.95. 

120  See  the  following  : 

Common  stock  issued  on  the  conversion  of  99,896  shares  with  ex- 
change  warrants 221,  586  shares 

Common  stock  issued  on  the  conversion  of  142.628%  shares  of  pre- 
ferred stock  pursuant  to  the  exchange  offer  of  Dec.   1,   1928 128,  366  shares 

Total 349,  952  shares 

121  Op.  cit.  supra,  note  98,  Commission's  Exhibit  No.  3006.  In  addition,  the  holders  of 
7,4751,6  shares  of  preferred  stock  had  had  their  shares  redeemed  at  $110  a  share,  receiving 
the  sum  of  $822,262.22  in  cash. 

122  Including  the  59^c  stock  dividend  on  the  1,037,500  shares  cf  common  slock  (id.,  Commis- 
sion's Exhibit  No.  3006). 
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were  retained  by  them  down  to  December  31,  1928.  The  sponsor 
interests  during  1927  and  1928  had  recouped  at  least  the  amount 
of  their  original  investment  of  $12,425,000  in  the  common  stock  by 
selling  to  the  public  from  time  to  time  blocks  of  their  common  stock 
at  high  prices.^"^  Nevertheless,  on  December  31,  1928,  after  the 
retirement  of  all  the  preferred  stock  the  amount  of  common  stock 
still  in  the  possession  of  the  sponsor  interests  constituted  approxi- 
mately 45%  of  the  outstanding  stock.^^*  Had  the  company  been 
dissolved  on  that  date,  the  sponsor  interests  would  have  received 
as  their  distributive  share  45%  of  the  total  assets  of  the  company. 
While  the  sponsors  did  not  liquidate  the  company  at  this  time,  they 
did  shortly  thereafter  sell  all  the  assets  of  the  company  to  The 
Goldman  Sachs  Trading  Corporation  and  received  as  their  share 
of  the  consideration  for  the  sale  about  a  million  shares  of  the  stocli 
of  The  Goldman  Sachs  Trading  Corporation. ^-^  This  transaction 
will  be  referred  to  again  hereafter. 

The  method  by  which  the  sponsors  of  Financial  and  Industrial 
Securities  Corporation  were  able  to  transmute  a  30%  contribution 
to  the  net  capital  into  the  unencumbered  ownership  of  45%  of  the 
assets  of  the  company,  while  recouping  the  amount  of  their  original 
investment  by  the  sale  of  part  of  their  stock,  illustrates  the  possi- 
bilities in  connection  with  a  multiple-security  capital  structure.  The 
so-called  "senior  money"  supplied  by  the  public  supplies  a  leverage 
for  the  common  stock.  This  leverage,  under  favorable  market  con- 
ditions, tends  to  impart  a  substantial  market  premium  to  the  com- 
mon stock  and  creates  a  considerable  disparity  between  the  market 
value  and  the  asset  value  of  the  common  stock.  The  average  in- 
vestor is  likely  to  be  familiar  wdth  market  quotations  and  their 
significance  but  not  with  the  significance  of  asset  values.  In  fact, 
in  many  instances  the  investor  may  not  have  had  any  knowledge 
of  the  current  asset  value.  The  sponsor,  to  whom  asset  value  is 
a  much  more  concrete  concept,  is  frequently  in  a  position  to  influ- 
ence the  senior  security  holder  to  yield  up  some  part  of  his  priority 
interest  in  the  assets  of  the  company  through  the  lure  of  greater 
transient  market  value. 

The  sponsor  interests  were  able  to  utilize  this  shift  of  asset  value 
in  favor  of  the  common  stockholdings,  which  the  sponsors  procured 
through  the  conversion  of  the  preferred  stock,  shortly  thereafter  when 
a  merger  of  Financial  and  Industrial  Securities  Corporation  was  ef- 
fected with  The  Goldman  Sachs  Trading  Corporation  on  an  asset 
value  basis.^-^  The  market  premium  over  asset  value  of  the  Financial 
and  Industrial  Securities  Corporation  stock  was  much  greater  than 
that  of  The  Goldman  Sachs  Trading  Corporation  stock  and  the 
sponsors  of  The  Goldman  Sachs  Trading  Corporation  refused  to  ac- 

123  During  1927  and  1928  Ralph  Jonas  and  his  associates  sold  through  the  Manufacturers 
Trust  Company  approximately  206,000  shares  of  the  common  stool?  of  Financial  and  Indus- 
trial Securities  Corporation  at  prices  varying  from  $82.50  to  $115.95  per  share.  If  it  be 
assumed  that  these  shares  were  part  of  the  1,037,500  shares  purchased  from  the  investment 
company  by  Ralph  Jonas  and  his  associates  at  an  average  cost  of  $12  a  share,  the  profit  to 
the  sponsor  interests  on  these  sales  was  approximately  $20,000,000  (id.,  Commission's  Ex- 
hibit No.  3021). 

'2'  Public  Examination,  The  Goldman  Sachs  Trading  Corporation,  at  16281-2. 

'^  Id.,  at  16281. 

iMid.,  at  16157-8. 
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cept  tlie  higher  market  premiiun  of  Financial  and  Industrial  Securi- 
ties Corporation  common  as  the  basis  of  the  exchange.^-'  Waddill 
Catchings,  the  president  of  The  Goldman  Sachs  Trading  Corporation, 
testified  that  the  sponsors  of  Financial  and  Industrial  Securities  Cor- 
poration agreed  to  accept  The  Goldman  Sachs  Trading  Corporation 
stock  as  though  it  were  of  a  market  parity  with  the  Financial  and  In- 
dustrial stock  and  conceded  that  it  was  unlikely  that  the  public  stock- 
holders of  Financial  and  Industrial  Securities  Corporation  would 
have  consented  "to  exchange  their  stock  marketwise  for  a  stock  that 
was  selling  at  half  the  price  it  [their  own  stock]  was  selling  for  before 
they  made  the  exchange."  ^-*  How-ever,  before  the  merger  was  sub- 
mitted to  the  Financial  and  Industrial  Securities  Corporation  stock- 
holders the  market  price  of  The  Goldman  Sachs  Trading  Corpora- 
tion stock  had  accomplished  the  phenomenal  feat  of  rising  84i/o  points 
in  four  days.^^^ 

From  February  4  to  February  7,  1929,  inclusive,  a  joint  trading- 
account  in  the  stock  of  The  Goldman  Sachs  Trading  Corporation  com- 
posed of  The  Goldman  Sachs  Trading  Corporation  and  Delmar  Cap- 
ital Corporation,  one  of  Mr.  Jonas'  "office  corporations,"  ^^°  purchased 
on  the  New  York  Curb  Exchange  174,400  shares  of  the  stock  of  The 
Goldman  Sachs  Trading  Corporation  at  a  total  cost  of  $33,325,000  and 
sold  only  4,500  shares  at  approximately  $975,000.^^^  Its  purchases 
over  the  short  period  constituted  66%  of  total  trading  on  the  stock 
in  the  New  York  Curb  Exchange. ^''^ 

Mr.  Catchings  denied  that  the  account  was  formed  or  operated  for 
the  purpose  of  putting  up  the  price  of  the  stock  and  urged  that  this 
market  price  would  have  heen  attained  even  in  the  absence  of  the 
account.^ ^^  He  agreed  that  the  mere  fact  that  the  Financial  and  In- 
dustrial Securities  Corporation  intei'ests  w^ere  willing  to  accept  an 
exchange  on  an  asset  value  basis  and  to  disregard  the  initial  discrep- 
ancy in  market  value  would  have  brought  the  market  premium  on  The 
Goldman  Sachs  Trading  Corporation  stock  to  a  parity  with  that  of 
Financial  and  Industrial  Securities  Corporation.^^* 

What  is  most  significant  about  this  transaction  is  the  fact  that  when 
"insiders"  were  dealing  with  the  public  investor  they  retired  his  pre- 
ferred stock  on  a  market  basis  and  at  an  asset  loss  to  the  investor; 
when  dealing  with  the  "inside"  interests  of  another  company  an  asset- 
basis  was  recognized  as  the  proper  criterion  and  the  market  value, 
either  naturally  or  by  artificial  stimulation,  rose  in  four  days  to  coin- 
cide with  the  asset  status. 

It  should  be  noted  that  the  disparity  between  the  market  and  asset 
value  of  common  stock  may  be  utilized  by  sponsors  of  investment 
companies  to  promote  opposing  courses  of  action  each  of  which  facili- 
tates the  particular  plans  of  the  management.  In  this  case  where  the 
conversion  of  the  preferred  stock  into  common  stock  would  result  in 

1"  Public  Examination,  Financial  and  Industrial  Securities  Corporation,  at  16272. 
^Op.  cit.  supra,   note  124,  at  16138  and  16158. 
i2»Id.,  at  16157  and  16144. 
130  Id.,  at  16126. 
"1  Id.,  at  16142. 

^^  Id.,  at  16143.     For  a  detailed  discussion  of  tbis  trading  in  The  Goldman  Sachs  Trading 
Corporation  stock  see  Ch.  IV  of  this  part  of  the  report,  pp.  1522  et  seq. 
"»  Op.  cit.  supra,  note  124,  at  16131-2. 
«^Id.,  at  16132  and  16317. 
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an  asset  gain  to  the  common  stockholders  of  the  sponsor  interests, 
the  management  vokmtarily  tendered  such  a  conversion  privilege  to 
the  preferred  stockholders.  In  the  case  of  Central  States  Electric 
CorDoration  ^-^  an  absolute  right  of  conversion  possessed  by  the  pre- 
ferred stockholders  threatened  to  interfere  with  the  market  activities 
of  the  sponsors  in  the  common  stock  and  the  management  paid  out 
large  premiums  to  preferred  stockholders  to  prevent  the  conversion 
right  from  being  exercised. 

b.  Nullification  of  Open-end  Privilege  Eelating  to  Preferred  Stock 

I^Iost  investing  companies  have  imposed  upon  their  pi'eferred  stock 
the  condition  that  the  preferred  stock  must  be  surrendered  when  the 
company  offers  a  "call"  price  fixed  in  the  charter  of  the  company,  or 
in  the  resolution  authorizing  the  issuance  of  the  stock."''  The  "call" 
price  is  generally  from  2%  to  10%  above  the  principal  sum  to  which 
the  preferred  stock  is  entitled  upon  dissolution.  This  provision  per- 
mitting the  company  to  "call  in"  the  preferred  stock  at  a  fixed  figure 
is  naturally  a  privilege  extended  to  the  company,  not  to  the  preferred 
stockholder.  A  provision  permitting  redemption  of  preferred  stock, 
at  the  option  of  the  holder,  has  been  extremely  rare.^^'^'^  Open-end  in- 
vestment companies,  which  are  almost  exclusively  simple  structures 
companies,  are  of  course  characterized  by  the  provision  that  the 
holders  of  the  shares  may  at  their  option  surrender  the  shares  to  the 
company  at  approximately  the  net  asset  value.  The  multiple-security 
compan}^,  as  above  stated,  does  not  generally  extend  such  a  privilege 
to  the  senior  security  holder. 

(1)  CHAIN  &  GENERAL  EQUITIES,  INC. 

Chain  &  General  Equities,  Inc.,  although  a  general  investment  com- 
pany of  the  closed-end  tj^pe,  granted  its  preferred  stock  (as  well  as 
the  common  stock)  upon  the  issuance  thereof,  a  qualified  "open-end" 
or  redemption  privilege.  This  provision  embodied  safeguards  and 
advantages  undoubtedly  attractive  to  the  preferred  stockholders  in- 
vesting in  the  company.  After  the  issuance  thereof  the  "common- 
stock  control"  first  Avhittled  away,  and  ultimately  completely  eradi- 
cated, this  privilege. 

'^  See  infra,  pp.  1762-70,  for  a  discussion  of  the  relationship  between  the  operations  of 
the  management  of  Central  States  Electric  Corporation  in  the  common  stock  and  the  repur- 
chases of  preferred  stock  by  that  company. 

^30  An  examination  of  the  questionnaire  replies  for  161  investment  companies  showed 
that  out  of  89  companies  issuing  preferred  stock,  83  made  provision  for  the  redemption  of 
the  preferred  stock. 

i'^  Dewing,  A.  S.,  Financial  Policy  of  Corporations  (3d  revised  edition,  1934),  p.  51,  notes, 
in  connection  with  corporations  generally,  that  the  redemption  provision  permitting  redemp- 
tion at  the  option  of  the  preferred  stockholder,  and  a  somewhat  similar  provision  directing 
the  retirement  by  the  investment  company  of  a  certain  number  of  shares  each  year,  date 
hack  to  the  World  War  period  ;  that  thr^y  were  conceived  to  implement  the  rights  of  pre- 
ferred stockholders  and  to  serve  as  an  important  selling  point  in  the  distribution  of  these 
securities  ;  that  the  difficulties  attendant  upon  meeting  the  comprlsory  redemption  provi- 
sions and  those  allowing  redemption  at  the  option  of  the  stockholders  resulted  in  most  cases 
in  the  exclusion  of  .su' h  provisions  in  the  chirters  drafted  after  1925. 
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Article  M  of  the  charter  of  Chain  &  General  Equities,  Inc.  orig- 
inally contained  khe  following  provision  :  ^^® 

The  corporation  agrees  to  purchase  to  the  extent  of  its  surplus,  if  any,  auy 
preferred  stock  at  par  value  less  the  sum  of  one  (1)  dollar  per  share  and  any 
commou.  stock  at  its  liquidating  value  (as  hereinafter  defined  in  this  certificate 
of  incorporation)  less  one  (1)  per  centum  thereof,  offered  by  the  holders  of 
the  certificates  thereof,  but  in  no  event  shall  the  corporation  be  bound  to  pur- 
chase in  any  one  mouth  more  than  one  (1)  per  centum  of  the  par  value  of  the 
preferred  stock  then  outstanding  nor  more  than  one  (1)  per  centum  of  the 
liquidating  value  of  the  common  stock  then  outstanding,  the  first  presented 
as  determined  by  the  board  of  directors  to  be  the  first  purchased. 

A  paraphrase  of  this  provision,  included  in  the  prospectus  of  Chain 
&  General  Equities,  Inc.,^^°  served  as  a  representation  upon  which  the 
investors  might  well  have  relied  and  which,  no  doubt,  substantially 
aided  the  sale  of  the  stock.  The  company  was  a  Delaware  corporation 
organized  in  February  1929  by  Childs,  Jeffries  &  Co.,  Incorporated,  a 
Massachusetts  corporation  engaged  in  the  investment  security  busi- 
]iess.^*°  Mr.  Dudley  Childs,  associated  with  Childs,  Jeffries  &  Co., 
Incorporated,  the  sponsor,  conceded  that  the  object  of  the  provision 
was  to  make  the  investor  feel  independent  of  the  market  price  of  his 
stock :  "1 

Q.  But  he  always  had  the  comforting  feeling  that  if  at  some  subsequent  date 
he  wanted  to  get  out,  out  of  the  Chain  &  General  Equities  trust,  he  would  not  be 
relegated  to  what  the  market  value  of  the  stock  was,  which  might  be  selling  at 
a  substantial  discount,  and  he  could  always  come  in  and  get  the  actual  value, 
liquidating  value,  of  his  common  stock,  less  one  percent,  and  get  par  value  for  the 
preferred  stock :  isn't  that  so  ? 

A.  That  is  what  we  were  trying  to  set  up  for  him. 

The  sponsor  immediately  consummated  three  contracts  Avith  the 
company :  a  distribution  contract,  a  stock  option  contract,  and  a  man- 
agement advisory  contract.  The  investment  company  issued  40,000 
shares  of  its  convertible  preferred  stock,  Series  A,  at  the  par  value  of 
$100  per  share  ancl  160,000  of  no  par  common  stock  to  the  sponsors 
under  the  distribution  contract,  which  was  not  a  firm  commitment  but 
an  undertaking  to  find  purchasers.  The  company  received  $8,000,000 
net  proceeds  from  this  sale,  $100  for  each  share  of  the  40,000  shares 
of  preferred  stock  and  $25  for  each  share  of  the  160,000  shares  of  no- 
par  common  stock.  Childs,  Jeffries  &  Co.,  Incorporated,  received  a 
gross  commission  of  6%  on  all  the  sales  amounting  to  more  than 
$400,000.  The  management  "took  down"  at  least  $1,000,000  worth  of 
common  stock. ^"    The  $25  per  share  received  for  the  common  stock  was 


13S  Public  Examination.   The  Equity  Corporatic  n.   at   1719   and   Commission's   Exhibit   No. 
219. 

'■«' Id.,  at  lT-0  and  1T27.  and  Commission's  Exhibit  No.  221  : 

Tlip  corporation  upon  request  will  repurchase  out  of  surplus  preferred  stock  at  par 
less  $1  and  common  at  its  liquidating  value  less  1%.  provided  it  shall  never  be  required 
to  repurchase  in  any  one  month  more  tlan  1%  of  par  preferred  outstanding,  nor  more 
than  I'yc   of  liquidating  value  of  common  outstanding. 

"»Id..  at  1716.  and  Commission's  Exhibit  No.  219. 

1*1  Id.,   at   1728. 

i^Md..  at   1725  and   17325. 
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iillocated  as  follows;  $20  to  "capital"  and  $5  to  "paid-in  surplns."  "^ 
It  should  be  noted  that  the  company  at  its  inception  provided  itself 
^vith  a  surplus  which  could  be  utilized  for  the  redemption  of  the  pre- 
ferred stock.  Article  M  did  not  distinguish  between  "paid-in  sur- 
plus," "capital  surplus"  or  "earned  surplus."  The  prospectus  stated 
that  of  the  proceeds  of  $25  per  share  of  common  stock,  $5  was  allocated 
to  surplus."*  It  was  clearly  the  objective  of  the  promoters  to  give  an 
immediate  appearance  of  reality  to  the  privileg-e  of  redeemino-  from 
surplus  by  at  once  creating  such  a  surplus. 

Until  the  collapse  of  security  market  values  in  October  1929  the 
optional  redemption  privilege  was  permitted  to  remain  unchanged. 
There  would  naturally  be  no  reason  for  the  preferred  stock  to  avail 
itself  of  an  optional  surrender  at  a  price  less  than  the  current  market. 
The  significance  of  this  provision  lay  in  the  fact  that  it  accorded  the 
preferred  stock  a  certain  amount  of  protection  in  the  event  that  the 
market  price  declined  while  the  com])any  had  a  surplus. 

By  February  1930  the  market  price  of  the  preferred  stock  had  fallen 
substantially  below  the  par  value  of  $100  per  share.  The  assets  of  the 
company  were  sufficient,  however,  to  cover  fully  the  preferred  stock 
and  furnish  a  positive  asset  value  for  the  common  stock.  Furthermore, 
fi  surplus  existed.  It  had  been  created  by  a  reduction  of  the  capital  of 
the  common  stock  from  the  former  stated  figure  of  $20  per  share  to  $1 
per  share."  ■'^  Market  conditions  were  such  that  the  exercise  of  the 
redemption  privilege  by  the  preferred  stock  might  be  anticipated.  It 
was  at  this  time,  February  25, 1930,  that  the  first  amendment  of  Article 
M  was  approved  at  a  special  meeting  of  stockholders."*^  The  effect  of 
the  amendment  was  to  malve  unavailable  for  the  redemption  of  pre- 
ferred stock  under  Article  M  a  surplus  due  to  a  reduction  of  the  com- 
mon-stock capital.  This  constituted  the  first  vitiation  of  the  privilege 
extended  to  preferred  stockholders  by  Article  M.  Nevertheless,  this 
amendment  did  not  wholly  emasculate  the  provision.  If  a  surplus  was 
acquired  by  the  repurchase  by  the  company  of  preferred  stock  at  less 
thsLii  the  liquidating  value — at  a  discount  (i3ut  not  under  Article  M)  — 
other  stockholders  could  demand  that  their  preferred  stock  be  redeemed 
from  such  a  surplus  at  par  less  $1  under  Article  M.  Furthermore, 
while  the  amendment  disallowed  redemption  from  a  surplus  created 
through  the  reduction  of  common  capital,  it  did  not  bar  redemption 
fi'om  a  surplus  that  could  be  created  through  a  reduction  of  the  par 
value  of  the  preferred  stock. 

At  a  meeting  of  the  Board  of  Directors  on  Ssptember  24,  1930,  a 
resolution  was  adopted  defining  surplus  with  the  apparent  purpose  of 
further  narrowing  "the  surplus"  available  for  redemption  under  Arti- 
es id.,  Commission's  Exhibit  No.  221. 
^■"  Id.,   Commission's  Exhibit  No.    219. 

1*"  On  January  29,  1930,  shortly  before  the  expiration  of  one  year  from  the  date  of 
/organization  of  the  investment  company,  a  plan  was  adopted  at  a  meeting  of  the  Board 
<of  Directors  "for  reducing  the  capital  shares  to  create  a  surplus"  with  the  "view  of  repair- 
-;ing  the  recent  depreciation  in  the  market  value  of  the  portfolio."  The  reduction  of  the 
.capital  "was  to  be  obtained  by  carrying  the  Chain  &  General  Equities  no  par  common  at  $1 
instead  of  the  former  figure  of  $20.  The  difference  of  $19  was  to  be  set  up  as  a  s-.u'plus 
•     *     *"   (id.,  at  1743). 

1^  Id.,  at  1743-4,  and  Commission's  Exhibit  No.  226. 
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ele  M.  The  intended  effect  of  this  resohition  was  apparently  to  enable 
the  company  to  charge  off  unrealized  depreciation  against  "Profit  and 
Loss  Surplus"  and  "Paid-in  Surplus,"  to  one  of  ^Yhich  the  discount  due 
to  repurchase  of  preferred  stock  would  be  credited,  thus  leaving  no 
surplus  which  could  be  used  for  redemption."' 

On  February  3,  1931,  at  the  annual  meeting  of  stockholders,  an 
amendment  to  Article  M  was  passed  making  unavailable  for  redemp- 
tion purposes  any  surplus  due  to  any  reduction  "in  the  amount  of 
capital"  of  the  corporation."®  It  w-ill  be  noted  that  the  amendment 
of  September  1930  referred  only  to  a  surplus  arising  from  the  reduc- 
tion of  common  capital.  The"  amendment  of  February  1931  made 
unavailable  a  surplus  arising  from  a  reduction  of  either  common  or 
preferred  capital."'^  Finally  Article  M  was  eliminated  in  its  entirety 
at  a  special  meeting  of  stockholders  on  October  15,  1931.^-^°  The 
deletion  of  Article  M  was  specifically  provided  for  in  the  agreement 
between  Wallace  Groves  and  Chain  &  General  Equities,  Inc.,  pur- 
suant to  which  Mr.  Groves  arranged  to  take  over  the  control  of  the 
company.^^^ 

It  is  significant  that  throughout  the  period,  while  obstacles  were 
being  placed  in  the  way  of  effectuating  the  provision  of  Article  M 
requiring  the  redemption  of  preferred  stock  at  $99  per  share,  the  com- 
pany Avas  repurchasing  preferred  stock  at  large  discounts.  Beginning 
on  November  14,  1929,  while  the  redemption  clause  was  in  existence 
without  any  change,^^^  the  investment  company  repurchased  1,573 
shares  of  its  own  preferred  stock  at  prices  ranging  down  from  $99  to 
$92  per  share.^^^  Upon  inquiry  as  to  why  the  preferred  stockholder 
did  not  get  $99  for  his  stock  under  Article  M,  Mr.  Childs  explained 
that  if  the  preferred  stockholder  "was  not  bright  enough"  to  surrender 
his  stock  to  the  company,  but  sold  it  to  a  security  dealer,  who  sold  to 
the  company's  trader  in  the  market,  "he  lost  the  opportunity."  ^^^ 

It  appears  that  as  soon  as  Article  M  was  amended  the  market  price 
of  the  preferred  stock  feel  precipitously  and  the  company  was  able  to 
purchase  the  preferred  stock  at  large  discounts  from  liquidating  value. 
Before  the  redemption  provision  was  amended  the  preferred  stock- 
holders had  been  receiving  $92  to  $99  per  share.^^-^ 

Of  the  40,000  shares  of  preferred  stock  originally  sold  in  February 
1931,  Chain  &  General  Equities,  Inc.  repurchased  25,685,  or  65%,  of 

14'  Id.,  at  1745,  and  Commission's  Exliibit  No.  227.  ^ 

"8  Id.,  Commission's  Exhibit  No.  228.  j 

"s  Id.,  at  1746.  n 

"o  Id.,  at  1749-53.  .    : 

1"  Id.,  Commission's  Exhibit  No.  8.  ^ 

'52  Id.,  Commission's  Exhibit  No.  219   (p.  8). 
'^•i  Id.,  at  1794,  and  Commission's  Exhibit  No.  233. 
15'  Mr.  Childs  testified  : 

Q.  What  I  can't  understand  is  wliy  wasn't  that  stockholder  informed  he  was  entitled 
to  $99  if  he  came  and  tendered  his  stock  under  the  redemption  plan. 

A.  I  don't  know  why  he  didn't  know  that.     If  he  wasn't  bright  enough  to  take  that 
up,  apparently  he  lost  his  opportunity. 

Q.  But,  after  all 

A.  But  those  that  did  come  to  us,  we  turned  their  stock  in  at  $99. 
Id.,  at  1796  et  seq. 
1S5  Id.,  at  1794,  and  Commission's  Exhibit  No.  233.  - 
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the  total  number  of  shares  at  an  average  price  of  $55.01  per  share  for 
a  total  cost  of  $l,313,091.95.i=« 

The  large  sacrifices  in  asset  value,  especially  after  1929,  should  be 
noted. ^"  An  aggregate  of  $1,313,901.95  was  spent  on  the  repurchases 
par  value  over  cost  of  preferred  stock  returned  to  the  treasury.^^^ 
of  preferred  stock,  of  which  $1,255,308.05  was  credited  to  surplus  as 
representing  the  discount  on  preferred  stock  retired  and  an  excess  of 
Had  the  preferred  stockholders  actually  been  accorded  the  privilege 
granted  them  upon  the  issuance  of  the  stock,  a  very  substantial  part  of 
the  losses  which  they  suffered  would  have  been  avoided. 

Mr.  Childs  pointed  out  that  the  elimination  of  Article  M  required 
the  approval  of  the  stockholders.     He  admitted,  nevertheless,  that 


^5*  Id.,  Commission's  Exhibit  No.  234.     The  following  is  a  comparison  of  the  liquidating 
Talues  of  the  preferred  stock  and  the  average  prices  paid  by  the  company  in  its  repurchases  : 


Date 

Asset 
value 
of  the 
preferred 
stock  » 

Average 
annual 
price 
paid  for 
preferred 
shares  re- 
purchased 

Date 

Asset 
value 
of  the 
preferred 
stock  • 

Average 
annual 
price 
paid  for 
preferred 
shares  re- 
purchased 

3/31/29 

60.43 
71.51 
54.31 

3/31'33    .-_ 

55. 04 
99.54 
('0 
67.18 

72.01 
69.77 
69.68 
72.25 

71.35 

6/30/29 

6/30/33 

9/30/29 

12/31/29 

3/31/30 

9/30/33 

$44  09 

$97.  57 

12/31/33     .- 

3/31/34 

6/30/30 

6/30/34  ...     . 

fl/30/30 

9/30/34 

12/31/30 

56.15 

12/31/34 

71.58 

3/31/31 

1/15/35 

6/30/31 

6/30/32 

9/30/32 

60.49 
i            23. 82 

12/31/32 

"  Taken  from  company's  quarterly  report. 

'  $100  par  value  fully  covered. 

'  $100  par  value  fully  covered;  accumulated  unpaid  dividends  not  fully  covered. 

The  number  of  shares  repurchased,  by  years,  and  the  average  price  paid  per  share 
shown  below  : 


Year  repurchased 

Number  of 
shares 

Average 

price  per 

share 

Total  cost 

1929  "■      .       -  -              .                         _  .                         .          . 

1,573 
11,400 
1,514 
5,607 
3,848 
1,742 

$97.  50 
56.23 
60.49 
23.82 
44.09 
71.58 

1930 

640  102  00 

1931 

91,  576.  25 

1932 

169  641  00 

1934 

124,  699. 15 

Total 

25, 684 

55.12 

1  313  091  95 

"  First  purchased  in  November  1929. 

1" Although  the  common  stock  had  no  asset  value  subsequent  to  1930,  the  bid  and  ask 
quotations  on  the  over-the-counter  market  ranged  between  $0.50  and  $3.00  per  share  from 
1930  to  December  1933. 

"8  Op.  cit.  supra,  note  138,  Commission's  Exhibits  Nos.  234  and  235h-n. 
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the  attendance  at  stockholders'  meetings  was  negligible  and  that  stock- 
liolders  usually  rely  upon  the  judgment  and  integrity  of  the  man- 
agement.^^'' 

Q.  Yet  when  Mr.  Groves  came  into  the  picture  that  provision  was  eliminated 
completely  ? 

A.  Yes ;  that  is  right.  But,  of  course,  the  stockholders  approved  the  complete 
elimination  of  it. 

Q.  Do  yoiT  know  how  many  stockholders  there  were  present  at  that  stock- 
holders' meeting? 

A.  No  ;  I  do  not  know. 

Q.  What  has  been  your  experience  with  stockholders'  meetings,  jNIr.  Childs, 
vAth  respect  to  the  attendance  by  stockholders  ? 

A.  Well,  if  they  are  dissatisfied,  if  they  felt  that  Article  M  had  been  a  bad 
thing  to  eliminate,  I  think  a  good  many  would  have  shown  up. 

Q.  Well,  doesn't  the  average  stockholder  rely  upon  the  ability  and  integrity 
and  the  judgment  of  the  officers  and  directors,  and  assume  when  they  submit 
a  proposition  it  is  to  their  interest?    Hasn't  that  been  your  experience? 

A.  A  good  part  of  the  time. 

Q.  *  *  *  how  many  stockholders  have  ever  shown  up  at  the  anmial  meet- 
ings in  connection  with  Chain  and  General  Equities  that  you  remember?  Did 
anybody  ever  show  up? 

A.  Oh,  yes ;  there  were  three  or  four. 

Q.  Three  or  four? 

A.  Yes. 

Q.  And  how  many  stockholders  of  record  did  you  have  at  the  peak,  do  you 
remember,  approximately? 

A.  I  guess  perhaps  1,000  or  1,200. 

That  some  preferred  stockholders  recognized  the  protective  value 
of  the  original  provision  of  Article  M  is  indicated  by  the  fact  that  a 
suit  was  brought,  based  upon  the  refusal  of  the  management  to  redeem 
the  preferred  stock  pursuant  to  the  provisions  of  Article  M."° 

Q.  The  fact  of  the  matter  is,  one  of  the  stockholders  sued  to  try  to  enforce 
the  provisions  of  Article  M.    You  remember  that? 

A.  No. 

Q.  I  will  show  you  the  minutes  of  October  8,  1930,  and  see  if  that  doesn't  refresh 
your  memory  as  to  a  suit  started  by  one  of  the  stockholders  who  thought  it  was 
of  sufficient  consequence  for  him  to  go  out  and  hire  a  lawyer  to  enforce  it. 

A.  I  do  remember  that  now.    I  had  forgotten  all  about  it. 

Q.  *  *  *  This  is  from  the  minutes  of  the  Board  of  Directors  of  October 
8,  1930 : 

"Michael  Spaeth  filed  a  suit  against  the  Chain  &  General  Equities  for  failure 
of  the  latter  to  buy  up  his  ten  shares  of  preferred  stock  out  of  surplus  as  pro- 
vided by  the  charters.  The  officers  refused  to  buy  him  out  on  the  ground  they 
had  no  surplus  available  for  this  purpose." 

There  is  one  stockholder  who  felt  that  was  a  A'ital  matter  to  him :  isn't  that  so? 
A.  Apparently  so. 

^=s  Id.,  at  1751-3. 
«» Id.,  at  1751. 
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c.  Use  of  Redemption  Provision  by  Sponsors  so  as  to  Withdraw  or 
Diminish  an  Original  Contribution  to  the  Senior  Capital  of  the 
Company 

As  has  been  shown  in  previous  illustrations,  sponsors  of  investment 
companies  have  frequently  taken  common  stock  alone  for  the  con- 
tribution they  made  to  the  capital  of  the  company.  In  some  instances, 
however,  they  have  taken  a  substantial  proportion  of  a  preference 
issue  accompanied  by  common  stock  as  the  consideration  for  their 
contribution.  On  the  subsequent  appreciation  of  the  common  stock 
the  prospect  of  continuing  as  an  investor  in  the  senior  securities  ap- 
pears to  have  become  unattractive  to  some  of  these  sponsors.  By 
"calling"  for  redemption  the  preferred  stock  which  they  held  the 
sponsors  were  able  to  withdraw  their  original  investment  in  the  senior 
securities.  The  sponsors  thereafter  frequently  converted  the  pro- 
ceeds into  additional  common  stockholdings  and  raised  new  senior 
capital  from  the  public,  thereby  increasing  the  "leverage"  and  the 
profit  possibilities  for  the  holders  of  the  common  stock. 

(1)  OLD  COLONY  INVESTMENT  TRUST 

Old  Colou}^  Investment  Trust,  a  common-law  trust,  was  organized 
in  Massachusetts  by  a  Declaration  of  Trust  dated  January  14,  1927. 
under  the  sponsorship  of  Old  Colony  Corporation,  an  investment 
banking  subsidiary  of  the  Old  Colony  Trust  Company.  To  raise 
funds  the  trustees  originally  issued  $1,000,000  par  value  of  preferred 
stock  callable  at  $1,200,000,"$5,000,000  of  4y2-percent  Series  A  deben- 
tures, and  100,000  shares  of  common  stock.  The  sponsor.  Old  Colony 
Corporation,  purchased  the  preferred  stock  for  $1,200,000,  took  up 
$2,000,000  principal  amount  of  414-percent  Series  A  debentures  at  97, 
and  sold  them  to  the  public  for  991/0.  An  option  on  the  remaining 
$3,000,000  of  the  debentures  at  the  same  price  was  granted  to  the 
sponsor,  permitting  the  purchase  of  these  debentures  in  blocks  of 
$500,000  from  time  to  time.^^^ 

The  common  stock  was  issued  as  a  bonus  "which  would  represent  the 
future  of  the  enterprise."  The  sponsor  obtained  50,000  shares  for  its 
investment  of  $1,200,000  in  the  preferred  stock  and  the  public  received 
the  other  50,000  shares  of  common  stock  in  connection  with  its  invest- 
ment of  $5,000,000  in  the  debentures,  on  the  basis  of  10  shares  of 
common  with  each  purchase  of  $1,000  face  amount  of  debentures. 

The  bank  and  the  sponsor  claimed  to  have  organized  the  investment 
ti'ust  to  meet  the  needs  of  their  customers.  The  capital  structure  was 
deliberately  so  framed  as  to  make  the  debentures  "as  near  a  prior 
preference  stock  without  a  maturity  before  the  date  that  was  indicated 
in  it  as  was  possible."  There  was  an  absence  of  such  safeguards  as 
provisions  with  respect  to  default,  a  touch-off  clause,  a  sinking  fund, 

iw  Putilic  Examination,  Old  Colonj'  Investment  Trust,  at  6109-11.  6114,  6117,  and  6123-5, 
and  Commission's  Bxliibits  Nos.  551  and  552.  The  original  trustees  were  Francis  R.  Hart, 
vice  chairman  of  the  board  of  directors  of  Old  Colony  Trust  Company,  the  bank  ;  Phillip 
Stockton,  president  of  the  bank  ;  T.  Jefferson  Coolidge,  vice  president  of  the  bank  ;  Edwin  R. 
Marshall,  vice  president  of  the  bank  and  president  of  Old  Colony  Corporation,  the  invest- 
ment banking  .subsidiary  ;  and  F.  Winchester  Denio,  vice  president  of  the  bank  and  of  the 
investment  banking  subsidiary. 
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or  I'equirement  for  consent  of  debenture  holders  to  create  a  prior 
debt.  There  was  no  provision  for  acceleration  of  maturity  in  case  of 
default.  If  interest  was  not  paid,  the  holder  had  merely  a  cause  of 
action  for  interest.  The  sponsor  created  this  debenture  because  it 
wanted  "a  non-callable  brokers'  loan."  The  debentures  were  due  in 
20  years  (date  of  issue  February  1,  1927,  due  February  1,  1947). "^ 

The  sponsors  contended  that  the  broad  powers  vested  in  the  manage- 
ment by  the  common -law  trust  are  desirable  since  the  protection  of  the 
investor  depends  primarily  on  the  management.  F.  W.  Denio,  vice 
president  of  Old  Colony  Trust  Company  and  of  Old  Colony  Cor])ora- 
tion,  testified :  ^^^ 

lu  the  first  place,  you  have  rather  hroader  powers  [in  a  Massachusetts  trustj 
which  Ave  thought  was  desirable,  because  our  philosophy  of  an  investment  trust 
was  what  jow  were  buying  primarily  was  the  integrity  and  judgment  of  manage- 
ment in  which  you  had  confidence,  and  our  general  theory  is  that  if  you  have 
that  confidence  you  can  generally  pretty  safely  trust  them  with  any  powers  that 
they  wish  to  give  themselves. 

In  paying  for  the  preferred  stock,  the  sponsor  drew  its  check  for 
$1,200,000  to  the  order  of  the  investment  trust  which  deposited  it  in  the 
bank,  Old  Colony  Trust  Company,  to  the  credit  of  the  investment 
trust.  Three  or  four  days  later  the  investment  trust  returned  the 
$1,200,000  to  the  sponsor  because  only  2%  could  be  obtained  on  that 
deposit  from  the  bank.  The  sponsor  did  not  execute  or  deliver  a  note 
to  the  investment  trust  but  agreed  to  pay  5%  on  the  daily  balance. 
By  this  transaction  the  investment  trust  was  losing  1%  per  annum 
because  it  was  required  to  pay  6%  on  the  preferred  stock  issued  to 
the  sponsor  which  paid  5%  for  the  use  of  the  money  it  delivered  as 
consideration  for  the  purchase  of  the  preferred  stock.  Subsequently 
the  total  capital  contribution  of  $11,500,000  of  the  investment  trust 
(as  will  be  related)  was  turned  over  to  the  sponsor  which  paid  5% 
interest  from  the  moment  the  money  was  received  until  it  was 
invested.^^* 

To  summarize,  the  public  invested  approximately  $5,000,000  in  non- 
callable  20-year  debentures  and  received  50,000  shares  of  common  stock 
as  a  bonus,  whereas  the  sponsor  invested  $1,200,000  in  preferred  stock 
-callable  for  that  sum  and  received  50,000  shares  of  common  as  a  bonus 
which  entitled  it  to  50%  of  the  prospective  surplus  profits.^*^^ 

It  should  be  noted  that  at  the  inception  of  the  company  while  the 
common  stock  had  no  asset  value  whatever,  the  sponsor  had  secured 
for  its  contribution  to  the  capital  a  preferred  stock  position.  Subse- 
quentl}',  when  the  common  stock  acquired  an  asset  value,  the  sponsor 
retirecl  from  the  preferred  stock  position  and  converted  its  contribu- 
tion to  the  capital  (plus  an  additional  $800,000)  into  common  stock 
holdings.  This  the  sponsor  effected  by  calling  the  preferred  stock, 
which  it  held,  for  redemption.  The  mechanics  of  the  transformation 
were  as  follows : 

At  the  inception  of  the  investment  company  the  common  stock  had 
no  asset  value.     It  was  contemplated  that  $5,000,000  was  ample  to 


i°2  Id.,  at  6115-6,  6119-20,  and  Commission's  Exhibit  No.  552. 

if^Id.,  at  6111-2. 

w*  Id.,  at  6134-5,  6152, 

"•■^Id.,  at  6124. 
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start,  the  sponsor  being  "more  or  less  in  the  dark"  on  the  desirable 
size.  However,  provision  was  made  to  allow  for  "the  issuance  of  fur- 
ther securities  of  any  appropriate  kind  that  might  seem  desirable  to 
the  management  and  for  the  best  interests  of  the  shareholders  and 
security  holders."  ^^^ 

In  the  fall  of  1927  (the  year  the  investment  trust  was  created),  due 
to  the  appreciation  of  the  portfolio,  the  sponsor  caused  the  company  to 
issue  rights  to  subscribe  to  two  shares  of  common  stock  at  $20  per 
share  to  each  holder  of  one  share  of  common  stock. ^'^'  The  holders  of 
the  100,000  common  shares  granted  as  a  bonus  (50,000  shares  of  com- 
mon held  by  the  public  and  50,000  held  by  the  sponsor) ,  therefore,  had 
a  right  to  subscribe  to  200,000  additional  shares.  The  rights  were 
negotiable  and  assignable.  The  price  of  $20  was  fixed  at  that  sum  in 
order  to  adjust  the  cost  per  share  of  all  outstanding  common  to  the 
equivalent  of  the  asset  value.  By  exercising  the  rights  at  $20,  the 
shareholder  who  had  received  his  original  common  stock  as  a  bonus 
would  have  obtained  his  shares  of  common  at  a  cost  of  $13  per  share, 
which  was  the  asset  value  at  that  time.  The  market  price  of  the  com- 
mon stock  was  around  $40  per  share  and  the  sponsor  stated  in  the 
annual  report  of  the  investment  trust  that  that  price  Avas  too  high. 

Although  the  sponsor  had  a  fixed  income  on  its  pi'eferred  stock,  it 
redeemed  the  preferred  at  the  call  price  of  $1,200,000,  the  amount  it 
originally  paid.  The  sponsor  then  added  $800,000  and  subscribed  to 
the  common  shares  to  which  it  was  entitled  as  holder  of  one-half  of  the 
outstanding  shares  of  common.^^^  Mr.  Denio,  the  vice  president  of  the 
bank  and  of  the  sponsor,  stated :  ^'*'^ 

the  reason  we  took  the  preferred  stock  out  of  the  situation  was  that  for  the  first 
time  we  were  selling  shares  as  shares,  just  as  we  had  sold,  or  were  about  to  sell, 
debentures  as  debentures,  and  not  with  a  bonus  attached  to  them,  and  we  did 
not  want  the  corporation  to  be  in  a  preferred  position,  ahead  of  the  shares 
which  we  were  about  to  offer  to  the  public,  and  we  much  preferred  to  be  on  a 
parity  ourselves  with  the  shares  which  the  public  was  paying  money  for  and  to 
put  our  $2,000,000  in  the  lowest  position,  alongside  their  dollars. 

Although  the  preferred  was  not  a  participating  preferred,  Mr. 
Denio  contended  the  sponsor  had  the  "right  to  subscribe  to  100,000 
shares  of  common,  as  a  holder  of  the  then  one-half  of  the  outstanding 
shares  and  left  its  preferred  in."  ^^°  When  it  was  indicated  that  the 
sponsor's  investment  would  have  been  over  $3,000,000  instead  of 
$2,000,000,  if  it  had  not  surrendered  its  preferred  stock,  Mr.  Denio 
explained :  ^^^ 

That  is  the  result,  but  it  was  not  the  purpose.  The  purpose  was  to  make  the 
common  stock — or  to  take  away  from  ourselves  any  preference  that  we  might 
have  on  the  assets  of  that  trust,  ahead  of  the  public's. 

At  this  time  the  investment  trust  issued  $2,500,000  additional 
debentures  which  were  sold  to  the  sponsor  at  94  and  by  it  to  the 

wid.,  at  6110-1. 

le^a.,  at  6125-7,  and  Commission's  Exhibit  No.  551. 

"8  Id.,  at  6127. 

w"  Id.,  at  6127-8. 

""Id.,  at  6128. 

1"^  Id.,  at  6128-9. 
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public  at  961/^.^'-  This  additional  senior  financing  obviously  in- 
creased the  "leverage"  of  the  common  stock  and  the  sponsor  had 
retired  entirely  from  a  senior  position. 

The  total  "  contributed  capital  amounted  to  approximately 
$11,500,000,  of  which  the  public  paid  $5,000,000  for  Series  A  deben- 
tures, $2,500,000  for  Series  B  debentures  and  $2,000,000  for  150,000 
shares  of  common  stock  and  the  sponsor  contributed  $2,000,000  for 
150,000  shares  of  common  stock.  The  result  of  the  recapitalization 
and  the  retirement  of  the  sponsor  from  its  preferred  stock  position 
was  to  secure  the  sponsor  a  status  somewhat  akin  to  that  of  an  oper- 
ator of  a  margin  account.  It  obtained  the  administration  of  a 
$11,500,000  fund  through  an  investment  of  $2,000,000  of  its  own. 
As  the  sponsor  did  not  assume  the  entire  risk  of  first  losses  but  only 
assumed  that  risk  equally  with  the  $2,000,000  of  equity  money  put  up 
by  the  public,  it  did  not  obtain  the  exclusive  right  to  surplus  profits 
but  a  right  of  participation  therein  equal  to  the  aggregate  participa- 
tion of  the  public  which  contributed  $9,500,000  to  the  account.^'' 

(2)  GENERAL  AMERICAN  INVESTORS  COMPANY,  INC. 

Practically  the  identical  technique  of  extricating  an  original  in- 
vestment in  preferred  stock  and  replacing  the  same  with  an  invest- 
ment in  common  stock  of  the  company  was  practiced  by  the  sponsors 
of  General  American  Investors  Company,  Inc.,  organized  in  January 
1927  by  Lazard  Freres  and  Lehman  Brothers,  brokers  and  security 
underwriters.  The  financing  of  this  company,  described  in  an  earlier 
section,^^''  discloses  that  through  the  redemption  procedure  the 
sponsors  were  repaid  their  temporary  investment  in  the  preferred 
stock  and  were  left  in  undisputed  control  and  entitled  to_  621/2  percent 
of  the  surplus  profits  of  the  company  (the  capitalization  of  which 
was  almost  $14,000,000)  with  an  investment  on  their  part  of  approxi- 
mately $4,000,000. 

3.  UTILIZATION  OF  THE  PEACTICE  OF  REPURCHASES 
OF  THEIR  OWN  STOCK  BY  INVESTMENT  COMPANIES 

As  has  been  indicated,  the  managements  of  investment  companies 
were  able  to  use  redemptions  and  conversions  to  promote  plans  dic- 
tated by  the  self-interest  of  the  managements  when  market  conditions 
were  favorable,  i.  e.,  when  common  stocks,  and,  to  a  lesser  degree,  pre- 
ferred stocks,  were  selling  on  the  market  at  a  premium  above  asset 
value.  Despite  a  reversal  of  circumstances,  that  is,  when  investment 
company  securities  were  selling  at  market  prices  below  their  asset 
values,  the  managements  of  investment  companies  were,  nevertheless, 
able  to  secure  advantages  to  themselves  and  promote  the  visitation  of 

^■-  Id.,  at  6130,  and  Commission's  Exhibit  No.  553-C.  On  November  30,  1927,  the  sponsor 
agreed  to  buy  $1,000,000  principal  amount  of  41/3%  debentures.  Series  B,  dated  December 
15,  1927,  due  December  15,  1952,  and  obtained  an  option  on  $1,500,000  at  the  same  price  to 
be  exercised  on  or  before  March  1,  1928,  in  blocl<s  of  $500,000  principal  amount. 

1"  These  figures  do  not  take  into  account  the  gross  commission,  amounting  to  approxi- 
mately $200,000,  obtained  by  the  sponsor  in  the  sale  of  the  $7,500,000  debentures  to  the 
public  (id.,  at  6133-4). 

"■*  See  supra,  pp.  1603-7. 
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losses  Oil  certain  categories  of  senior  security  holders  by  tlie  teclinique 
oi  repurchases  of  the  investment  companies'  own  securities. 

The  important  place  of  repurchase  operations  by  investment  com- 
panies during  the  period  1927-35  is  one  of  the  distinguishing  fea- 
tures of  their  history.  During  those  nine  years  the  closed-end 
management  investment  companies  proper  and  investment-holding 
companies  studied  expended  in  the  aggregate  approximately  $534,- 
000,000  to  repurchase  their  own  securities,  an  amount  equivalent  to 
about  13%  of  the  total  value  of  securities  sold  by  these  companies 
during  this  period.  The  ratio  of  the  repurchases  to  original  sales 
of  the  various  classes  of  securities  amounted  to  37%  of  the  number 
of  shares  of  preferred  stocks,  38%  of  the  principal  amount  in  the 
case  of  bonds  and  5%  of  the  total  number  of  shares  of  common 
stocks.^^^ 

The  extent  of  repurchases  of  their  own  securities  was  a  peculiar 
phenomenon  of  investment  companies,  since  other  corporations  do  not 
ordinarily  reacquire  any  substantial  portion  of  their  own  capital  is- 
sues. The  explanation  sometimes  offered  is  to  the  effect  that  invest- 
ment in  securities  generally,  while  remote  from  the  usual  practices  of 
the  ordinary  corporation,  is  the  very  business  of  the  investment  com- 
panies. The  question  still  remains  whether  such  activities  in  its  own 
securities  and  with  its  own  security  holders  are  any  more  within  the 
contemplated  or  proper  scope  of  the  activities  of  the  investment  com- 
pany than  that  of  any  other  corporation.^^*' 

By  the  end  of  1929  the  open  market  prices  for  preferred  stocks 
were  generally  below  the  amounts  to  which  the  issues  would  be  en- 
titled on  liquidation  of  the  company.  As  justification  for  repurchases 
of  preferred  stocks  under  these  circumstances,  investment  company 
sponsors  and  managers  cited  the  profits  derivable  by  the  investment 
companies  from  the  repurchase  of  their  securities  below  their  asset  or 
liquidating  values,  and  the  alleged  market  support  rendered  these  is- 
sues by  the  purchasing  policy  of  the  companies.^  ■^'  When  the  asset 
value  of  a  preferred  stock  issue  is  below  the  amount  to  which  it  is  en- 
titled on  liquidation,  repurchases  at  prices  below  its  asset  value  will 
help  the  common  issue  by  reducing  its  negative  value  or  the  deficit  in 
its  equity.^^*  They  also  benefit  the  remainder  of  the  senior  issue  by 
increasing  its  asset  coverage.  However,  the  benefit  flowing  to  the 
holders  of  the  common  stock  and  the  remainder  of  the  senior  issue  is 
obtained  wholly  at  the  expense  of  the  senior  security  holder  of  the 
investment  company  whose  stock  the  company  has  purchased  at  a 
price  below  its  asset  value  (and  to  whom  the  management  of  the  in- 
vestment company  has  pledged  its  best  efforts  to  preserve  the  principal 
or  the  par  amount  and  pay  a  return  thereon).     Thus  the  company 

"BPt.  Two  of  the  Commission's  report  (House  Doc.  No.  70,  76th  Cong.).  Ch.  Ill,  pp.  232-6, 
Table  64,  p.  233,  and  Chart  26,  p.  234.     See  also  Ch.  Ill  of  this  part  of  the  report. 

176  pt.  Two  of  the  Commission's  report  (House  Doc.  No.  70,  76th  Cong.),  Ch.  Ill,  p.  282. 
The  repurchase  of  honds,  while  involving  many  of  tlie  considerations  applicable  to  the 
repurchase  of  preferred  stocks,  require  independent  treatment  because  of  the  special  fea- 
tures of  bonds  such  as  "touch-off"  provisions  and  fixed  interest  charges. 

i"Id.,  pp.  236-9. 

i'8  Id.,  p.  239,  note  94. 


IXVESTMEXT    TRUSTS    AXD    INVESTMENT    COMPANIES         1751 

is  ill  a  position  of  utilizing  the  funds  of  the  company  to  benefit  one 
segment  of  its  security  holdevs  at  the  expense,  at  least  from  the  stand- 
])oint  of  the  asset  value  of  the  securities,  of  the  other  security  holders. 
To  this  must  be  added  the  important  fact  that  the  investment  com- 
pany, ^vhen  it  was  engaged  in  repurchasing  its  securities  on  the  open 
market,  rarely  brought  home  to  the  security  holder  the  asset  value  of 
his  securitv,  which  was  considerably  in  excess  of  the  market  quotation. 

It  should  be  noted  that  in  the  case  of  some  of  the  repurchases, 
the  retiring  preferred  stockholder  received  less  than  the  asset  value 
of  his  stock  while  his  stock  was  already  "under  water"  while  in  other 
instances  he  received  less  than  the  asset  value  (and  of  course  less 
than  liquidating  value)  at  a  time  when  his  stock  was  fully  covered 
by  assets  of  the  company.  When  the  senior  securities  are  fully 
covered  by  assets,  the  discount  obtained  by  the  investment  company 
on  repurchases  redounds  wholly  to  an  increase  in  asset  value  of  the 
common  stock.  It  would  seeni  that  the  fiduciary  relationship  be- 
tween management  and  security  holder  would  suggest  that  the  man- 
agement should  seek  to  deter  the  improvident  sacrifice  of  the  senior 
security  holder  for  the  benefit  of  the  equity  stock,  a  substantial  part 
of  which  is  frequently  in  the  hands  of  the  management  itself. 

The  contention  that  repurchases  on  the  market  at  a  discount  con- 
stitute a  desirable  expedient  for  supporting  the  market  value  in  a 
period  of  deflated  prices  must  be  carefully  scrutinized.^^^  It  might 
be  urged  that  market  values  could  be  maintained  as  readily  by  reduc- 
ing the  selling  impulse  as  by  providing  a  market  buyer.^^°  If  the 
investment  company,  at  a  time  when  the  market  price  was  substan- 
tially below  tlie  asset  value,  stressed  the  asset  value  ^®^  and  con- 
currently openly  announced  its  readiness  to  buy  at  the  market  price 
directly  from  the  holders,  possibly  by  the  method  of  tender  of  pro 

1'°  ''On  November  13.  1929,  in  the  course  of  general  wreckage  on  the  stock  market,  many 
companies  having  a  siu-iy.us  were  asked  to  use  such  funds  as  they  could  spare  for  the  pur- 
pose of  putting  in  bids  for  their  own  stock  *  *  *_  Such  a  situation,  of  course,  differs 
from  the  case  where  the  Corporation,  as  a  pooling,  manipulates  the  price  of  its  own  shares." 
(Berle,  A.  A.,  Jr.,  Liability  for  Stock  Manipulation,  Columhia  Law  Review^  Vol.  31  (1931), 
p.  278,  note  25.) 

iso-piie  abbtention  of  the  inve.stment  company  from  the  role  of  supporter  of  the  maiket 
would  also  avert  a  form  of  deception  of  the  independent  purchaser  of  the  security  : 

Commonly,  the  fact  that  the  corporation  is  the  active  party  is  unknown  *  *  *_ 
The  purchaser  of  stock  at  the  pegged  level  is.  it  would  seem,  entitled  to  assume  that 
this  is  the  level  at  which  outsiders  in  the  maiket  are  at  present  buying  the  stock; 
certainly,  were  he  informed  that  1he  real  buyer  at  that  level  was  the  corporation,  his 
appraisal  of  the  security  might  be  radically  changed.  The  fundamental  wrong  here  is 
that  the  corporation  has  interfered  with  a  "fre"'  market.  The  buyer  is,  in  a  word, 
buying  upon  representation  of  liquidity  at  a  certain  level ;  and  the  liquidity  is,  in  fact, 
fictitious  (op.  cit.  supra,  note  179,  at  275-6). 

^81  An  example  of  the  circulation  by  a  corporation  of  information  indicating  that  the  mar- 
ket price  of  its  stock  is  not  in  line  with  its  value  is  to  be  found  in  a  letter  circulated  by  the 
directors  of  the  Anaconda  Copper  Mining  Company  on  December  24,  1930,  of  which  the  final 
paragraph  reads  as  follows  : 

It  may  not  be  deemed  within  the  province  of  the  directors  or  officers  of  a  corpora- 
tion to  comment  or  advise  upon  the  true  value  of  its  property  as  compared  to  current 
pri(es.     However,  at  this  time  of  hysteria,  unfounded  rumor,  and  prevailing  pessimism, 
we  believe  it  is  not  only  proper  but  the  duty  of  those  charged  with  the  responsibility 
of  managing  the  investments  of  many  thousands  of  shareholders  to  call  your  attention 
!         to  the  fact  that  all  of  the  mining  properties  of  your  Company  developed,  equipped,  and 
I         constituting  as  a  unit  the  largest  and  most  valuable  copper  properties  and  copper  ore 
\         reserves  in  the  world,  together  with  the  many  millions  of  dollars  that  were  expended  in 
I         their  development   and  preparation    for   operation   are,    at   current   quotations   for   the 
I         stock  of  ycur  Company,  selling  at  less  than  nothing  (op.  cit.  supra,  note  179). 
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rata  shares  of  their  holdings/^-  it  Avoiild  very  likely  have  a  stabiliz- 
ing influence  on  the  market  as  the  result  of  a  restraining  effect  on 
the  then  fully  informed  investor.'^^^  It  would  thus,  to  a  considerable 
extent,  avert  the  serious  losses  of  a  substantial  proportion  of  senior 
investors. 

Another  consideration  of  importance  is  that  by  repurchasing  its  own 
outstanding  securities  the  investment  company  reduces  its  working 
capital.  In  theory,  the  corporate  capital  is  presumed  to  be  used  for 
the  business  to  which  the  corporation  is  primarily  dedicated.  The 
stockholder  upon  acquiring  his  interest  in  the  company  may  assume 
that  a  fund  of  a  certain  magnitude,  known  as  the  "capital"  of  the 
company,  is  to  be  devoted  to  making  profits  by  the  exercise  of  the 
declarecl  function  of  the  company.  The  echo  ot  this  theory  is  to  be 
found  in  the  common  provision  of  state  laws  to  the  effect  that  pur- 
chases of  its  own  stock  may  be  made  by  a  corporation  out  of  "surplus" 
only.^^*  The  intended  objective  of  such  provisions  is  to  segregate  at 
least  some  part  of  the  assets  of  the  company  for  the  conduct  of  its 
ordinary  business. 

However,  with  the  advent  of  artificial  definitions  of  "capital,"  the 
development  of  the  mechanism  of  paid-in  surplus,  the  voluntary  re- 
duction of  capital,  and  the  facility  of  reducing  the  assets  to  cash,^^^ 
this  purported  limitation  uj^on  repurchases  became  almost  meaning- 
less in  the  case  of  investment  companies.  By  the  terms  of  the  statutes 
and  charters,  the  management  has  usually  been  able  (with  or  without 
the  aid  of  a  vote  of  shares  under  its  control)  to  decide  what  part  of 
the  assets  of  the  company  shall  constitute  the  "capital"  which  is  not  to 
be  available  for  the  purposes  of  repurchases  and  to  remain  intact  for 
the  essential  business  purposes  of  the  company.  If  the  management 
of  an  investment  company  is  so  minded,  it  could  arrange  to  expend  a 
substantial  part  of  the  assets  of  the  company — not  only  such  assets 
as  constitute  surplus  profits  but  such  as  have  been  designated  paid-in 
surplus — for  repurchasing  and  retiring  preferred  stock  at  a  loss  in 

^^  A  general  offer  of  this  nature  to  all  investors  would  avoid  the  favoritism  occasionally 
extended  to  "insiders"'  holding  senior  securities. 

The  Committee  on  Stock  List  of  the  New  York  Stock  Exchange,  in  attempting  to  circum- 
scribe the  practice  of  repurchase  by  investment  trusts  made  the  following  tentative  ruling 
in  May  1931 : 

The  reacquisition  of  outstanding  preferred  shares  would  appear  to  be  unobjec- 
tionable— 

(a)  for  the  purpose  of  retirement ; 

(b)  for  the  purpose  of  resale  under  proper  provisions  to  management  in  connection 
with  management  plans  ; 

(c)  for  the  purpose  of  reissue  in  connection  with  plans  of  consolidation  or  merger; 
provided  that  in  each  instance  the  stock  reacquired  had  been  purchased  at  a  fair  price, 
and  that  its  reacquisition  had  not  impaired  substantially  the  equity  behind  any  out- 
standing securities  senior  to  it  in  character. 

It  further  stated  : 

Nothing  in  the  foregoing  is  intended  in  any  way  to  suggest  the  approval  of  invest- 
ment trusts  carrying  on  operations  in  the  nature  of  trading  in  their  own  securities. 

183  Some  part  of  the  stock  offered  on  the  market  comes  from  "distress"  sellers  who 
may  be  in  urgent  need  of  the  cash.  A  portrayal  of  the  asset  condition  of  the  company 
mi.ght  not  influence  this  type  of  seller. 

181  Laws  of  Maryland  Relating  to  Business  Corporations,  Article  23,  Section  50 ;  Delaware 
Corporation  Law,  Section  19  :  Levy,  Irving  J.,  "Purchase  by  a  Corporation  of  its  Own  Stock," 
.1.5  Minn.  Law  Review  1. 

1S5  See  supra. 
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asset  value  to  the  selling  stockholders  and  to  the  gain  of  the  share- 
holdings of  the  remaining  stockholders. 

The  major  possibilities  of  inequities  in  the  practice  of  repurchases 
out  of  contributed  capital,  as  in  the  practice  of  payments  of  dividends 
out  of  such  capital,  are  to  be  found  in  investment  companies  with 
more  than  one  class  of  stock.  The  management,  through  the  paid-in 
surplus,  is  able  to  employ  the  contribution  of  the  preferred  stock- 
holder to  the  working  capital  to  retire  his  holdings  at  a  figure  less 
than  the  amount  contributed  by  him  and  less  than  the  amount  which 
he  would  receive  upon  a  liquidation  of  the  company,^-"  and  simul- 
taneously increase  the  asset  value  of  the  shares  of  common  stock.  It 
can  readily  be  understood  that  a  management,  which  itself  holds  a 
substantial  amount  of  the  common  stock  of  the  company,  might  be 
interested  in  strengthening  its  own  shareholdings  hj  seeking  to 
gather  in  the  securities  outstanding  with  the  public  as  cheaply"  and 
as  iiiucli  below  asset  value  as  is  possible. 

The  large  proportion  of  the  total  assets  of  investment  companies 
which  was  employed  in  the  practice  of  repurchases  of  their  own  stock 
has  already  been  noted.  While  it  has  not  been  possible  to  calculate 
the  amount  of  the  aggregate  discounts  below  asset  value  involved  in 
repurchases  throughout  the  investment  company  field,  the  aggregate 
of  known  discounts  below  asset  value,  which  in  turn  represents  the 
extent  to  which  the  equity  of  remaining  security  holders  v^^as  increased, 
appears  to  have  exceeded  $100,000,000.  Securities  repurchased  by 
closed-end  management  companies  proper  alone  were  acquired  by  these 
investment  companies  at  a  cost  of  about  $300,000,000  less  than  the 
amount  originally  paid  by  investors,  which  total  may  be  taken  as  the 
estimated  realized  loss  to  those  investors  who  sold  their  securities  to 
the  investment  companies.^*' 

Several  outstanding  examples  of  large  scale  preferred  stock  re- 
purchase programs  of  investment  companies  will  be  described  below  to 
indicate  (a)  shifting  of  assets  between  security  holders  effected  by 
repurchases  at  a  discount  and  (b)  interference  with  a  free  market 
involved  in  the  support  of  the  market  price  by  means  of  repurchases. 

Tri-Continental  Corporation 

On  January  1,  1930,  Tri-Continental  Corporation  and  Tri-Conti- 
nental Allied  Company,  Inc.  were  merged  to  form  the  new  Tri-Con- 
tinental Corporation,  an  investment  company  of  the  unrestricted 
management  type,  with  assets  of  $75,302,000.^^^  The  two  original 
companies,  as  well  as  the  new  company,  were  sponsored  and  managed 
by  J.  &  W.  Seligman  &  Co.,  a  copartnership  engaged  in  the  business 

180  It  should  be  noted  that  even  the  preferred  stockholder  who  has  held  on  to  his  shares 
and  perhaps  had  the  asset  value  or  asset  coverage  of  his  stock  increased  by  the  '•b:ok  profits" 
of  the  repurchases,  has  nevertheless  suffered  a  diminution  of  the  working  capital  of  bis 
company. 

i^Tt.  Two  of  the  Commission's  report  (House  Doc.  No.  70,  76th  Congress),  Cb.  Ill,  p.  239, 
note  96. 

IS*  Reply  to  the  Commission's  questionnaire  for  Tri-Continental  Corporation,  I't.  IV,  Items 
19  and  20  (a)  ;  Public  Examination,  Tri-Continental  Corporation,  at  18551. 
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of  investment  banking,  brokerage,  and  underwriting.^®^ 

The  capital  stock  of  the  new  company,  issued  for  the  stock  of  the 
predecessor  companies,  consisted  of  433,650  shares  of  preferred  stock 
and  2,020,150  shares  of  common  stock.  Warrants  were  issued  suffi- 
cient to  purchase  in  the  aggregate  1,008,650  shares  of  common  stock. 
The  preferred  was  a  6%  dividend,  $100  par  value  stock  with  a  $100 
liquidating  and  a  $110  redemption  value.^^° 

The  Agreement  of  Consolidation  prohibited  the  company  from  issu- 
ing additional  preferred  stock  on  a  parity  with  the  existing  preferred 
stock,  or  reissuing,  selling,  or  otherwise  disposing  of  any  of  the 
preferred  stocks  which  may  have  been  redeemed  or  purchased  for 
retirement : 

*  *  *  unless  iimnecliately  after  the  issue,  re-issue,  sale,  or  disposition  thereof, 
the  net  assets  of  the  corporation,  as  determined  by  the  Board  of  Directors  (whose 
determination,  in  the  absence  of  fraud,  shall  be  conclusive)  shall  be  equal  to  at 
least  two  hundred  per  cent.  (200%)  of  the  aggregate  par  value  of  all  the  shares 
of  the  preferred  stock,  and  of  all  of  such  stock  on  a  parity  with  the  preferred 
stock  then  outstanding.^''^ 

From  January  1930  until  September  1931  the  investment  company 
was  actively  engaged  in  repurchasing  preferred  shares  on  the  open 
market  through  the  sponsor  firm  of  J.  &  W.  Seligman  &  Co.  In  the 
course  of  these  operations  there  was  acquired  a  total  of  276,233  shares, 
or  more  than  60%  of  the  total  shares  originally  outstanding,  at  an 
average  cost  of  $92.18  a  share.  During  the  same  period  108,118  shares 
were  resold  at  an  average  price  of  $90.81  a  share.  These  repurchases 
were  made  on  the  New  York  Curb  Exchange  until  March  1930  and 
on  the  New  York  Stock  Exchange  thereafter,  where  they  represented 
ap]3roximately  85%  of  all  reported  purchases  on  that  exchange."- 

The  effect  of  these  repurchases  in  "pegging"  the  price  level  while 
the  preferred  stock  of  other  investment  companies  was  suffering  a 
serious  decline  is  described  in  another  part  of  this  report .^^'^ 

A  somewhat  unique  additional  objective  was  claimed  for  this  ex- 
tensive repurchase  program.  Tri-Continental  Corporation  was  con- 
templating the  acquisition  of  another  large  investment  company  which 
would  require  the  issuance  of  a  large  block  of  preferred  stock  by  Tri- 
Continental  Corporation  in  exchange  for  the  stock  of  the  other  com- 
pany. Tri-Continental  Corporation  was  not  in  a  position  to  issue 
more  shares  of  preferred  stock  due  to  the  provision  in  the  Agreement 


isi' Publ'c  Examination,  Tri-Continental  Corporation,  at  18516-7.  At  the  inception  of  both 
predecessor  companies  and  then  of  the  consolidated  company,  .T.  &  W.  Seligman  &  Co.  man- 
agred  the  investment  companies  without  a  written  management  contract.  In  October  1931, 
two  years  after  the  launching  of  the  consolidated  company,  the  first  written  management 
contract  was  consummated  (id.,  at  18645).  In  reply  to  the  Commission's  questionnaire 
(Pt.  VIII.  Item  77),  the  company  states  : 

Since  the  organization  of  Declarant  on  December  31,  1929,  the  firm  of  J.  &  W.  Selig- 
man &  Co.,  a  sponsor  of  Declarant,  has  held,  directly  or  indirectly,  varying  amounts  of 
Declarant's  stocks  having  voting  power,  the  maximum  of  such  holdings  at  the  end  of 
any  year  being  341,266  shares  of  Common  Stock  and  50  shares  of  $6  Cumulative  Pre- 
ferred Stock,  representing  approximately  14.7%  of  all  outstanding  shares  having  vot- 
ing power. 

^""Op.  cit.  supra.,  note  189,  Commission's  Exhibit  No.  2081,  III-A,  III-C. 
^■"  Id.,  Commission's  Exhibit  No.  2081,  III-C,  p.    (14). 

'■'Md.,  Commission's  Exhibit  No.  2088  and  reply  to  the  Commission's  questionnaire  for 
Tii-Continental  Corporation.  Pt.  V. 

■"^  See  Ch.  Ill  of  this  part  of  the  report ;  see  also  op.  cit.  supra,  note  189.  at  1872.3-9. 
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of  Consolidation  prohibiting  the  issue  of  additional  preferred  stock 
unless  the  assets  of  the  company  after  the  issuance  equaled  at  least 
200%  of  the  aggregate  par  value  of  the  preferred  stock.  In  accumu- 
lating shares  of  preferred  stock  through  the  repurchases,  the  company 
was  providing  itself  with  preferred  stock  which  it  could  distribute  in 
the  exchange,  without  increase  in  the  total  outstanding  amount  of 
preferred  stock.  Earle  Bailie,  a  partner  in  the  firm  of  J.  &  W.  Selig- 
man  &  Co.,  and  chairman  of  the  board  of  Tri-Continental  Corpora- 
tion, explained  this  objective :  "* 

*  *  *  Why  did  we  want  to  buy  this  stock?  We  wanted  to  buy  it  for  several 
reasons.  In  the  first  place,  we  were  discussing  certain  acquisitions  which  vv-ou1d 
need  a  lot  of  this  stock.  We  could  not  issue  any  new  preferred  stock  because 
of  the  coverage  provision,  therefore  we  had  to  get  our  own  preferred  stock  by 
buying  it  in  the  market. 

When  it  was  suggested  that  the  stockholders  of  the  investment  com- 
pany which  Tri-Continental  Corporation  was  going  to  acquire  were 
likely  to  be  influenced  by  the  sustained  market  price  of  Tri-Conti- 
nental Corporation  preferred  stock,  not  knowing  that  the  same  was 
being  maintained  by  means  of  the  extensive  repurchase  program,  Mr. 
Bailie  testified :  "-^^ 

Q.  This  acquisition  of  the  preferred  stock,  though  it  may  have  been  motivated 
by  a  desire  to  have  the  wherewithal  to  accomplish  the  consolidation,  had  the 
effect,  though,  of  maintaining  the  price  of  the  preferred  stock  at  a  level,  is  that 
not  true? 

A.  That  is  quite  true. 

Q.  And  the  direct  consequence  of  that  was  that  the  stockholder  of  the  invesr- 
ment  trust  that  you  were  going  to  acquire  might  see  the  price  range  of  the  Tri- 
Continental  preferred  stock  was  standing  on  an  even  keel  while  other  investment 
securities  were  rapidly  declining,  is  that  not  so? 

A.  I  think  you  must  remember  that  in  a  consolidation  the  terms  would  have 
been  as  fully  stated  and  the  liquidating  values  would  have  been  quite  as  clear, 
in  the  consolidation  that  we  had,  so  that  the  man  who  was  asked  to  come  in 
would  know  that  the  stock  would  have  a  liquidating  value  of  so  much. 

Q.  Public  confidence  in  the  investment  trust  is  reflected  in  its  market  price, 
is  it  not? 

A.  At  times ;  yes. 

Q.  Looking  at  Tri-Continental  preferred,  you  would  not  deny  that  there  was 
a  tendency  at  least  upon  the  part  of  some  persons  to  say  that  Tri-Continental 
has  something  that  the  others  have  not  got  by  virtue  of  the  fact  that  its  pre- 
ferred stock  was  at  an  even  keel  while  other  comparable  investment  trust 
securities  were  declining,  is  that  not  so? 

A.  That  would  be  a  jwDssible  statement  to  make ;  yes. 

Q.  Yet  the  fact  is  that  that  even  keel,  or  that  reflected  market  price  was 
directly  attributable  to  the  volume  of  repurchases  by  Seligman? 

A.  That  is  quite  true. 

Q.  So  there  would  be  the  effect,  whether  it  was  intended  or  not,  of  making  Tri- 
Continental  look  good  in  contrast  to  the  other  similar  investment  companies, 
is  that  not  so? 

A.  Following  yoiTr  line  of  suggestion ;  yes. 


"*  Op.  cit.  supra,  uote  189,  at  18721. 
"^Id.,  at  18729. 
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Mr.  Bailie,  while  opposing  an  absolute  prohibition  against  repur- 
chases, conceded  that  maintenance  of  the  market  by  repurchases  had 
the  tendency  to  mislead  those  stockholders  who  bought  and  those  stock- 
holders who  sold  the  security.^^^ 

Q.  Is  it  not  true  that  by  contributing  to  an  artificial  market  price  of  tlie  stock 
it  has  a  tendency  that  it  may  mislead  certain  stockholders  who  buy,  and  others 
who  sell.  Stockholders  may  not  sell  because  they  think  the  stock  is  strong,  and 
then  suddenly  in  September  of  1931  the  stock  goes  zooming  down  to  55.  Don't 
you  see  some  difficulties  there,  Mr.  Bailie? 

A.  I  do.  I  see  difficulties.  It  is  not  a  simple  situation.  It  is  never  a  simple 
situation  when  you  are  buying  and  selling,  when  you  are  buying  the  company's 
own  securities.  I  mean  there  are  often  great  advantages  in  it.  In  fact  some 
companies'  lives  have  been  saved  by  doing  it.  I  think  to  prohibit  it  would  be 
monstrous  from  the  point  of  view  of  the  fellows  who  need  to  sell. 

The  contemplated  consolidation  in  connection  with  which  the  pre- 
ferred stock  was  accimiulated  failed  to  materialize,  although  about 
27,000  shares  of  the  preferred  stock  repurchased  were  used  in  the 
acquisition  of  the  Wedgwood  Investing  Corporation.  The  company 
employed  approximately  one-third  of  the  amount  of  its  original  assets 
in  making  repurchases,  ultimately  retiring  approximately  $18,000,000 
of  the  preferred  stock,  which  comprised  the  greater  part  of  the  repur- 
chased prefei'red  stock.  The  company  made  a  "book  profit"  of  about 
$1,000,000  by  virtue  of  the  fact  that  the  retiring  preferred  stockholders 
received  less  than  the  liquidating  or  asset  value  of  the  securities.^®' 

The  "profit"  to  the  company  Avas  really  derived  from  a  "redistribu- 
tion" of  the  assets  of  the  company  among  stockholders.^®*  Earle 
Bailie  testified : 

Q.  Of  course  the  benelit  that  redounded  to  the  company  was  at  the  expense 
of  its  own  stockholders;  is  that  not  soV 

A.  No,  Mr.  Schenker.  Again  and  again  I  have  heard  you  people  down  here 
criticize  [these  repurchases]. 

Q.  You  did  not  hear  me  criticize.    I  am  just  stating  the  fact. 

A.  You  criticize  the  purchase  of  preferred  stock  too  cheaply.  In  other  words, 
they  say,  "It  is  fair  to  a  preferred  stockholder  to  have  the  company  go  in  and 
buy  this  stock  way  down  in  price  when  the  liquidating  value  is  high?"  I  say 
that  is  true.  Then  you  say  it  is  not  fair  to  buy  high,  even  though  the  liquidating 
value  is  way  above  it.  Now,  how  is  it  unfair  in  this  second  case?  I  just  showed 
you  by  our  calculation  that  the  common  stockholder  and  the  other  preferred 
stockholders  were  $5,000,000  better  off  at  the  end  of  the  transaction  than  they 
would  have  been  if  we  had  not  that  transaction. 

Q.  The  point  I  am  making  is  you  cannot  attribute  that  to  the  expert  man- 
agement. The  only  thing  you  did,  Mr.  Bailie,  was  to  take  it  from  stockholder  A 
and  give  it  to  stockholder  B. 

A.  No  ;  we  retired  some  $18,000,000  of  the  preferred  stock. 

Q.  Then  the  answer  is  "Yes"  and  not  "No,"  because  when  you  bought  these 
stocks  you  made  the  difference  between  the  purchase  price  of  the  security  and 
the  asset  value  in  your  process  of  retiring  them.    What  you  did  was  you  took  a 


^■>^  Id.,  at  18740  ;  compare  with  the  observation  of  A.  A.  Berle.  quoted  in  note  180.  to  the 
effect  that  support  cf  the  market  by  repurchase  of  stock  interferes  with  a  "free"  market. 
i"Op.  cit.  supra,  note  189,  at  18720  and  18733. 
"8  Id.,  at  18732-3. 
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security  that  was  worth  $150  from  stockhokler  A  and  paid  him  $80  or  $90  for  it, 
and  that  difference  you  put  into  thi  treasury  and  distributed  pro  rata  to  your 
remaining  stoclvholders. 

A.  That  is  right. 

Earle  Bailie,  when  examined  on  the  obligation  of  the  investment 
company  to  its  security  holders  Avhose  shares  it  was  repurchasing, 
testified :  199  ^ 

Q.  Now,  we  have  the  situation  that  the  stocliholder,  who  was  a  preferred 
stockholder,  who  went  into  the  investment  trust  just  to  avail  himself  at  the 
time  of  your  expert  judgment,  finds  himself  in  the  position  where  this  expert 
judgment  is  being  used  against  him 

A.  No. 

Q.  Just  a  moment.    I  have  not  finished  the  sentence. 

A.  Pardon  me. 

Q.  He  finds  himself  in  the  position  where  this  expert  judgment  is  being  used 
against  him  in  this  respect,  that  you,  through  your  volume  of  repurchases  and 
at  the  prices  of  these  repurchases,  are  seeking  to  induce  him  to  sell  at  a  price 
that  you  knew  would  be  a  good  buy  for  you ;  is  that  not  so  ? 

A.  Has  it  not  occurred  to  you  that  it  is  possible  that  it  may  be  good  for  one 
man  to  sell  the  stock  and  at  the  same  time  good  for  another  man  to  buy  it?  This 
preferred  stock  is  an  example  of  it.  From  the  company's  point  of  view  it  was 
extremely  useful  for  them  to  be  able  to  buy  that  stock,  because  they  were  cutting 
the  pyramid  down,  or  making  ready  for  the  acquisition,  so  here  was  a  case  where 
it  was  really  good  for  both  sides,  as  I  see  it. 

Q.  Was  there  any  announcement  sent  to  the  stockholders  reading  substantially 
as  follows : 

"Please  take  notice  that  the  asset  value  of  your  stock  is  X  dollars,  its  market 
value  is  Y  dollars,  selling  at  a  discount  of  A  dollars.  We  think  that  this  stock  is 
a  good  buy  at  that  price,  and  we  are  preparing  to  buy  all  the  stock  we  can  get  at 
that  price.  Now  we  tell  you  these  facts,  and  after  we  tell  you  these  facts,  if 
you  think  you  still  want  to  sell,  we  are  prepared  to  buy  it." 

Nothing  like  that  was  said? 

A.  I  can  not  remember  any  such  statement.  We  did,  however,  at  the  end  of 
every  quarter,  state  what  we  had  bought,  the  quantities  we  had  bought,  which  I 
think  is  as  far  as  any  statement  like  that  goes  that  we  have  ever  made. 

Q.  Of  course,  we  have  had  situations  here  where  the  management  sent  out 
notices  to  stockholders  saying,  "Your  stock  is  selling  at  X  dollars,  its  asset  value 
is  Y  dollars." 

A.  I  have  seen  such  statements. 

Q.  "If  you  still  insist  on  selling  it,  we  would  like  to  get  the  benefit  of  the 
discount." 

A.  Yes. 

Q.  That  was  not  done  in  this  situation? 

A.  No. 

Q.  What  difficulty  do  you  find  with  such  announcement  to  stockholders,  ap- 
prising them  of  the  fact  that  the  management  thinks  the  repurchase  of  the  stock 
at  a  substantial  discount  is  a  good  buy  for  the  corporation  and  it  might  be  advis- 
able for  the  stockholders  to  hold  on? 

A.  I  would  hesitate  very  much  to  advise  a  stockholder  to  hold  on. 

Q.  Then  eliminate  "hold  on."  What  investment  policy  can  you  see  in  that 
disclosure  being  made  before  the  fact  and  not  after  the  fact,  namely,  that  "Our 


'■"  Id.,  at  187.3.5-8, 
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securities  are  selling  at  a  substantial  discount;  we  are  prepared  to  purchase 
these  stocks  at  this  substantial  discount,  and  we  are  telling  you  about  it." 

A.  In  some  situations  there  is  no  difficulty  at  all.     *     *     * 

Mr.  Bailie  STiggested  that  the  effect  of  such  an  announcement  would 
be  likely  to  dissuade  the  prospective  vendor  from  selling  his  preferred 
stock  to  the  company. "°° 

j^  *  *  *  The  answer  is,  of  course,  that  you  do  not  get  any  stock  ordinarily. 
The  answer  is  then  that  you  have  got  to  go  and  call  your  stock  at  its  call  price 
There  are  situations,  however,  if  one  is  to  avoid  the  old  methods  of  merger  ana 
acqiiisiuon,  where,  if  you  make  that  type  of  announcement  in  connection  with  an 
acquisition  that  you  intend  to  make,  you  render  the  possibility  of  your  being  able 
to  make  the  acquisition  negligible. 

Q.  You  think  that  that  is  an  insurmountable  obstacle. 

A.  No ;  I  do  not  think  it  is. 

To  viie  extent  to  which  a  disclosure  would  deter  the  senior  security 
holder  from  selling  at  a  price  below  the  asset  value,  the  shifting  of 
asset  values  between  security  holders  of  the  same  company  would  be 
minimized. 

a.  Use  of  Capital  Assets,  Not  Surplus,  to  Retire  Senior  Securities  Witli 
a  Loss  in  Asset  Value 

(1)  UNITED  STATES  &  INTERNATIONAL  SECURITIES  CORPORATION 

As  has  been  previously  described  in  connection  with  sponsor  con- 
trol,-°^  and  Avith  the  payment  of  dividends  out  of  contributed  capi- 
tal,-"- United  States  &  International  Securities  Corporation  was 
financed  by  the  public  sale  of  installment  allotment  certificates  con- 
sisting of  one  share  of  first  preferred  stock,  one  share  of  common  stocky 
and  an  option  warrant  and  by  the  sale  to  the  United  States  &  Foreign. 
Securities  Corporation,  the  parent  investment  company,  of  the  second 
preferred  stock,  accompanied  by  80%  of  the  common  stock  issued.-"® 
The  parent  investment  company  paid  in  $10,000,000  for  its  junior 
position,  w^hile  the  distribution  of  the  allotment  certificates  to  the 
public  conteinplated  a  public  contribution  of  $50,000,000.  However, 
only  $12,500,000,  representing  25%,  was  paid  in  on  the  installment 
certificates  at  tlie  time  of  the  subscription,  the  balance  being  subject 
to  call  in  three  subsequent  installments.^""* 

From  1929  through  1935,  United  States  &  International  Securities 
Corporation  engaged  in  tlie  repurchases  of  its  first  preferred  stock. 
The  essential  details  in  connection  with  tlie  repui'cliase  operations  are 
as  follows: 


2»oid.,  at  18738. 

2»>  See  supra,  pp.   1598-1602. 

=»2  See  supra,  pp.  1710-22. 

2»3  Public  Examination,  United  States  &  Foreign  Securities  Corporation;  reply  to  tbe 
Commission's  questionnaire  for  United  States  &  International  Securitie.s  Corporation,  Pt.  I. 

^''  Reply  to  the  Commission's  questionnaire  fcr  United  States  &  International  Securities 
Corporation,  Pt    I  (Exliibit  D)  and  Pt.  V. 
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J? e purchases  of  first  preferred  stock  hy  United  States  c6  International  Securities 
Corporation  °- 


Shares 

Cost 

Average 
price 

Average 

yearly 

asset  value 

Market  price  range 

High 

Low 

1928 

None 
5,563 
85,990 
71, 500 
39, 000 
36, 490 
7,200 
600 

1929 

$369,  682 

5, 469, 144 

2, 455, 192 

901,885 

1,  848,  730 

397,  283 

34, 259 

$66.  45 
63.60 
34.30 
23.13 
50.66 
55.18 
57.10 

$146 
108 
76 
60 
75 
92 
114 

$102. 00 
75.00 
60.00 
32.50 
65.00 
69.38 
80.75 

$59. 00 

1930 

28.00 

1931 

17.50 

1932 

9.25 

1933 

17.88 

1934        

39.88 

1935               

41.25 

246, 343 

11,476,175 

46.59 

«  Compiled  from  information  supplied  in  Parts  IV  and  V  of  the  reply  to  the  Commission's  questionnaire 
for  United  States  &  International  Securities  Corporation.  Average  yearlj'  asset  value  is  computed  as  the 
arithmetic  mean  of  the  asset  values  at  the  beginning  and  end  of  the  respective  years. 

An  aggregate  of  246,343  shares  of  first  preferred  stock  or  51%  of 
the  486,543  shares  issued,-"^  were  repurchased  and  $11,473,580,  or  24.3% 
of  the  $47,166,125  net  capital  contributed  by  the  public  Avas  used  in 
these  repurchases.  The  total  loss  to  holders  of  first  preferred  stock 
who  sold  their  shares  to  the  Corporation  (assuming  the  stock  was 
bought  by  these  holders  at  the  issue  price  of  $100  a  share)  was  $13,- 
160,720,  or  an  average  loss  to  these  stockholders  of  53.5%  of  their 
original  investment.  "  This  amount  of  loss  represents  the  measure  of 
gain  to  the  remaining  stockholders  of  the  company. 

Approximately  63.4%  of  total  repurchases  of  shares  occurred  in  1930 
and  1931.  In  that  period  United  States  &  International  Securities 
Corporation  did  not  for  the  most  part  itself  repurchase  its  first  pre- 
ferred stock  in  the  market,  but  repurchased  these  securities  from  its 
parent,  United  States  &  Foreign  Securities  Corporation.  The  parent 
bought  up  the  partially  paid  allotment  certificates  in  the  market,  paid 
the  balance  due  on  these  certificates,  detached  the  first  preferred  stock" 
from  the  shares  of  common  stock  and  the  option  warrant  accompanying 
the  same  and  resold  the  first  preferred  shares  to  United  States  &  Inter- 
national Securities  Corporation  on  a  nonprofit  basis.  Ernest  B.  Tracy, 
president  of  both  the  parent  and  the  subsidiary  investment  company, 
testified  as  follows :  -'^^ 

Q.  Supposing  you  tell  us  a  little  bit  about  the  repurchase  of  the  preferred  stock 
of  United  States  &  Foreign  by  the  parent  company? 

A.  The  purchase  of  the  allotment  certificates  ? 

Q.  Yes. 

A.  United  States  &  Foreign  bought  the  allotment  certificates.  The  reason  they 
bought  them  was  it  was  a  good  purchase  at  the  time.  They  were  buying  them  at 
less  than  liquidating  value  of  the  stock. 


205  Of  the  .500,000  shares  originally  represented  by  the  allotment  certificates  14,457  shares 
were  canceled  for  nonpayment.  (Reply  to  the  Commission's  questionnaire  for  United 
States  &  International  Securities  Corporation,  Pt.  II,  Exhibit  A,  Schedule  8.) 

2"«  Public  Examination,  United  States  &  Foreign  Securities  Corporation,  at  11940. 
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Q.  "Was  tbat  the  only  reason? 

A.  That  was  the  principal  reason  they  were  buying. 

Q.  What  were  some  of  the  other  reasons? 

A.  There  was  some  doubt,  as  I  told  you  this  morning,  between  counsel  as  to 
whether  or  not  I  had  the  right  to  buy  them. 

Q.  Whether  or  not  United  States  &  International  had  the  right  to  buy  its 
common  stock? 

A.  Yes ;  there  was  some  question.  I  don't  remember  what  it  was,  and  I  have 
tried  to  find  that  since  I  was  down  there  the  last  time,  but  I  remember  Mr. 
Franklin  was  the  one  that  advised  us  that  there  was  some  doubt.  I  don't  know 
whether  he  consulted  with  Clark  or  not. 

Q.  As  a  result,  the  parent  company  bought  in  preferred  stocks? 

A.  Bought  allotment  certificates. 

Q.  And  it  detached  the  common  stock  and  sold  the  preferred  stock  to  the 
subsidiary? 

A.  Paid  it  up. 

Q.  Paid  it  up  and  sold  it  to  the  subsidiary? 

A.  And  the  subsidiary  wanted  to  buy  and  bought  it  for  retirement  at  the 
market. 

Apparently  the  doubt  in  the  mind  of  counsel  related  to  the  right  of 
United  States  &  International  Securities  Corporation  to  repurchase  the 
allotment  certificates  which  carried  common  stock  in  addition  to  pre- 
ferred stock.  The  testimony  does  not  contain  any  suggestion  that  there 
was  doubt  concerning  the  right  of  United  States  &  International 
Securities  Corporation  to  repurchase  the  preferred  stock  after  its 
severance  from  the  common  stock.  The  question  is  posed  whether 
these  repurchases  of  the  preferred  stock  in  1931  and  thereafter,  up  to 
1935,  did  not  constitute  a  deviation  from  the  law  as  to  repurchases  of 
the  State  of  Maryland  in  which  United  States  &  International  Securi- 
ties Corporation  had  been  incorporated. 

Chapter  480  of  the  Laws  of  1931  (unchanged  through  1935)  reads 
in  part  as  follows  : 

No  such  corporation  shall  purchase  any  shares  of  its  own  stock  unless  the 
assets  of  the  corporation  remaining  immediately  after  such  purchase  shall  be 
not  less  than  the  debt  of  the  corporation  plus  the  amount  of  its  issued  capital 
stock,     *     *     *. 

By  December  21,  1929,  the  stated  capital  of  the  fir.st  preferred  stock 
was  impaired.  The  common  stock  and  the  second  preferred  stock  had 
no  asset  value,  and  the  first  preferred  stock  was  "under  water."  -°^ 
Thereafter,  until  1935,  the  assets  of  the  investment  company  were  not 
only  less  than  the  amount  of  its  total  issued  capital  stock,  but  less 
than  the  stated  capital  of  the  first  preferred  stock  alone.^°^ 

The  clearly  expressed  intent  of  the  Maryland  Statute  was  to  safe- 
guard at  least  the  stated  capital  of  a  corporation  from  being  dis- 
bursed by  repurchases  of  its  own  stock.  In  this  instance,  the  invest- 
ment company  throughout  a  4-year  period,  while  its  assets  were 
inadequate  to  meet  its  capital  liabilities,  used  approximately  $11,000,- 
000  of  the  assets  belonging  wholly  to  the  first  preferred  stock  to 


2»7  Reply  to  the  Commission's  questionnaire  for  United  States  &  International  Securities 
Corporation;  and  op.  cit.  supra,  note  206,  at  11944. 

^5  See  average  yearly  asset  values  on  p.  1759  ;  also,  tbe  semiannual  reports  of  the  eom- 
panj'  in  the  reply  to  the  Commission's  questionnaire,  Pt.  I. 
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retire  the  holders  of  almost  one-half  of  the  first  ]Dreferred  stock  at 
discounts  with  a  substantial  asset  loss  to  the  retirino-  preferred 
stockholders. 

The  opportunity  of  a  nianao-ement  of  a  multiple-security  invest- 
juent  company  to  shift  asset  values  between  the  different  classes  of 
securities  and  to  favor  its  own  shareholdings  is  illustrated  in  this 
instance. 

The  second  preferred  stock  was  held  exclusively  by  the  sponsor, 
United  States  &  Foreign  Securities  Corporation.  The  repurchases 
of  first  preferred  stock  at  a  cost  of  a])proximately  5y2  million  dollars 
in  1930  were  at  the  average  price  of  $63.60  per  share.  During  that 
3^ear  the  first  preferred  stock,  on  an  average  basis,  was  not  "under 
water,"  -"''  Avhile  the  second  preferred  stock  had  very  little  or  no  asset 
value  during  the  year.-^"  Hence  tlie  $36.40  per  share  which  was 
relinquished  by  the  retiring  first  preferred  stockholders  redounded  to 
the  increase  in  the  asset  value  of  the  second  preferred  stock.  Repur- 
chases, even  at  a  time  when  the  first  preferred  stock,  itself,  was  "under 
water"  and  the  second  preferred  stock  consequently  had  a  "negative" 
asset  value,  aided  the  second  preferred  stock.  Under  the  latter  cir- 
cumstances, each  repurchase  of  first  preferred  stock  at  a  discount 
below  asset  value  had  the  effect  of  reducing  the  deficit  in  coverage  of 
the  first  preferred  stock  and  accelerating  the  time  Avhen  the  second 
preferred  stock,  held  by  the  sponsor,  would  have  a  positive  asset 
value.  Thus,  during  1935  the  second  preferred  stock  attained  a 
positive  asset  value  ($18.91  per  share  on  December  31,  1935)  and 
the  100,000  shares  held  by  the  management  then  had  an  asset  value 
of  approximately  $2,000,000.  Had  the  management  not  repurchased 
about  half  the  amount  of  first  preferred  stock  at  an  asset  loss  to  the 
retiring  first  preferred  stockholders,  the  second  preferred  stock  at 
this  time  would  still  have  had  no  asset  value  whatsoever. 

Another  objective  may  be  fairly  imputed  to  the  management  in 
embarking  upon  the  repurchases  in  1930.  The  "calls"  for  the  third 
and  fourth  final  installments  upon  the  allotment  certificates  were 
made  on  March  1  and  June  2,  1930,  respectively.-"  It  was  natural 
in  view  of  the  generally  adverse  conditions  in  the  securities  markets 
and  with  the  market  price  of  the  first  preferred  stock  down  to  about 
$60  per  share  in  February  1930,  that  there  should  be  some  reluctance 
on  the  part  of  subscribers  to  make  the  additional  payments  on  the 
allotment  certificates. 

The  first  preferred  stock  and  allotment  certificates  had  been  listed 
upon  the  Boston  Stock  Exchange  at  the  time  of  distribution,  and  on 
December  11,  1929,  the  first  preferred  stock  and  the  common  stock 
were  listed  upon  the  New  York  Curb  Exchange,  although  only  about 
71,000  first  preferred  shares  and  a  like  number  of  common  shares 
were  severed  and  available  for  trading.^^- 

The  first  preferred  stock  was  quoted  on  the  New  York  Curb  Ex- 
change in  Februarv  1930  at  $601^.  climbed  to  a  high  for  the  year 
of  $75  on  March  1,"^  1930,  the  date  of  the  third  "call."  This  gain  of 
approximately  15  points  was  recorded  in  a  reported  volume  of  trading 

-<^  See  p.  1759. 
""  Op.  cit.  supra,  note  207. 
^  Op.  cit.  supra,  note  204.  Pt.  I.  Item  16. 

"2  Id.,  Pt.  V,  Table  12  ;  and  derived  from  supplementary  information  supplied  the  Com- 
mission for  United  States  &  International  Securities  Corporation. 
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of  only  9,700  shares  of  first  preferred  stock.-^'  Similarly,  the  common 
stock  which  sold  at  2%  a  share  in  January  1930  reached  a  higli  of  $8 
a  share  in  April  1930  on  a  reported  volume  of  only  5,300  shares.  It 
is  significant  that  although  the  trading  in  the  severed  preferred  stock 
and  common  stock  was  small,  55,890  allotment  certificates  were  pur- 
chased by  United  States  &  Foreign  Securities  Corporation  (and  sub- 
sequently reacquired  by  United  States  &  International  Secmities  Cor- 
poration) in  the  same  first  quarter  of  1930.-^^  The  strong  support 
given  to  the  allotment  certificates  may  have  contributed  to  the  rise 
in  the  market  price  of  the  preferred  and  common  stock  during  the 
first  part  of  1930. 

Moreover,  this  temporary  rise  in  the  market  position  of  the  first 
preferred  and  the  common  stock  comprising  the  allotment  certificates, 
and  the  activity  of  the  company  in  the  allotment  certificates  them- 
selves may  have  influenced  the  public  to  pay  in  the  current  "calls" 
for  the  last  two  installments  on  the  allotment  certificates. 

Were  the  primary  motive  of  the  sponsorsreductionof  capital  in  the 
face  of  the  declining  market,  they  could  have  omitted  the  final  "calls" 
and  declared  the  allotment  certificates  paid  off  on  the  basis  of  the  pro- 
portion already  paid  in.  The  procedure  of  the  sponsors  in  respect  to 
the  "calls"  a  net  the  repurchases  seems  to  have  been  of  an  inconsistent 
character.  On  the  one  hand,  they  elicited  new  senior  capital  by  promot- 
ing the  payment  of  "calls"  on  the  allotment  certificates ;  -^^  on  the  other 
hand,  they  rechiced  senior  capital  by  the  repurchase  and  retirement  of 
preferred  stock.  Both  practices,  however,  redounded  to  the  advantage 
of  the  junior  capital  owned  largely  by  the  sponsors. '^*^  The  repur- 
chases of  the  preferred  stock  at  a  discount,  as  noted  above,  improved 
the  asset  position  of  the  junior  capital;  the  addition  of  new  senior 
capital  increased  the  "leverage"  for  the  junior  capital  and  improved 
the  chances  for  the  recovery  of  the  investment  which  United  States  & 
Foreign  Securities  Corporation  had  put  into  the  "equity"  stocks  of 
United  States  &  International  Securities  Corporation.-^'^ 

b.  Use  of  Company's  Assets  to  Repurchase  Its  Preferred  Stock  at  a 
Premium  to  Avert  Conversion  into  the  Common  Stock 

Instances,  such  as  those  described  above,  of  investment  companies 
paying  less  to  holders  of  their  preferred  stock  than  the  current  asset 
vahie  of  that  stock,  thus  retiring  preferred  stockholders  at  a  loss  and 
shifting  asset  values  to  the  common  stock,  were  frequent.  That  the 
converse  situation — the  payment  to  a  substantial  number  of  preferred 
stockhoklers  of  more  than  the  asset  value  or  call  price  of  their  stock 
with  resulting  dilution  of  the  asset  value  of  the  common  stock — should 
be  very  rare  is  to  be  expected.  With  the  personal  interest  of  the 
"management"  so  largely  identified  with  the  common  stock  and  the 
"senior  securities"  largely  in  the  hands  of  the  public,  it  is  natural 
that  the  management  should  refrain  from  favoring  the  preferred 
stock  at  the  expense  of  the  asset  value  of  the  common. 

'^'3  Commercial  and  Financial  Clwonicle. 

21'  Op.  cit.  supra,  note  204,  Pt.  VII,  Table  32. 

21=  $611,825,  which  was  paid  iu  on  allotment  certificates,  was  forfeited  by  reason  of  the 
fact  that  they  were  not  fully  paid  off  (op.  cit.  supra,  note  204,  Pt.  II,  Exhibit  A,  Schedule  18). 

21"  The  second  preferred  stock  owned  exclusively  by  the  sponsors — and  the  common  stock 
of  which  approximately  80%  was  held  by  the  sponsor  interests. 

2"  Public  Examination,  United  States  &  Foreign  Securities  Corporation,  at  1194.5. 
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It  should  be  noted,  however,  that  a  sponsor  who  holds  a  substantial 
portion  of  the  common  stock  may.  under  special  circumstances,  be  more 
vitally  intei-ested  in  maintaining  the  market  price  for  the  common 
stock  "than  its  precise  asset  value.  In  this  situation  he  might  be  willing 
to  repurchase  the  preferred  stock  at  high  prices  and  to  have  the  com- 
mon stock  suffer  from  dilution  in  asset  value  in  order  to  prevent 
possible  interference  with  rising  market  prices  in  the  common. 

(1)  CENTRAL  STATES  ELECTRIC  CORPORATION 

One  episode  of  this  character  is  illustrated  in  the  case  of  Central 
States  Electric  Corporation.-^^  The  payment  of  the  premium  over 
asset  value  to  preferred  stockholders  involved  disbursement  of  the 
company's  funds  with  a  reduction  of  "coverage"  for  those  senior  secur- 
ity holders  who  did  not  surrender  their  holdings.  The  transaction  dis- 
closes also  the  concern  of  a  management  with  the  market  price  of  one 
class  of  stock,  primarily  held  by  the  management,  rather  than  exclusive 
concentration  upon  an  increase  of  the  assets  of  the  company  itself. 

It  will  be  recalled  -^^  that  Central  States  Electric  Corporation,  organ- 
ized by  Harrison  Williams  in  May  1912,--°  had  a  multiple-security  capi- 
tal structure  with  senior  securities  largely  in  the  hands  of  the  public 
and  the  common  stock  closely  held  by  the  sponsor.--^  Among  its  out- 
standing senior  securities---  were  two  issues  of  preferred  stock '^^ 
convertible  into  common  stock  -^  at  the  option  of  the  holder  within  25 
days  after  notice  of  a  call,  the  company  having  reserved  the  right  to 
redeem  each  issue  at  $110  per  share.--^ 

Due  to  the  convertible  features  of  the  1928  and  1929  series  of  pre- 
ferred stocks,  a  rise  in  the  market  value  of  the  common  stock  would 
naturally  be  attended  by  a  comparable  rise  in  the  price  of  the  con- 
"\'ertible  preferred  stock.  The  latter  stock  would  thus  automatically 
seek  to  attain  the  market  level  of  the  common  stock  that  could  be 
obtained  for  it  upon  a  conversion. 

=15  For  a.  more  detailed  discussion  of  the  repurchases  of  this  companj'.  see  Ch.  Ill,  pp. 
960-65. 

2«  See  supra,  pp.  1683-1707. 

""Public  Examination,  Central  States  Electric  Corporation,  at  12256. 

^  Id.,  at  12260-79  and  12288-9. 

The  following  tabulation  reflects  the  magnitude  of  Harrison  Williams'  holdings  in  the 
common  stock  of  Central  States  Electric  Corporation  at  this  time  : 


Central 
States 
Electric 

Corporation 
common 

shares  out- 
standing   • 

Owned  by 
Harrison 
Williams 

Percent 

Dec  31   1927 

1, 090,  380 

1, 177,  503 

"  8,  723,  368 

1,  055,  985 
1,142,810 
7, 107,  422 

96  0 

Dec.  31.  1928 

1929  (Jan.-Nov.) 

97.1 
81.5 

"  This  represents  the  total  outstanding  after  100%  and  20C%  common-stock  dividends  in  1629  (op. 
cit.  supra,  note  220.  Commission's  Exhibit  No.  1205).  In  July  1929,  Harrison  Williams  held  90% 
of  Central  States  Electric  Corporation  common  (id.,  at  12315). 

222  For  a  more  detailed  discussion  of  Central  States  capital  structure,  see  supra,  pp. 
1683-1707. 

2"  Viz,  Central  States  Electric  Corporation  "Convertible  Preferred  Stock,  Optional  Dividend 
Series,"  and  "Convertible  Preferred  Stock,  Optional  Dividend  Series  of  1929." 

--*  For  basis  of  conversion  see  infra,  note  239. 

"5  Op.  eit.  supra,  note  220,  Commission's  Exhibits  Nos.  1228  and  1235. 
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The  common  stock  of  Central  States  Electric  Corporation,  into 
"^vliicli  these  preferred  issues  were  convertible,  had  experienced  sharp 
rises  in  market  value  during  1928  and  the  first  three  quarters  of  1929. 
While  several  factors,  and  in  particular  the  various  activities  in  the 
underlying  securities  of  the  investment  company  -^^  contributed  to 
these  extraordinary  price  rises,  an  important  element  was  Mr.  Wil- 
liams' market  activity  in  the  relatively  small  floating  supply  of  this 
common  stock  which  was  available  for  trading.-'  Chart  10  compares 
these  price  rises  with  this  activity  of  Harrison  Williams  over  the 
period.  As  has  previously  been  discussed,^^^  Mr.  Williams  began 
his  operations  in  this  stock  early  in  1928.  During  1929  Mr.  Williams 
continued  his  activity  in  this  stock  through  his  wholly-owned  com- 
pany, North  American  Securities  Company  (at  times  referred  to  as 
Nasco),  employing  the  technique  of  making  heavy  purchases  on  the 
stock  exchange  and  redistributing  substantially  all  of  this  stock  off 
the  market  through  distribution  agencies  arranged  for  this  purpose. 
As  the  total  volume  of  trading  increased  on  the  market,  Mr.  Williams 
accordingly,  increased  his  purchases  and  redistributions.  Sharp  mar- 
ket rises  in  the  comon  stock  coincided  with  these  operations  of  Mr. 
Williams,-^^  particularly  in  June,  July,  and  August  of  1929,  at  which 
time  lie  was  most  active  in  the  stock.^^° 

With  these  preferred  issues  selling  at  prices  below  the  market  value 
of  the  common  stock  obtainable  by  conversion  there  was  an  induce- 
ment to  investors  to  convert  their  preferred  shares  into  common 
stock,  which  would  substantially  increase  the  hitherto  limited  floating 
supply  of  common  stock  available  for  tracling.^^^  Also,  arbitrageurs 
apparently  bought  this  preferred  stock  below  its  conversion  value  and 
sold  the  common  stock  short.  After  selling  the  common  short,  they 
Avere  able  to  cover  with  common  shares  obtained  by  converting  the 
preferred  shares  which  had  been  bought  at  prices  below  the  conversion 
value.     In  this  connection  Mr.  Williams  testified  as  follows :  -^- 

Q.  Let  us  see  what  would  happen.  They  would  buy  the  preferred  and  sell  the 
common  short? 

A.  Yes ;  then  they  would  convert  and  get  the  common  to  make  delivery. 
*  *  *  *  *  *  * 

Q.  If  the  preferred  stock  was  out  of  line  with  the  conversion  rights,  the  effect 
of  it  would  be  that  the  arbitrageurs  would  buy  the  preferred  stock  and  sell  the 
common  short,  is  that  right? 

A.  Right. 


""  Such  as  various  trading  accounts  in  the  common  stock  of  The  North  American  Company 
and  in  the  securities  of  other  investment  companies  in  the  system  held  in  the  portfolio  of 
Central  States  Electric  Corporation  (id.,  at  12322-7,  12.334-6,  12540-1,  13054-60,  and  Com- 
mission's Exhibit  No.  1210).  For  a  list  of  these  trading  accounts  with  discussion  of  their 
Effect  see  supra,  pp.   1683-1707. 

22^  Not  more  than  5%  of  the  common  stock  of  Central  States  Electric  Corporation  was  in 
the  hands  of  tlie  public  in  1928  and  not  more  than  10%  through  July  1929.  See  supra, 
note  221. 

22sSee  supra,  pp.   1683-1707. 

225  Op.  cit.  supra,  note  220,  at  13124-7,  13344,  and  13346. 

230  For  schedule  of  daily  purchases  and  sales  over  these  three  months  see  id..  Commission's 
Exhibit  No.   1334. 

■™See  infra.  Chart  11,  p.  1768,  for  comparison  of  price  movements  of  Central  States 
common  and  convertible  preferred  issues. 

-32  Op.  cit.  supra,  note  220,  at  1323-5.  See  also  testimony  by  Mr.  Johnson,  id.,  at 
13173-4. 
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The  material  effect  of  conversions  under  these  circumstances  was  to 
depress  the  price  of  the  common  stock  of  Central  States  in  which  Mr. 
Williams  was  substantially  interested  at  the  time.^'^- 

While  a  call  by  Centraf  States  of  these  preferred  issues  at  the  re- 
demption price  of  $110  per  share  might  have  halted  the  operations 
of  arbitrageurs,  yet  a  depressing  influence  would  have  been  exerted 
upon  the  market  price  of  the  common  stock  by  reason  of  the  large 
new  free  floating  supply  which  would  have  been  made  available  for 
trading  on  the  market  from  conversions  on  a  wide  scale  following- 
such  a  call.  Mr.  Williams  admitted -^^  that  a  call  for  redemption 
would  have  precipitated  such  conversions: 

Q.  The  preferred  shares  were  callable  at  $110,  weren't  they? 

A.  Yes,  they  were  callable  at  $110.  I  think  it  was  $110.  Mr.  Higgins :  You 
don't  mean  practically  that  they  could  have  been  called  at  that  price. 

Q.  They  could  have  been  called.  Whether  you  could  have  gotten  them  in  or 
not,  I  don't  know;  but  they  were  callable  at  $110  per  share? 

A.  Right,  subject  to  the  conversion. 

Q.  Your  point  there  is  what? 

A.  That  they  would  have  been  converted.     It  would  have  forced  conversion. 

To  avoid  this  effect  some  other  means  was  required  for  removing 
the  speculative  attractiveness  of  arbitrage  operations.  To  this  end 
it  became  important  to  strike  a  parity  between  the  price  of  the 
common  stock  and  that  of  the  preferred  stock.^'^ 

Accordingly,  early  in  1929,  Central  States  Electric  Corporation 
entered  upon  a  program  of  repurchasing  its  two  issues  of  convertible 
preferred  stock  primarily  in  order  to  prevent  the  exercise  of  the 
conversion  privilege.  Table  32  reveals  the  gross  and  net  repurchases 
of  each  of  these  issues.^^*^ 

Table  32. — Repnrchases  of  preferred  stocks  hij  Central  States  Electric 
Corporation,  1929 


Approx- 
imate 
volume 
of  mar- 
ket trans- 
actions 
(shares) 

Total 
shares 
repur- 
chased 

Aggre- 
gate cost 
of  shares 
repur- 
chased 

Aver- 
age 
cost 

share 
repur- 
chased 

Total 
shares 
sold 

Proceeds 

of  shares 

sold 

Aver- 
age 
sale 

price 

share 

Net 
shares 
repur- 
chased 

Cost  of 

net 
shares 
repur- 
chased 

Aver- 
age 
price 

share 
(net 
pur- 
chases) 

1928  series  (Feb. 
15  to   Oct.   18, 
1939) 

1929  series  (June 
22  to  Oct.  29, 
1929) 

83, 162 
73, 380 

48,  380 
33,  400 

$10,037,887 
5, 840,  203 

$207. 48 

25,  633 
4,968 

$6, 143,  454 
679,  209 

$239.  67 
136.  72 

22,  747 
28, 432 

$3,  894,  432 
5, 160,  994 

$171.  20 
181.52 

Total 

81,780 

15,  878,  090 

30,  601 

6, 822,  663 

51,179 

9, 055,  476 

"3  See  discussion,  id.,  at  13123,  et  seq. 

^"ild.,  at  13115-6. 

^■'••Id.,  at  13123-5  and  13173-4. 

""  Id.,  Commis-sion's  Exhibits  Nos.   1253,  1254,  ,ind  1255. 


INVESTMENT    TRUSTS   AND    INVESTMENT    COMPANIES         1767 

The  intensity  of  this  repurchase  activity  on  the  part  of  Central 
States  is  indicated  by  the  fact  that  from  February  to  October  1929, 
repurchases  by  the  company  accounted  for  ahnost  60%  of  the  total 
shares  traded  on  the  market  in  the  1928  issue  and  for  more  than  -15% 
of  the  total  shares  traded  in  the  1929  issue  over  the  entire  nine-month 
period.  Chart  11  reveals  the  trading  in  Central  States  common  stock 
and  its  two  convertible  issues  and  the  close  relations  of  the  price 
movements  with  such  trading. 

The  prices  paid  by  the  investment  company  in  making  these  repur- 
chases exceeded  not  only  the  redemption  value  of  all  the  preferred 
repurchased,  but  also  the  asset  value  of  that  amount  of  common  stock 
which  would  have  been  issued  upon  conversion  of  the  same  number 
of  preferred  shares  of  each  series  which  were  actually  repurchased. 
It  will  be  recalled  that  Central  States  Electric  Corporation  repur- 
chased at  a  cost  of  $9,055,427  an  aggregate  net  total  of  51,179  shares 
of  both  issues  of  its  outstanding  convertible  preferred  stock.-'^' 

This  sum  exceeded  the  redemption  value  ($110  per  share)  of  the 
same  number  of  preferred  shares  "^^  by  the  amount  of  $3,425,737.  Had 
Central  States,  instead  of  repurchasing  these  shares  of  preferred  stock, 
permitted  their  conversion  into  common  stock  at  approximately  the 
dates  of  repurchase,  it  would  have  been  required  to  issue  some  104,000 
shares  of  common  stock,-"*"  having  an  underlving  asset  value  of  only 
approximately  $3,800,000.2« 

On  the  latter  basis,  the  premimn  paid  by  Central  States  amounted 
to  more  than  $5,000,000.  The  ]:»ayment  of  this  premium  of  more  than 
$5,000,000  was  a  diminution  of  the  company's  assets  to  that  extent  -" 


23^  The  shares  repurcbased  amounted  to  21%  of  tbc  entire  1928  series  and  25%  of  the 
1929  serif's  (Reply  to  the  Commission's  questionnaiie  for  Central  States  Electric  Corporation, 
Pt.  II). 

"8  Op.  cit.  supra,  note  220,  Commission's  Exhibits  Nos.  1228  and  1235. 

-3"  Both  issues  of  Central  States  convertible  preferred  stock  were  originally  convertible  on 
the  basis  of  one  share  of  common  stock  for  each  $110  in  par  value  of  the  preferred  held. 
The  100%  common  stock  dividend  of  April  15,  1929  (Poor's  Public  Utility  Section  [1929], 
p.  1694).  made  the  1928  series  convertible  on  the  basis  of  one  share  of  common  for  each  .$59 
in  par  value,  at  which  it  remained  until  the  200  %>  stock  dividend  of  July  15,  1929  (Poor's 
Government  and  Municipal  Section  [19.30],  p.  1088),  when  this  issue  became  convertible  on 
the  basis  of  one  share  of  common  for  each  $19.67  of  its  par  value.  The  issue  of  1929, 
though  originally  convertible  on  the  -lillS  basis,  was  expressly  provided  to  become  convertible 
on  the  basis  of  one  share  of  common  for  each  $39.33  in  par  value  of  this  issue  after  the 
effective  date  of  the  200 7f  common  stock  dividend  (op.  cit.  supra,  note  220,  Commission's 
Exhibit  No.  1235).  For  daily  and  monthly  repurchases  of  both  issues  of  convertible  pre- 
ferred .stock  see  id.,  Commi.-sion"s  Exhibits  Xos.  1253  and  1254,  respectively. 

-'"  Computed  on  the  basis  of  the  asset  value  of  the  common  stock  receivable  upon  con- 
version at  approximately  the  time  of  the  repurchases  and  adjusted  for  special  stock  divi- 
dends on  the  common  stock.  (For  asset  value  of  the  common  stock  over  this  period  see 
op.  cit.  supra,  note  220.  Commission's  Exhibit  No.  1206 ;  for  total  common  stock  out- 
standing see  id.,  Commission's  Exhibit  No.  1329.)  The  asset  value  of  the  common  stock 
used  here  is  the  net  liquidating  asset  value,  based  on  Central  States  Electric  Corporation's 
portfolio  securities  of  aflBliatcd  companies  taken  at  asset  value  and  its  portfolio  securities 
of  other  companies  at  market  value  (id..  Commission's  Exhibit  No.  1206).  If  all  its  port- 
folio securities  be  taken  at  market  value,  the  asset  value  of  the  common  stock  of  Central 
States  would  be  somew'iat  increased    (ibid.). 

="1  The  expenditure  of  substantial  premiums  over  the  par  value  of  the  preferred  stock 
repurchas'd  raises  the  problem  as  to  whether  the  repurchases  ac  n  retirement  of  capital 
violated    the    applicable    section    of   the   corporation    laws    of   Virginia    (Sec.    3781)    which 
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Chart  11 


TRADING   AND   PRICE  MOVEMENTS   OF   C.S.E. 
COMMON,   CONV.   28,  &      29   PFD,   (N.Y.C.E.) 
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and  niiturally  a  reduction  of  the  cushion  for  the  remaining  senior 
security  liolders.  Because  of  the  particularly  broad  margin  of  cov- 
erage for  the  senior  securities  during  the  repurchase  period/*^  the  com- 
paratively small  diminution  of  the  cushion  appears  inconsequential. 
However,  as  will  appear  from  a  description  of  the  subsequent  history 
of  the  senior  securities  of  Central  States  Electric  Corporation,  not  only 
was  the  entire  cushion  eliminated  but  the  preferred  stock  lost  all  asset 
value  and  the  debentures  went  "under  water."  ^^" 

While  these  repurchases  were  thus  a  payment  of  substantial  pre- 
miums over  liquidating  value  to  those  preferred  shareholders  who 
sold  their  stock  to  the  investment  company,  it  is  also  possible  to  view 
these  same  operations  as  a  repurchase  of  common  stock  at  prices  far 
above  the  underlying  asset  value  of  that  stock.  The  effect  of  the  direct 
repurchases  of  the  convertible  preferred  stock  at  these  premiums  was 
the  same  as  if  the  company  had  permitted  the  conversions  to  take  place 
with  the  concomitant  issuing  of  common  stock  and  then  proceeded  to 
repurchase  that  common  stock  at  high  premiums  above  asset  value.-^* 

The  claim  was  made  on  behalf  of  Central  States  that  the  repurchase 
of  its  issues  of  convertible  preferred  stock  had  as  a  primary  purpose 
the  retirement  of  capital,  despite  its  doubtful  legality.-^-'  However, 
in  the  light  of  the  circumstances  under  which  they  were  made,  it  would 
appear  that  these  repurchases  served  mainly  to  protect  the  high  market 
levels  of  the  common  stock  of  Central  States  Electric  Corporation. 
Mr.  Williams  stated  ^"^"^  that  "We  were  very  bullish  on  that  common 
stock  at  that  time  and  thought  it  was  going  much  higher,"  and  indi- 
cated that  a  principal  motivating  factor  for  engaging  Central  States 
upon  its  repurchase  program  was  the  possible  depressing  effect  that 

provided  tlat  reductions  of  capital  could  be  effected  "by  the  purchase,  at  tbe  fail-  maiket 
value,  not  exceeding  par,  of  certain  shares  for  retirement  or  bj'  retiring  shares  owned  by 
the  corporation  *  *  *"  (see  discussion,  op.  cit.  supra,  note  219,  at  13176  et  srq  ) 
after  acquiring  the  consent  of  the  holders  of  two-thirds  of  the  voting  stock. 

For  general  discussion  of  the  law  concerning  purchases  by  a  corporation  of  its  own  capital 
stock,  see  Levy,  Irving  J.,  "Purchases  by  a  Corporation  of  its  Own  Stock"  (15  Minn.  L.  Rev. 
1  (1930)).  The  author  concludes  in  part  flat  even  if  the  company  purchases  its  own 
shares  out  of  surplus,  yet  if  such  "shares  are  purchased  at  a  price  above  the  actual  value  of 
the  shares,  the  remaining  members'  shares  in  the  undivided  surplus  is  impaired,  and  money 
Is  actually  being  taken  from  the  pockets  of  the  remaining  members  for  the  benefit  of  the 
retiring  si  areholders"  (id.,  at  26).  The  author  further  points  out  that  the  purchase  by 
B  corporation  of  its  own  capital  stock  is  tantamount  to  a  retirement  of  that  stock  without 
compliance  with  regulatory  statutory  provisions  (id.,  at  27-31). 

^•^FoT  asset  coverage  of  Central  States  senior  seciiritirs  through  1929,  see  op.  cit.  supra, 
note  220.  Commission's  Exhibit  No.  1329  and  reply  to  the  Commission's  questionnaire  for 
Central  States  Electric  Corporation,  Ft.  IV  (Item  28). 

^=  See  supra,  pp.  1683-1707,  and  infra,  pp.  1807-19. 

"^  While  the  average  price  at  which  Central  States  Electric  Corporation  repurchased  its 
convertible  preferred  stock  was  $171  in  the  case  of  the  series  of  1928  and  $181  in  the  case 
of  the  series  of  1929  (op.  cit.  supra,  note  220,  Commission's  Exhibit  No.  1255),  the  extreme 
of  the  premiums  paid  is  indicated  by  those  repurchases,  though  comparatively  small,  which 
were  made  in  late  July  and  early  August  1929.  At  this  point  in  the  repurchase  program. 
Central  States  Electric  Corporation  was  repurchasing  as  many  as  1.000  shares  of  the 
series  of  1928  at  $420  per  share  and  as  many  as  3.000  shares  of  the  series  of  1929  at  $210 
per  share  (id..  Commission's  Exhibit  No.  1253). 

^=  See  supra,   note   241. 

=>«  Op.  cit.  supra,  note  220.  at  13119-20. 
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would  have  been  felt  upon  the  rising  market  of  the  common  stock  from 
a  widespread  exercise  of  the  conversion  privilege :  -^^ 

Q.  By  buying  this  preferred  stoclv,  you  were  preventing  the  further  issuance  of 
common  stock. 

A.  We  were  preventing  additional  common  being  put  out  to  that  extent 

Another  important  factor  militates  against  the  contention  that  these 
repurchases  by  Central  States  had  as  their  primary  objective  the  re- 
tirement of  capital.  There  were  outstanding  over  the  repurchase 
period  two  issues  of  nonconvertible  preferred  of  Central  States  Elec- 
tric Corporation  (7%  and  6%)  which  could  have  been  repurchased 
for  retirement  much  more  cheaply  than  the  cost  to  the  company  of 
its  repurchases  of  the  convertible  preferred.  This  nonconvertible 
preferred  sold  as  low  as  $115  and  $81,  respectively,  during  the  repur- 
chase period  -^^  while  an  average  of  $171  and  $181,  respectively,  was 
expended  per  share  for  the  repurchase  of  the  convertible  preferred  of 
1928  and  1929. ^^^  Notwithstanding  that  this  nonconvertible  preferred 
could  have  been  repm^chased  for  retirement  much  more  cheaply,  Cen- 
tral States  Electric  Corporation  purchased  only  263  shares  of  the  7% 
nonconvertible  preferred  at  a  total  cost  of  $30,245  and  only  6,260 
shares  of  the  6%  nonconvertible  preferred  at  a  total  cost  of  $520,- 
Y9g  250  ji^g  Qc/^  nonconvertible  preferred  stock  was  itself  redeemable 
at  any  time  in  whole  or  in  part  at  $110,-^^  Thus,  this  entire  issue 
could  have  been  reacquired  at  a  cost  to  the  company  of  no  more  than 
$110  per  share.-5- 

-•"  Id.,  at  13127  and  18131.  This  te.stinioiiy  wa.s  corroborated  by  Christian  Jolmson,  an 
employee  of  Mr.  Williams   (id.,  at  13119)  : 

Q.  Therefore,  all  you  did  by  refusing  to  call  the  preferred  stock  was  to  save  your 
common  stock  by  conversion? 
A.  That  is  correct. 
It  was  also  corroborated  by  Louis  E.  Kilmarx,  vice  president  of  Central  States    (id.,  at 
13160-1)  : 

Q.  Then,  at  that  time,  it  was  not  for  the  retirement  of  the  preferred  stock,  but  to 
prevent  the  conversion. 

A.  With  both  purposes  in  mind,  for  retirement  and  to  prevent  conversion  which,  in 
substance,  is  for  retirement,  when  you  prevent  the  conversion. 

Q.  I  still  don't  understand.  If  you  are  interested  in  retiring  your  preferred  stock, 
I  cannot  understand  why  you  didn't  retire  the  other  preferred  stock  which  was  selling 
at  a  discount. 

A.  The  question  of  retiring  that  didn't  come  up.  That  was  a  6-percent  stock  with 
no  conversion  rights.  So  the  second  purpose  was  to  prevent  conversion  and  not  issue 
any  more  common  stock. 

Q.   *      *      *     Now.   to   come  back,  isn't  it  a   fact   that  what  you   are  saying  is   the 
only  purpose  for  retiring  this  stock  is  to  prevent  conversion? 
A.  That  was  the  primary  purpose,  yes. 

2*«  Op.  cit.  supra,  note  220,  Commission's  Exhibit  No.  1253. 

2^=  Id.,   Commission's  Exhibit  No.  1255. 

^-'C  Id.,  Commission's  Exhibit  No.  1253. 

-"  Reply  to  the  Commission's  questionnaire  for  Central  States  Electric  Corporation,  Ft.  V. 

2M  The  convertible  preferred  issues  could  have  been  just  as  effectively  reacquired  for 
ri}tirement  by  means  not  involving  the  expenditure  of  any  cash  by  the  company.  Central 
States  Electric  Corporation  could  have  called  this  convertible  prefei'red  stock  at  $110, 
allowed  the  conversions  and  could  have  issued  common  stock  at  no  cost  to  itself.  (See 
discussion  in  op.  cit.  supra,  note  220,  at  13116-32.)  In  this  way  the  senior  capital  would 
have  been  retired  with  absolutely  no  outlay  of  cash  on  the  part  of  the  company  instead  of 
the  large  premiums  actually  expended. 

A  number  of  other  factors  weaken  the  contention  as  to  retirement  of  capital.  For  ex- 
ample, a  iflO,000,000  issue  of  convertible  preferred  stock  was  publicly  offered  in  June  1929 
(id.,  Commis!3ion's  Exhibit  No.  1235)  in  the  midst  of  the  repurchase  program.  Also  Mr. 
AVilliams  stated  that  Central  States  was  in  need  of  cash  at  the  time  for  further  utility 
investments  (id.,  at  13051-3).  He  further  stated  that,  by  repurchasing  the  convertible 
issue  of  1928  and  offering  the  series  of  1929,  likewise  convertible  but  upon  a  lesser  basis, 
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Apparently  Mr.  Williams  experienced  some  doubt  or  misgivings  as 
to  the  use  made  of  the  funds  of  Central  States  Electric  Corporation  in 
repurchasing  its  preferred  stock  to  support  the  market  for  its  common 
stock  in  which  Mr.  Williams  was  so  largely  interestecl.-'^^  In  Decem- 
ber 1929,  subsequent  to  the  repurchase  activity,  but  prior  to  the  retire- 
ment of  the  repurchased  preferred  stock,  through  his  wholly  owned 
New  Empire  Corporation,"^**  he  made  a  donation  to  Central  States 
Electric  Corporation  of  1,718,995  shares  of  its  own  common  stock.^^^ 
Apparently  recognizing  tlie  possibility  of  liability,  he  attached  the 
following  condition  to  this  donation  to  Central  States.^^'' 
that,  to  the  extent  necessary,  you  will  accept  the  benefits  resulting  to  you  from 
our  contribution  *  *  *  to  reimburse  you  for  any  loss  which  you  have  in- 
curred or  may  incur  by  reason  of  the  purchase  by  you  of  the  22,767  shares  of  your 
Optional  Dividend  Preferred  Stock,  Series  of  1928  and  of  28,432  shares  of  your 
Optional  Dividend  Preferred  Stock,  Series  of  1929,  heretofore  acquired  by  you 
and  now  held  in  your  treasury,  and  that,  to  the  extent  necessary,  you  will  apply 
the  addition  to  your  capital  surplus  resulting  from  our  contribution  of  these 
shares  to  offset  any  such  loss  on  your  part. 

c.  Nullification  by  the  Management  of  the  Liquidation  and  Redemp- 
tion Rights  of  Fully  Covered  Senior  Securities  by  Refusal  to 
"Call"  or  Repurchase  While  Held  in  Some  Hands  but  Repurchas- 
ing After  Affiliated  Interests  Had  Acquired  the  Stock  at  a  Discount 

It  has  been  previously  observed  that  the  practice  of  repurchase  of 
their  own  preferred  stocks  at  discounts  by  investment  companies  en- 
ables "managements"  to  shift  the  assets  from  the  retiring  stock- 
holders to  the  common  shareholders.  This  situation  exists  even  when 
the  repurchases  are  made  in  the  open  market  and  when  there  is  no 
discrimination  by  the  management  between  prospective  sellers  of  pre- 
ferred stock.  The  problem  is,  of  course,  aggravated  when  "manage- 
ment," entrenched  by  virtue  of  a  "junior"  shareholding  utilizes  the 
company's  funds  to  make  private  repurchases  of  senior  securities 
from  "insiders."  The  management  is  in  a  position  to  decline  to 
"call"  the  preferred  stock  for  redemption  even  if  assets  are  more 
than  sufficient  to  cover  the  stipulated  "call"  price  of  the  stock  or 
refuse  to  repurchase  at  any  price  as  long  as  the  stock  is  in  the  hands 
of  an  "outsider."  When,  however,  the  preferred  stock  has  found  its 
way  into  the  hands  of  an  "insider"  at  a  low  price,  induced  perhaps 
by  mistrust  of  the  "management"  and  the  latter's  refusal  to  "call" 

the  conversion  rights  outstanding  were  tliereby  reduced,  indicating  that  the  conversion 
factor  was  a  most  important  consideration  (id.,  at  13140-1.  See  also  id.,  at  13152-5). 
Finally,  Central  States  reissued  at  a  profit  a  number  of  the  shares  repurchased  as  their 
market  price  rose  (id.,  at  13154-5,  and  13166;  see  also  supra,  p.  1764). 

"■^  It  was  admitted  that  the  policy  of  embarking  Central  States  Electric  Corporation 
upon  this  repurchase  program  was  arrived  at  by  Harrison  Williams  (op.  cit.  supra,  note 
220,  at  13158).  There  was  no  official  authorization  by  the  board  for  these  repurchases. 
Harrison  Williams  testified  that  "*  *  *  it  was  informally  understood,  but  no  official 
act.  The  directors  knew  without  a  matter  of  record  just  what  was  being  done"  (id.,  at 
13176). 

^*  Op.  cit.  supra,  note  320,  Commission's  Exhibit  No.  1207. 

^5  Id.,  at  13242-71,  13295-306,  13359-67,  and  Commission's  Exhibits  Nos.  1263  and  1264. 

2s«  See  letter  under  date  of  December  6,  1929,  from  New  Empire  Corporation  to  Central 
States  Electric  Corporation  (id.,  Commission's  Exhibit  No.  1263). 
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or  repurchase,  the  "management"  can  then  proceed  to  repurchase 
from  the  "insider"  at  a  price  substantially  higher  than  that  paid  by 
this  "insider."  The  result  of  such  tactics  is  that  the  public  senior 
security  holder  has  taken  a  severe  loss  in  asset  value  and  the  equiva- 
lent value  has  not  even  gone  into  the  treasury  of  the  company  but 
has  been  turned  over  to  a  private  aiRliation  of  the  "management." 
The  repurchases  made  by  General  Investment  Corporation  of  its 
own  preferred  stock  from  Wallace  Groves  Avere  of  this  character. 

(1)  GENERAL  INVESTMENT  CORPORATION 

General  Investment  Corporation  had  been  organized  as  an  invest- 
ment and  holding  company  under  the  name  of  The  Public  Utility 
Holding  Corporation  of  America  in  Delaware  in  September  1929,  by 
Harris,  Forbes  &  Company,  a  New  York  investment  banking  house, 
and  United  Founders  Corporation,  a  group  of  investment  com- 
panies in  which  Harris,  Forbes  &  Company  had  acquired  a  strong- 
position  as  underwriter,  distributor,  and  part  of  the  management.-" 

Active  management  of  The  Public  Utility  Holding  Corporation 
rested  in  the  hands  of  Harris,  Forbes  &  Company  until  July  1933, 
w^hen  United  Founders  Corporation  took  over  the  active  management, 
changing  the  name  of  the  company  to  General  Investment  Corpo- 
ration.^^® 

From  November  1933  to  August  1936,  under  the  management" of 
United  Founders  Corporation  and  its  successor,  American  General 
Corporation,  the  activities  of  General  Investment  Corporation  were 
concerned  primarily  with  the  liquidation  of  its  portfolio  of  utility 
securities  and  the  use  of  its  funds  so  derived  to  reacquire  its  own 
preferred  stock  at  a  substantial  discount  from  asset  values.^^^ 

During  this  period  George  Devendorf,  associated  with  United 
Founders  Corporation  and  American  General  Corporation,  served 
as  a  vice  president  of  the  General  Investment  Corporation  from  the 
inception  and  as  its  president  from  June  1932  until  August  3,  1936.-"" 

In  August  1936,  Ernest  Warriner,  who  from  1931  had  been  asso- 
ciated with  Wallace  Groves  in  the  latter's  investment  company  ac- 
tivities,-^'^ negotiated  a  contract  by  which  he  undertook  to  purchase 
from  American  General  Corporation  the  controlling  interest  held  by 
that  corporation  in  General  Investment  Corporation.-*'-  Mr.  War- 
riner assigned  this  contract  to  International  Equities  Corporation, 
an  investment  company  which  he  had  acquired  some  months  previ- 
ously ,^®''  which  macle  the  down  payment  of  $300,000  specified  in  the 
contract  so  that  Mr.  Warriner  acquired  control  of  General  Invest- 
ment Corporation  without  the  expenditure  of  any  of  his  personal 
funds.  Although  the  "control"  stock  of  Genei-al  Investment  Corpo- 
ration was  to  be  held  as  collateral  by  American  General  Corporation 

^^  For  a  detailed  exposition  of  the  history  of  General  Investment  Corporation,  see  Ch.  II 
ol"  this  part  of  the  report,  pp.  497-623  ;  Public  Examination,  American  General  Corporation 
et  al.,  at  25409,  26320,  26322,  22100,  and  Commission's  Exhibit  No.  3423  (p.  1). 

"^^  Public  Examination,  American  General  Corporation,  at  23109,  23144-9,  25292-6,  and 
Commission's  Exhibit  No.  X-3424  (p.  16). 

=f*»  Id.,  Commission's  Exhibit  No.  X^129. 

2™  Id.,  Commission's  Exhibit  No.  X-3424  (p.  16). 

="  Id.,  at  20310-1. 

^"'-  Public  Examination,  Genoi-al  Investment  Corporation,  Commission's  Exhibit  No.  1577. 

so'Id.,  Commission's  Exhibit  No    l.'iR'^ 
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until  completion  of  the  contractual  payments,  Mr.  Warriner  was 
given  the  power  to  vote  that  stock  immediately.^'''^  He  had  himself 
and  his  associates  elected  as  officers  and  directors  of  General  Invest- 
ment Corporation.  All  of  the  representatives  of  American  General 
Corporation  in  the  directorate  and  in  office,  including  George  Deven- 
dorf,  resigned. 

It  should  be  noted  that  these  rapid  transfers  of  control  were  facili- 
tated by  the  fact  that  General  Investment  Corporation  had  a  multiple- 
securit}"  structure.  The  corporation  had  a  preferred  stock,  a  Class  A 
common  stock,  and  a  common  stock.  At  the  time  of  transfer  of  con- 
trol to  Mr.  Warriner,  American  General  Corporation  controlled  the 
investment  company  through  ownership  of  all  its  Class  A  stock  whiclr 
gave  American  General  Corporation  50%  of  the  voting  power,  al- 
though that  represented  only  a  22%  interest  in  the  assets,  the  pre- 
dominant proprietary  interest  resting  in  the  hands  of  the  public.^^^ 
This  controlling  shareholding  American  General  Corporation  trans- 
ferred to  Mr.  Warriner. 

General  Investment  Corporation,  when  Mr.  Warriner  took  over  con- 
trol, had  outstanding  approximately  58,000  shares  of  $6  cumulativa 
stock,  which  were  entitled  to  $115  each  on  liquidation  and  could  be? 
redeemed  by  the  company  on  payment  of  $115  per  share.  Despite  the 
fact  that  the  company  had,  from  the  time  of  its  inception  to  the  end 
of  1936,  lost  $68,000,000  of  the  $78,000,000  invested  therein,  each  share- 
of  the  outstanding  preferred  stock  had  an  actual  liquidating  asset 
value  of  approximately  $150  per  share.-*^*^  The  preferred  stock  had 
priority  claims  for  principal  liquidating  amount  and  accumulated 
dividends  totaling  approximately  $150.  The  assets  of  the  company- 
were  sufficient  to  meet  these  claims. 

George  Devendorf,  at  the  time  of  his  resignation  as  president  of 
General  Investment  Corporation,  held  some  9,000  to  10,000  shares  of 
the  pi-efen-ed  stock  of  the  company.^*'^  Upon  being  refused  continua- 
tion of  a  place  on  the  board  of  directors  to  represent  stockholders  who 
held  the  minority  of  the  voting  power,  of  which  he  was  one,  he  re- 
quested that  Mr.  Warriner  cause  the  corporation  to  repurchase  his 
preferred  stockholclings.^^^ 

Although  the  asset  liquidating  value  of  the  preferred  stock  at  this 
time  was  approximately  $150,  Mr.  Devendorf,  distrustful  of  the 
new  management,  was  ready  to  accept  much  less  than  the  stock  was 
worth. -^^  Mr.  Warriner  informed  Mr.  Devendorf  that  he  (Mr.  War- 
riner) was  unwilling  to  devote  any  of  the  fimds  of  General  Invest- 
ment Corporation  to  the  repurchase  of  its  preferred  stock,^^^     In  fact,, 

^'  Ibid. 

=«^  Id.,  at  15162  and  15165. 

^"^  Id.,  at  15053-4  and  15181-2  ;  see  also  Moody's  Manual  of  Investment,  Banks,  etc..  193T, 
p.  1743. 

2"  Op.  cit.  supra,  note  262,  at  15184. 
^'"Id.,  at  15181-2. 

Q.  So  the  situation  was  that  here  you  were,  the  largest  single  stockholder  in  that 
corporation,  exclusive  of  the  "A"  stock,  absolutely  impotent  to  do  anything  under  the- 
circumstances. 

A.   I  couldn't  even  find  out  what  was  going  on  in  the  corporation. 

Q.  You  spoke  to  Mr.  Warriner? 

A.  Yes,  sir.     And  I  spoke  to  other  directors  as  well. 

«»Id..  at  15181-2. 
"«Id.,  at  15180. 
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Mr.  Warriner,  according  to  Mr.  Devenclorf s  testimony,  stated  that 
there  would  be  no  retirement  nor  repurchase  and  that  the  preferred 
stockholders  need  not  fear  any  reorganization  which  would  cut  off 
accumulations  of  dividends  on  the  preferred  stock."^ 

Very  shortly  after  the  categorical  refusal  of  Mr.  Warriner  to  have 
the  company  expend  its  funds  for  the  repurchase  of  its  stock  of  Mr. 
Devendorf ,  Mr.  Warriner  aided  Wallace  Groves  in  acquiring  the  pre- 
ferred stock  held  by  Mr.  Devendorf  and  other  preferred  stockholders 
at  a  price  of  $87.50  and  then  had  the  company  repurchase  this  stock 
from  Mr.  Groves  at  $102  per  share. 

In  November  1936  Mr.  Warriner  introduced  Mr.  Devendorf  to 
Wallace  Groves  as  "an  unhappy  stockholder"  desirous  of  selling  his 
preferred  stock.^"  In  December  1936  Mr.  Groves,  after  some  negotia- 
tion, agreed  to  purchase  through  his  personally  owned  holding  com- 
pany, Nassau  Securities  Company,  Ltd.,  organized  under  the  laws 
of  the  Bahamas,  no  less  than  17,500  shares  of  the  preferred  stock  of 
General  Investment  Corporation  at  $87.50  per  share.^^^  The  terms  of 
Mr.  Groves'  offer  required  that  the  shares  to  be  purchased,  a  minimum 
of  17,500,  be  deposited  by  January  21,  1937,  at  The  Royal  Bank  of 
Canada  in  Montreal,  payment  to  be  made  to  the  depositing  stockholder 
on  January  25,  1937,  at  this  bank. 

On  January  8,  1937,  Mr.  Devendorf  sent  the  copy  of  Mr.  Groves' 
offer  to  all  of  the  stockholders  of  the  General  Investment  Corpora- 
tion,"* the  names  and  addresses  of  which  he  procured  from  Mr.  War- 
riner."^ Although  fully  aware  that  Mr.  Groves  Avas  engaged  in 
gathering  in  preferred  stock  from  other  stockholders  at  $87.50  per 
share,  Mr.  Warriner  gave  no  indication  of  any  intention  that,  or  any 
possibility  that,  the  company  might  repurchase  or  retire  any  of  its 
preferred  stock  to  the  preferred  stockholders  whom  Mr.  Groves  so- 
licited, nor  did  he  advise  them  that  the  actual  liquidating  value  of  their 
stock  was  $150  per  share  as  compared  with  the  price  of  $87.50  offered 
by  Mr.  Groves."''  Yet  at  the  very  time  that  Mr.  Groves  was  gather- 
ing in  the  preferred  stock  Mr.  Warriner  was  engaged  in  arranging  the 
prospective  repurchase  by  the  company  from  Mr.  Groves  at  a  price 
of  $102  per  share  and,  moreover,  was  apparently  maneuvering  the 
details  in  such  manner  that  Mr.  Groves  should  have  the  General  In- 
vestment Corporation's  money  before  the  date  set  for  the  payment  by 
Mr.  Groves  for  the  preferred  stock  which  he  was  buying  and  reselling 
to  the  investment  company. 

Between  January  18  and  January  22,  1937,  Mr.  Warriner  separately 
requested  each  of  the  members  of  the  board  of  directors  of  General 
Investment  Corporation  to  approve  a  proposed  purchase  by  the  com- 
pany of  its  preferred  stock  from  Wallace  Groves  at  $102  a  share. 
Mr.  Warriner  stated  to  the  members  of  the  directorate  that  he  was 
impelled  to  buy  such  stock  from  Wallace  Groves  because,  as  Harlan 
J.  Wright,  one  of  the  directors  testified,  "it  would  be  embarrassing, 
and,  as  he  (Warriner)  felt,  he  could  not  afford  to  have  Mr.  Groves 

2^  Id.,  at  15180-1. 

==™  Public  Examination,  American  General  Corporation,  at  20224. 

273  Id.,  at  20293,  and  Commission's  Exhibit  No.  1569. 

="7^  Op.  cit.  supra,  note  262,  Commission's  Exhibit  No.  1569. 

2'^  Id.,  at  15175-6. 

='"  Op.  cit.  supra,  note  272,  at  20655. 
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an  owner  of  a  large  share  of  that  stock."  '"  The  directors  of  General 
Investment  Corporation  approved,  on  January  22,  1937,  the  purchase 
by  General  Investment  Corporation  from  Nassau  Securities  Com- 
pany, Ltd.,  of  an  amount  not  exceeding  27,000  shares  of  the  preferred 
stock' of  General  Investment  Corporation  at  $102  per  share."^ 

On  January  23,  1937,  two  days  after  the  preferred  stock  was  to 
have  been  deposited  at  The  Eoyal  Bank  of  Canada,  pursuant  to  the 
offer  of  AVallace  Groves,  and  two  days  prior  to  the  date  on  which 
Wallace  Groves  was  i-equired  to  pay  for  the  preferred  stock  so  de- 
posited, Mr.  Warriner  went  to  Montreal  and  consummated  a  contract 
wnth  the  Nassau  Securities  Company,  Ltd.,  the  personal  company  of 
Wallace  Groves,  w^hereby  General  Investment  Corporation  undertook 
to  purchase,  on  January  23,  1937,  24,591  shares  of  the  preferred  stock 
of  General  Investment  Corporation  at  $102  a  share,-^^  which  was  the 
amount  of  such  preferred  stock  actually  deposited  with  The  Royal 
Bank  of  Canada  on  January  21,  1937,  pursuant  to  the  offer  of  Nassau 
Securities  Company,  Ltd.,  to  purchase  such  stock  at  $87.50  per  share. 
On  January  23,  1937,  General  Investment  Corporation  paid  $102  per 
share  for  20,731  of  these  shares,-®°  and  on  January  25,  1937,  Wallace 
Groves,  with  a  portion  of  the  funds  so  derived  by  him,  in  turn  paid 
$87.50  per  share  for  these  shares.-*^  As  a  result.  Wallace  Groves  made 
a  net  profit  of  $300,000  on  the  20,731  shares  which  General  Investment 
Corporation  had  purchased  on  January  23,  1937,  at  $102  per  share, 
and  for  which  Wallace  Groves  himself  thereafter  made  payment  on 
January  25  at  $87.50  per  share.-^^ 

Through  the  possession  of  the  voting  power  of  the  Class  A  common 
stock,  disproportionate  to  the  contribution  of  that  class  of  common 
stock  to  the  capital  of  the  company,  Mr.  Warriner  was  in  a  position  to 
refuse  to  repurchase  preferred  stock  at  a  lower  price  wdien  held  by  an 
"outsider"  and  consummate  a  repurchase  of  the  same  stock  at  a  higher 
price  when  held  by  an  "insider,"  was  able  to  facilitate  the  retirement 
of  preferred  stockholders  at  a  great  loss  in  asset  value  to  the  latter,, 
and  succeeded  in  diverting  the  major  part  of  the  profit,  which  the 
company  might  have  made  through  the  repurchase  at  a  discount,  from 
the  company  to  a  privately  affiliated  individual;  and  the  entire  trans- 
action was  accomplished  through  the  use  of  the  company's  funds. 

4.  IMPAIRMENT  OF  PREFERRED  STOCKHOLDERS'  POSI- 
TION THROUGH  THE  CONTRACTING  OF  BANK  INDEBT- 
EDNESS WHICH  CONSTITUTES  A  PRIOR  LIEN  ON  THE 
ASSETS  OF  THE  COMPANY 

Many  issues  of  preferred  stock  of  investment  companies  have  un- 
doubtedly been  distributed  on  the  strength  of  the  fact  that  they  con- 
stituted at  the  time  of  issuance  a  senior  claim  on  the  assets  of  the 
company;  i.  e.,  that  there  were  no  bonds  or  other  indebtedness  out- 

2"  Id.,  at  20624-7. 

=^  Op.  cit.  supra,  note  262,  at  15203,  and  Commission's  Exhibit  No.  1571. 

2'3  Id.,  Commission's  Exhibit  No.  1571. 

'^  Id.,  Commission's  Exhibit  No.  1575. 

281  Id.,  at  15188-9,  15208  ;  op.  eit.  supra,  note  272,  at  20C25-6. 

='82  Op.  cit.  supra,  note  272,  at  20525. 
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standing  ha^ang  a  claim  to  the  assets  superior  to  the  preferred  stocks. 
The  safety  of  issues  of  preferred  stock  which  are  not  protected  by 
provisions  that  no  bonds  or  additional  preferred  stock  having  a  prior 
or  coordinate  claim  may  be  issued  without  the  consent  of  the  existing 
preferred  stockholder  is  almost  completely  in  the  control  of  a  common 
stock  management.  The  insecurity  of  a  preferred  stock  issue  of  an 
investment  company  not  so  protected  will  be  discussed  hereinafter. 
But  even  if  a  common  stock  management  is  restrained  from  subordi- 
nating a  preferred  stock  issue  to  subsequent  issues  of  stock,  it  may  yet 
be  in  a  position  to  effect  a  subordination  of  the  preferred  stock  to 
general  or  secured  creditors  and  thus  deprive  the  preferred  stock  of 
first  access  to  the  assets  of  the  company."^^  This  situation  the  common 
stock  control  may  accomplish  by  the  expansion  of  current  liabilities — 
possibly  to  facilitate  the  effectuation  of  plans  that  are  intended  to 
"benefit  the  control  group  or  are  aimed  at  rescuing  the  management 
from  crises  brought  on  by  its  own  mismanagement. 

One  of  the  most  common  forms  of  the  imposition  of  creditor  risks 
xipon  the  preferred  stock  is  the  practice  of  bank  borrowing  on  the  part 
of  the  investment  company,  entailing,  as  it  frequently  does,  the 
hypothecation  by  the  company  of  its  soundest  and  most  readily  mar- 
ketable securities.  The  right  to  priority  in  the  distribution  of  the 
.assets  of  the  company  originally  granted  the  preferred  stock  has  thus 
been  encumbered  by  the  claims  of  a  creditor,  and  the  principal  assets 
of  the  company  have  been  contingently  alienated  from  the  preferred 
stockholder. 

a.  The  Equity  Corporation  Bank  Loans 

The  power  of  the  common  stock  control  to  interpose  the  supervening 
claim  of  a  creditor  between  the  assets  of  the  company  and  the  pre- 
ferred stockholders  of  the  company  to  whom  the  assets  at  the  time 
equitably  belong  is  illustrated  by  the  manner  in  which  The  Equity 
-Corporation  hypothecated  its  entire  portfolio,^^*  including  the  stock 
to  be  purchased  with  the  proceeds  of  the  loans,  to  secure  loans  from  a 

J83  "The  strength  of  the  preferred  stockholder's  original  claim  on  the  assets  of  a  corpora- 
tion is  not  in  the  least  safeguarded  in  a  great  number  of  cases.  The  directors  have  antbority 
to  issue  notes  and  create  a  large  floating  debt  taking  precedence  over  the  preferred  shares. 
The  notes  may  bring  the  company  to  a  receivership,  but  the  preferred  stockholders  cannot 
intervene.  In  the  final  reorganization  they  find  themselves  passive  spectators  to  the  disin- 
tegration of  their  property  and  the  dissipation  of  assets  in  which  they  originally  had  either 
a  first  lien  or  a  valuable  equity.  But  the  harm  to  the  preferred  stockholders  may  not  ba,  as 
overwhelming  as  that  resulting  from  a  forced  reorganization,  and  yet  represent  a  very 
serious,  although  perhaps  unnoted,  emasculation  of  the  original  value  of  their  shares.  Many 
preferred  stocks  are  sold  with  the  understanding  that  no  bonds  nor  notes  exist  ahead  of 
them.  The  bond  salesman  may  even  stress  this  point  in  an  effort  to  make  the  preferred 
shares  appear  as  secure  as  bonds  to  the  cautious  investor.  It  is  probably  true  at  the  time 
of  issue  that  the  preferred  stock,  subject  only  to  a  small  current  debt,  has  the  first  claim  to 
the  property,  but  as  soon  as  the  corporation  encounters  the  slightest  difficulty,  or  a  sudden 
<demand  for  new  money,  or  feels  the  insidious  influence  of  a  management  which  cnnnot 
measure  size  by  strength,  it  turns  to  the  issue  of  bonds  or  notes  as  the  easiest  method  of 
getting  money.  During  the  depression  years  of  1920  and  1921,  and  of  1932  and  1933,  many 
corporations  whose  credit  was  very  high,  because  they  had  been  financed  only  by  the  sale 
of  preferred  shares,  turned  to  the  issue  of  notes  on  a  7,  8,  or  even  9%  basis.  In  other 
•words,  the  preferred  shareholders,  whose  liberal  purchase  of  stock  had  made  the  credit  of 
the  corporation  secure,  were  sacrificed  at  the  first  emergency.  And  the  possible  increase  of 
«arnings  due  to  the  war  expansion  would  not,  in  any  way,  benefit  the  preferred  shareholders 
whose  credit  position  had  been  ruthlessly  sacrificed."  Dewing,  A.  S.,  Corporate  Securities 
(1934),  pp.  185-6. 

a»»  Public  Examination,  The  Equity  Corporation,  Commission's  Exhibit  No.  788, 
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bank  in  order  to  acquire  Reliance  International  Corporation,  another 
investment  company. 

The  Equity  Corporation,  in  connection  with  its  acquisition  of  con- 
trol of  Reliance  International  Corporation,  purchased  from  Atlas 
Corporation,  on  December  7, 1934,  275,194  shares  of  Class  A  and  38,288 
shares  of  the  preferred  stock  of  Reliance  International  Corporation 
for  $1,912,922  in  cash,  and  borrowed  the  sum  of  $2,280,000  for  this 
purpose.-®^ 

The  Equity  Corporation,  when  it  made  these  loans,  was  not  in  a 
liquid  position,  for  it  had  but  $10,731.94  in  cash  on  hand  and  only 
$54,780  in  securities  other  than  that  of  controlled  and  associated  in- 
vestment companies. -^^  Its  assets  consisted  practically  exclusively  of 
the  large  blocks  of  stock  of  such  controlled  and  associated  companies.^^" 
Of  The  Equity  Corporation's  total  assets,  stated  at  $8,862,012.98  in  the 
balance  sheet  for  December  31,  1934,  $8,827,822.61  was  described  as 
the  "carrying  value"  of  its  securities.^®^ 

In  order  to  raise  the  loans  of  $2,280,000,  The  Equity  Corporation,  out 
of  total  assets  evaluated  at  $8,862,012.98,  pledgecl  securities  carried  on 
its  balance  sheet  at  a  value  of  $8,673,449.13.-*''  The  Equity  Corpora- 
tion thus  mortgaged  practically  all  of  its  property,  including  its  inter- 
est in  the  controlled  and  associated  companies.  It  should  be  noted  that 
in  pledging  practically  all  of  its  gross  assets  the  corporation  had 
hypothecated  an  amount  in  excess  of  its  net  assets,  which  totaled  only 
$6,525,781.80  at  this  time.-'«« 

Mr.  Milton  testified  how  completely  The  Equity  Corporation  placed 
itself  in  the  control  of  the  bank.-^^ 

Q.  *  *  *  so  tbat  you  hypothecated  the  entire  The  Equity  Corporation  and 
its  interests  in  all  its  subsidiaries  to  raise  approximately  two  and  one-quarter 
million  dollars,  so  that  you  could  buy  this  investment  trust  from  the  Atlas 
interests,  isn't  that  so? 

f  *  '*  *  *  iti  ^t 

A.  Yes,  substantially  so,  but  I  wish  to  point  out  that  the  loan  was  amply 
covered  by  this  collateral,  and  it  would  have  made  very  little  difference  whether 
we  collateralized  the  loan  in  a  smaller  amount,  because  The  Equity  Corporation, 
of  course,  would  have  been  liable  to  the  full  extent  of  the  loan  in  anv  event. 


^'-U.,  at  8463-4. 

^^  Id.,  Commission's  Exhibit  No.  772  J  8.  These  figures  are  taken  from  the  balance  sheet 
of  The  Equity  Corporation  for  December  31,  1934  ;  the  last  of  the  3  loans  aggregating 
$2,280,000  was  made  on  December  27,  1934  (id.,  Commission's  Exhibit  No.  788).  There  is 
no  evidence  of  any  substantial  change  in  the  balance  sheet  items  or  in  the  net  asset  position 
of  the  company  between  Decemher  27,  1934,  and  December  31,  1934,  the  date  of  the 
statement. 

^  Id.,  Commission's  Exhibit  No.  788. 

^  Id.,  Commission's  Exhibits  Nos.  772  J  8  and  788.  The  investments  in  securities  of 
controlled  companies  were  carried  at  net  asset  value  applicable  thereto  on  the  basis  of  tak- 
ing securities  owned  by  each  company  at  current  quoted  market  prices  or  fair  value  in  the 
opinion  of  the  officers.  The  investments  in  associated  companies  were  carried  at  a  cost 
figure  which,  in  the  aggregate,  in  the  opinion  of  the  officers  of  the  company,  was  not  in 
excess  of  fair  value  (id.,  Commission's  Exhibit  No.  772  J  8).  Since  the  market  value  of  tlie 
securities  of  the  affiliated  investment  companies  was  at  this  time  considerably  loyfei  than 
the  net  asset  value  of  the  securities,  the  "carrying  value"  used  in  the  balance  sheet  was 
approximately  three  and  one-half  million  dollars  above  the  current  market  value  (id..  Com- 
mission's Exhibit  No.  788). 

^Id.,   Commission's  Exhibit  No.   788. 

^^  Id.,  Commission's  Exhibit  No.  772  J  B  ;  total  assets  were  $8,862,012.98  and  liabilities 
were  $2,336,231.18. 

»^Id.,  at  8465-6. 
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Q.  You  didn't  give  the  bank  anything  they  were  not  asking  for,  Mr.  Milton, 
were  you? 

A.  We  told  them  that  we  would  give  them  anything  that  they  would  like  to  have. 

Q.  And  they  asked  for  the  whole  The  Equity  Corporation,  subsidiaries  and  all, 
wasn't  that  so? 

A.  I  don't  remember  whether  they  asked  for  it,  but  we  put  it  up,  and  they  got  it. 

At  this  time  The  Equity  Corporation  had  outstanding  111,262  shares 
of  preferred  stock  ^^^  entitled  to  $50  per  share  on  liquidation  and  to 
accumulations  of  unpaid  dividends  amounting  to  $328,566.25,^''^  thus 
having  claims  on  liquidation  totaling  $5,891,666.25.  The  preferred 
stock  was  almost  entirely  in  the  hands  of  the  public,  while  a  substantial 
block  of  the  common  stock  was  owned  indirectly  by  David  M.  Milton 
and  his  associates."''*  Since  the  net  worth  of  the  company  was  not 
more  than  approximately  $6,500,000,  the  "common-stock  control"  was 
hypothecating  property  of  the  company  in  which  the  common  stock 
had  only  a  slight  equity  and  which  in  effect  belonged  to  the  preferred 
stockholders.^^^  This  transaction  illustrates  how  the  "common-stock 
control"  can  diminish  the  assurance  which  the  preferred  stockholder  is 
presumed  to  receive  when  he  invests  in  the  company.  In  this  case  a 
company  having  barely  enough  assets  to  satisfy  the  claims  of  the 
preferred  stock  mortgaged  all  of  its  assets  to  obtain  a  loan,  the  proceeds 
of  which  were  employed  in  the  purchase  of  stock  of  another  investment 
company,  the  stock  so  purchased  being  included  in  the  securities 
hypothecated  for  the  loan.  As  a  result,  practically  the  entire  prop- 
erty of  the  company  was  placed  in  the  hands  of  the  bank,  the  recovery 
thereof  being  rendered  contingent  upon  repayment  of  the  loan.  There 
were  no  visible  assets  left  in  the  company  from  which  repayment  could 
reasonably  be  expected  to  be  made.  If  in  some  contingency  the  bank 
had  been  permitted  to  foreclose  on  the  collateral,  dire  consequences 
might  have  been  sustained  by  the  preferred  stockholders  of  The 
Equity  Corporation.  It  should  be  recalled  that  the  net  assets  of  the 
company  could  be  viewed  as  sufficient  to  cover  the  claims  of  the  pre- 
ferred stock  only  if  the  securities  of  the  company  were  accepted  at 
"carrying  value."  At  current  market  prices  the  value  of  the  securities 
owned  by  the  company  aggregated  approximately  $3,500,000  less  than 
the  "carrying  value."  ^^^    In  the  event  of  a  forced  liquidation  of  the 

2«2Id.,  Commission's  Exhibit  No.  772   (p.  10). 

'^^  Ibid.     Arrears  on  the  outstanding  111,262  shares  of  preferred  stocli  were  : 

?5.25  on  14,628  shares $77,797.00 

$4.50  on  21,845  shares 98,  292.  50 

$3.75  on  2,886  shares 8,  822.  50 

$3.00   on    36,472   shares 109,416.00 

$1.50    on    12,860    shares 19,290.00 

$0.75  on  19,931  shares 14,948.25 


328,  566.  25 
*>*  Op.  cit.  supra,  note  284,  at  7849-50,  11983-91,  and  Commission's  Exhibits  Nos.   766, 

831,  and  1173. 

29B  According  to  the  December  31,  1934  statement  the  preferred  stoclf  had  a  coverage  of 

$58.38,  while  the  asset  value  of  the  common  stock  was  about  $0.14.     This,  of  course,  is  on 

the  basis  of  the  "carrying  value"  in  the  market  value  of  the  securities  owned  by  the  company. 

(Id.,  Commissi'- n's  Exhibit  No.  772  [p.  4],) 
^"  Id.,  Commission's  Exhibit  No.  788  : 

Approximate  market  value  of  shares  pledged $5, 108,  626.  35 

Carrying  value  of  shares  pledged 8,  673,  449. 13 

Approximate  market  value  of  free  shares 117,503.74 

Carrying  value  of  free  shares 154,373.48 

Carrying  value   of  shares   owned 8,827,822.61 

Approximate  market  value  of  shares  owned 5,226,129,99 
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hypothecated  securities  by  the  bank,  the  "carrying  value"  of  the 
securities  might  not  have  been  realized. 

The  common  stock,  on  the  other  hand,  having  practically  no  asset 
value  prior  to  this  transaction,  had  little  to  lose.  The  raising  of  the 
loan  secured  the  common  stock  management  new  funds  with  which  to 
embark  upon  the  acquisition  of  another  investment  company  which, 
if  successful,  would,  through  the  payment  of  a  consideration  less  than 
the  value  of  the  assets  of  the  acquired  company,  increase  the  asset  value 
and  enhance  the  "leverage"  in  the  common  stock  of  The  Equity  Cor- 
poration. 

As  a  matter  of  fact,  The  Equity  Corporation  expected  to  and  ulti- 
mately did  pay  off  the  loans  from  the  assets  of  subsidiaries  with  which 
it  intended  to  merge.     Mr.  Milton  testified :  ^^^ 

Q.  Now,  you  had  this  $3,300,000  '^'  in  loans  by  The  Equity  Corporation,  that  Is 
the  top  company,  and  then  on  March  25,  1935,  when  you  merged  the  Chain  & 
General,  and  Interstate  Equities  Corporation,  into  The  Equity  Corporation,  you 
came  into  some  cash,  did  you  not? 

A.  The  merged  company  naturally  was  in  a  liquid  position.  Generally,  as  a 
result  of  a  merger,  there  was  cash,  that  is  right. 

Q.  And  then  you  used  $2,000,000  of  that  cash  to  pay  ofC  part  of  the  $3,300,000 
on  the  loan,  isn't  that  so? 

A.  Out  of  the  liquid  position,  the  loan  was  paid  off,  is  that  right?  The  liquid 
position  of  the  merged  corporation  was  used  to  pay  off  the  loan. 

Q.  That  is  $2,000,000  of  it. 

A.  That  is  right. 

On  September  6,  1935  Eeliance  International  Corporation  itself  and 
American,  British  &  Continental  Corporation,  another  subsidiary,  were 
merged  with  The  Equity  Corporation.  Cash  assets  of  these  two  cor- 
porations were  turned  over  to  the  bank  in  final  liquidation  of  the 
loan.299 

Had  these  highly  speculative  anticipated  mergers  failed,  the  conse- 
quence to  the  preferred  stockholders  of  The  Equity  Corporation  can 
readily  be  visualized. 

6.  SUBOEDINATION  OF  PKEFEKRED  STOCK  BY  ASSUMP- 
TION OF  A  BOND  ISSUE  OF  A  SUBSIDIAKY 

a.  Tri-Continental  Corporation 

As  has  been  noted  above  in  the  account  of  its  repurchase  activities,"°° 
the  new  Tri-Continental  Corporation  was  the  result  of  a  consolidation 
in  December  1929  of  the  old  Tri-Continental  Corporation  and  Tri- 
Continental  Allied  Company,  Inc.  The  new  company  commenced 
business  on  January  1, 1930,  Vv^ith  net  assets  of  $75,302,000  and  a  capital 
stock  consisting  of  433,650  shares  of  preferred  stock  and  2,020,150 
shares  of  common  stock.^°^        The  new  company,  as  well  as  the  two 

2»'Id.,  at  8499-8500. 

»8-rhe  indebtedness  of  $2,280,000  was  subsequently  increased  to  $3,300,000  (id.,  at  8498), 
*9  Id.,  at  8501-2. 

•™"  See  Ch.  Ill  of  this  part  of  the  report,  pp.  966  et  seq.,  and  pp.  1009  et  seq. 
«<>i  Public  Examination,  Tri-Continental  Corporation,  at  18551,  and  Commission's  Exhibit 
No.  2081,  III-A. 
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consolidated  companies,  had  from  the  beginning  been  sponsored  by 
J.  &  W.  Seligman  &  Co.,  a  firm  of  investment  bankers,  brokers,  and 
miderwriters.^'^^ 

In  a  letter  to  the  preferred  stockholders,  dated  December  11,  1929,  in 
which  the  plan  of  consolidation  was  outlined  and  approved  by  the 
board  of  directors,  the  capital  structure  of  the  consolidated  company 
was  represented  as  providing  for  "a  single  issue  of  preferred  stock,  a 
single  issue  of  detached  warrants,  and  a  single  issue  of  common 
stock."  ^°^  In  the  outline  of  the  plan  of  consolidation,  which  was 
transmitted  with  that  letter  under  the  title  of  "New  Securities" 
describing  the  preferred  stock,  this  statement  appeared:  "The  con- 
solidation agreement  will  contain  certain  restrictions,  similar  to  those 
contained  in  the  certificates  of  incorporation  of  the  constituent 
corporations,  upon  the  creation  and  issue  of  preferred  stock  rank- 
ing prior  to  or  on  an  equality  with  this  preferred  stock  and  upon 
the  creation  of  funded  debt."  "°*  In  Schedule  C  which  contained 
extracts  from  the  agreement  of  consolidation,  these  "certain  restric- 
tions" pertinent  to  the  creation  and  issue  of  preferred  stock  and  the 
creation  of  funded  debt  were  embodied  in  Article  Eighth,  subdivision 
6,  as  follows :  ^^^ 

6.  The  Corporation  shall  not,  without  the  affirmative  vote  of  at  least  two-thirds 
in  amount  of  such  of  the  preferred  stock  as  may  be  present  in  person  or  by- 
proxy  and  voting  at  a  meeting  of  the  preferred  stockholders  called  for  the  purpose 
or  the  written  consent  of  the  holders  of  at  least  two-thirds  in  amount  of  the 
prefered  stock  at  the  time  outstanding,  so  long  as  any  prefered  stock  shall  be 
outstanding. 

(a)  create  any  shares  of  stock  having  preference  or  priority  over  the  preferred 
stock ; 

(b)  issue  any  shares  of  stock  on  a  parity  with  the  preferred  stock,  or  reissue, 
sell  or  in  any  manner  dispose  of  any  of  the  preferred  stock  which  may  have  been 
redeemed  or  purchased  for  retirement,  unless  immediately  after  the  issue, 
reissue,  sale  or  disposition  thereof,  the  net  assets  of  the  Corporation  as  deter- 
mined by  the  board  of  directors  (whose  determination  in  the  absence  of  fraud 
shall  be  conclusive)  shall  be  equal  to  at  least  two  hundred  percent  (200%)  of 
the  aggregate  par  value  of  all  the  shares  of  the  preferred  stock,  and  of  all  the 
shares  of  such  stock  on  a  parity  with  the  preferred  stock,  then  outstanding; 

(c)  issue,  assume,  or  guarantee  any  bonds,  notes,  or  other  evidences  of  indebted- 
ness, whether  secured  or  unsecured,  maturing  more  than  one  year  from  the  issue^ 
assumption  or  guaranty  thereof,  if  immediately  after  the  date  of  the  issue, 
assumption  or  guaranty  thereof,  the  aggregate  principal  amount  of  all  bonds, 
notes,  or  other  evidences  of  indebtedness  issued,  assumed,  or  guaranteed  by  the 
Corporation  and  maturing  more  than  one  year  from  such  date  shall  exceed  one 
hundred  and  fifty  percent  (150%)  of  the  capital  and  surplus  of  the  Corporation; 

(d)  amend  this  agreement  of  consolidation  so  as  to  change  or  alter  the  pro- 
visions of  this  Article  Eight  relating  to  the  preferences,  voting  powers,  restric- 
tions, and  qualifications  of  the  preferred  stock. 


""-  Reply   to   the   Commission's   questionnaire   for   Tri-Continental   Corporation,    Pt.    VIII 
(Item  77). 

^'^  Op.  cit.  supra,  note  301,  Commission's  Exhibit  No.  2081,  III-A. 
so*  Ibid. 
3»-^  Ibid. 
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Every  prospectus  issued  by  the  investment  company  from  Septem- 
ber 1930  through  July  1931  prominently  stated  that  "the  Corporation 
has  no  bank  debt  and  no  funded  debt."  ^°^  This  fact  was  emphasized 
even  though  the  asset  value  of  the  preferred  stock  during  the  period 
of  the  announcement  was  well  above  par.  Despite  the  significance  that 
the  management  attached  to  the  absence  of  funded  debt,  it  proceeded 
thereafter  to  impose  a  funded  debt  upon  the  investment  company, 
without  the  prior  knowledge,  consent,  or  approval  of  the  preferred 
stockholders,  and  at  a  time  when  the  preferred  stock  was  "under 
water,"  by  having  the  investment  company  assume  a  debenture  issue 
of  Investors  Equity  Co.,  Inc.,  another  investment  company  of  which 
Tri-Continental  Corporation  was  acquiring  control.  At  the  time  of 
making  his  investment  in  the  preferred  stock,  the  investor  may  have 
relied  upon  the  capital  structure  then  existing  and  the  information 
furnished  to  him  by  tlie  prospectus.  Earle  Bailie,  partner  in  J.  &  W. 
Seligman  &  Co.  and  chairman  of  the  board  of  directors  of  Tri-Conti- 
nental Corporation,  readily  conceded  that  these  constitute  the  primary 
reliance  of  the  investors.^°'^ 

Below  are  given  the  asset  values  of  the  preferred  stock  as  set  forth 
in  the  annual  and  quarterly  reports  of  Tri-Continental  Corporation, 
ending  with  the  report  after  the  acquisition  of  the  assets  of  Investors 
Equity  Co.,  Inc.,  whereby  Tri-Continental  Corporation  for  the  first 
time  imposed  a  debenture  upon  its  assets  by  assumption  of  the  out- 
standing debentures  of  the  acquired  company.^*'^ 

Date :  Asset  value  of  preferred  stoc7& 

December  31,  1930 $150.72 

March  31,  1931 160.  03 

June  30,  1931 143.  95 

September  80,  1931 119.42 

December  31,  1931 100.  94 

March  31,  1932 97.58 

June  30,  1932 69.  24 

On  March  31,  1932,  the  preferred  stock  was  "under  water"  for  the 
first  time.  While  this  condition  existed  Tri-Continental  Corporation 
acquired  $5,565,000  of  the  assets  of  Investors  Equity  Co.,  Inc.,  of 
which  over  $5,000,000  represented  liquid  assets  chiefly  in  the  form  of 
cash,  United  States  Government  bonds,  and  short-term  securities.^"® 

'"o  Reply  to  the  Commission's  questionnaire  for  Tri-Continental  Corporation,  Pt.  I. 

Exhibit  I-9-H,  Prospectus,  dated  September  16,  1930.  The  asset  value  of  the  outstanding 
preferred  stock  was  $179  per  share  as  of  September  10,  1930. 

Exhibit  I-9-I,  Prospectus,  dated  November  3,  1930.  The  asset  value  of  the  outstanding 
preferred  stock  was,  $166.82  per  share  as  of  September  30,  1930. 

Exhibit  I-9-.J,  Prospectus,  dated  May  18,  1931.  The  asset  value  of  preferred  as  of  March 
31,  1931,  was  $160.03.  This  prospectus  revealed  that  the  assets  of  Wedgwood  Investing 
Corporation  were  acquired  by  an  exchange  of  stock,  which  will  be  discussed  later. 

Exhibit  I-9-K,  Prospectus,  dated  July  1931.  The  asset  value  of  the  preferred  stock  was 
$143.95  per  share  as  of  June  30,  1931. 

3"'  Public  Examination,  Tri-Coiitinental  Corporation,  at  18687. 

s^'Op.  cit.  supra,  note  302.  Exhibits  I-8-D,  I-8-E,  I-8~F,  I-8-H,  I-8-J,  I-8-L,  anS 
I-8-M. 

309  Derived  from  supplementary  information  supplied  the  Commission  for  Tri-Continental 
Corporation   (Item  8)  and  Public  Examination,  Tri-Continental  Corporation,  at  18579 
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Investors  Equity  Co,  Inc.  was  an  investment  company  organized 
in  Delaware.  On  April  20,  1932,  its  board  of  directors  agreed  to  the 
sale  of  the  assets  to  Tri-Continental  Corporation.  On  May  18,  1932, 
the  stockholders  of  Investors  Equity  Co.,  Inc.,  at  a  special  meeting 
called  for  that  purpose,  approved  the  sale  and  voted  to  dissolve  the 
investment  company.  A  bill  of  sale  was  signed  on  the  same  day.  To 
acquire  the  assets  of  Investors  Equity  Co.,  Inc.,  Tri-Continental  Cor- 
poration assumed  $2,835,300,  Series  A,  5%  Debentures  due  June  1, 
1947,  and  $2,293,600,  Series  B,  5%  Debentures  due  April  1, 1948,  with 
warrants,  totaling  $5,128,900.  These  debentures  were  redeemable  at 
the  option  of  the  investment  company  on  30  days'  notice  at  par  and 
had  a  touch-off  clause,  whereby  if  the  net  assets  of  the  company  were 
reduced  to  less  than  110%  of  the  funded  debt,  all  of  the  outstanding 
debentures  were  to  be  redeemed  at  the  next  semiannual  interest  date. 
In  addition  to  assuming  the  debentures,  Tri-Continental  Corporation 
delivered  in  the  exchange  290,469  of  its  shares  of  common  stock  and 
option  warrants  to  purchase  59,310  of  its  shares  of  common  stock  at 
$24  up  to  March  1,  1939,  and  3,164  warrants  exercisable  at  $45  per 
share  up  to  April  1, 1948.-" 

Mr.  Bailie  testified  that  "one  of  the  reasons  why  the  owners  were 
anxious  to  dispose  of  their  situation  was  that  it  was  127%  at  the  time 
when  we  took  over."  ^^^  Subsequently,  there  was  a  further  decrease  in 
the  net  assets  and  on  April  12, 1932,  the  net  assets  of  Investors  Equity 
Co.,  Inc.  were  125.6%  of  the  outstanding  debentures.^^^ 

This  acquisition  was  advantageous  to  the  holders  of  the  debentures 
because  the  coverage  was  increased  from  127%  to  612%.  The  effect 
upon  Tri-Continental  Corporation  was  to  spread  the  overhead  ex- 
penses over  approximately  20%  more  assets  and  to  reduce  slightly  the 
deficit  in  the  equity  of  the  common  stock.  But,  as  the  table  of  the 
asset  value  of  preferred  stock  disclosed,  on  March  31,  1932,  the  net 
asset  value  of  the  preferred  stock  was  $97.58  per  share  or  "under 
water"  to  the  extent  of  $2.42  prior  to  the  assumption  of  the  deben- 
tures.^^^  A  claim  upon  the  assets  having  precedence  to  that  of  the 
preferred  stock  of  Tri-Continental  Corporation  was  created  by  the 
assumption  of  these  debentures.  The  acquisition  of  these  assets  by 
Tri-Continental  Corporation  and  the  assumption  of  debentures  aggre- 
gating $5,128,900  were  made  by  its  board  of  directors  without  seek- 
ing the  approval  or  consent  of  the  stockholders. 

It  should  be  noted  that  the  Agreement  of  Consolidation  in  1929  of 
Tri-Continental  Corporation  and  Tri-Continental  Allied  Company, 
Inc.  contained  a  limitation  upon  the  power  of  the  management  of 
the  consolidated  company  to  issue,  assume,  or  guarantee  bonds  with- 
out the  consent  of  the  preferred  stock,  but  the  limitation  as  specified 
was  not  very  restrictive  nor  onerous.  Under  it  the  management  was 
permitted,  without  seeking  the  assent  of  the  preferred  stockholders, 
to  "issue,  assume,  or  guarantee  bonds,  notes,  or  other  evidences  of 
indebtedness"  up  to  the  point  where  the  aggregate  principal  amount 

«"  Derived  from  supplementary  information  supplied  the  Commission  fof  Tri-Continental 
Corporation    (Item  8). 

s^i  Public  Examination,  Tri-Continental  Corporation,  at  18578. 

312  Op.  cit.  supra,  note  302. 

3"  Op.  cit.  supra,  note  302,  Pt.  I,  Exhibit  I-8-L.  Within  six  weeks  after  the  assumption 
of  the  bond  issue  the  quarterly  report  disclosed  that  the  asset  value  of  the  preferred  S|toclc 
was  $69.24  per  share  or  $30.76  "under  water"  (id.,  Pt.  I,  Exhibit  I-8-M). 
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of  such  indebtedness  equaled  160%  of  the  capital  stock  and  surplus 
of  the  Corporation.si-i  The  assumption  of  the  $5,000,000  bond  issue 
was  within  the  power  to  superimpose  bonded  indebtedness,  without 
the  consent  of  the  preferred  stock,  granted  in  the  Agreement  of 
Consolidation. 

As  a  result  of  the  assumption  of  the  bond  issue,  the  preferred  stock, 
already  "under  water,"  was  subordinated  in  priority  to  the  claim  of 
the  debenture  holders  upon  the  assets  of  Tri-Continental  Corporation, 
which  were  increased,  of  course,  by  the  assets  of  Investors  Equity  Co., 
Inc. 

In  addition,  by  the  purchase  of  $2,773,206  of  assets  of  the  Graymur 
Corporation,  an  investment  company  organized  in  Delaware,^^^  the 
funded  indebtedness  of  Tri-Continental  Corporation  was  further  in- 
creased. An  agreement  for  the  sale  of  substantially  all  the  assets  of 
Graymur  Corporation  as  of  December  14,  1932,  was  approved  by  both 
boards  of  directors.  The  stockholders  of  Graymur  Corporation  ap- 
proved the  agreement  on  January  14,  1933,  and  the  bill  of  sale  was; 
dated  January  27,  1933.  To  purchase  these  assets,  Tri-Continental 
Corporation  created  $2,460,000  of  Series  A  Debentures  due  in  1953.313 
These  debentures  and  123,000  shares  of  common  stock  of  Tri-Conti- 
nental Corporation  were  delivered  in  exchange  for  substantially  all 
of  the  assets  of  Graymur  Corporation. ^^^ 

At  about  that  time  the  amiual  report  of  December  31,  1932  was 
issued  and  disclosed  that  the  asset  value  of  the  preferred  stock  was 
$88.31  per  share.  The  next  report,  the  quarterly  report  of  March  31, 
1933,  which  was  issued  after  the  consummation  of  the  Graymur  Cor- 
poration transaction,  revealed  that  the  asset  value  of  the  preferred 
stock  was  $73.84,  a  drop  of  $14.47  per  share.^" 

These  debentures  were  created  and  issued  without  the  prior  consent 
or  approval  of  the  stockholders.  In  this  instance  the  board  of  direc- 
tors, without  any  expression  from  the  preferred  stockholders  vitally 
aifected,  directly  issued  debentures  in  contrast  to  the  previous  imposi- 
tion of  debentures  by  assumption  of  an  outstanding  issue  of  another 
company. 

The  asset  value  of  the  preferred  stock  had  been  consistently  declin- 
ing and  during  the  period  such  stock  was  "under  water"  it  was  placed 

814  Id.,  Commission's  Exhibit  No.  2081,  III-A  (p.  4).    Consolidation  Agreement  provided  : 

6.  Tlie  Corporation  shall  not,  without  the  affirmative  vote  of  at  least  two-thirds  in 
amount  of  such  of  the  preferred  stools  as  may  be  present  in  person  or  by  proxy  and 
voting  at  a  meeting  of  the  preferred  stockholders  called  for  the  purpose  or  the  written 
consent  of  the  holders  of  at  least  two-thirds  in  amount  of  the  preferred  stock  at  the 
time  outstanding,  so  long  as  any  preferred  stock  shall  be  outstanding. 

*  *  *  ♦  *  *  • 

(c)  issue,  assume  or  guarantee  any  bonds,  notes,  or  other  evidences  of  indebtedness, 
whether  secured  or  unsecured,  maturing  more  than  one  year  from  the  issue,  assumption 
or  guaranty  thereof,  if  immediately  after  the  date  of  the  issue,  assumption  or  guaranty 
thereof,  the  aggregate  principal  amount  of  all  bonds,  notes  or  other  evidences  of  in- 
debtedness issued,  assumed  or  guaranteed  by  the  Corporation  and  maturing  more  than 
one  year  from  such  date  shall  exceed  one  hundred  and  fifty  percent  (150%)  of  the 
capital  and  surplus  of  the  Corporation. 

"'  Op.  cit.  supra,  note  302. 

'"  Ibid.  The  debentures  issued  in  connection  with  this  acquisition,  created  for  that  pur- 
pose, were  convertible  into  Tri-Continental  Corporation  common  stock  at  $12.50  per  share 
and  were  callable  from  January  1,  1940,  to  January  1,  1943,  at  $105  and  thereafter  until 
maturity  at  decreasing  premiums. 

3"  Ibid. 

5i«  Id..  Pt.  I,  Exhibit  I-8-P,  and  Exhibit  I-8-Q.  It  is  not  intended  to  suggest  that  the 
merger  was  responsible  for  this  further  decline  in  the  asset  value  of  the  preferred  stock. 
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in  the  position  of  having  superimposed  upon  the  assets  a  prior 
oclaim  by  the  assumption  or  creation  of  debentures.  The  policy  of 
seeking  to  spread  the  cost  of  an  extensive  staff  of  experts  over  a  larger 
base  of  assets  largely  motivated  the  acquisition  policy  which,  in  turn, 
was  responsible  for  the  progressive  subordination  of  the  preferred 
stock. 

While  Mr.  Bailie  asserted  that  he  regarded  the  preferred  stock  as 
"an  investment  stock,"  ^^^  the  great  leeway  in  changing  the  capital 
structure  granted  the  management  by  the  charter  placed  the  manage- 
ment in  a  position  to  affect  the  "investment"  character  of  that  stock. 
The  preferred  stockholder,  who,  invested  with  the  belief  that  he  had  a 
prior  claim  on  the  assets  of  the  investment  company,  subsequently  was 
placed  in  a  subordinate  position  by  the  creation  of  a  funded  debt  by 
the  managers  and  board  of  directors. 

6.  IMPAIRMENT  OF  THE  POSITION  OF  A  PREFERRED 
CLASS  OF  STOCK  BY  THE  ISSUANCE  OF  ANOTHER 
CLASS  OF  PREFERRED  STOCK  WITH  EQUAL  DISSOLU- 
TION RIGHTS  AND  FAVORED  OPEN-END  PROVISIONS 

a.  The  Kidder  Peabody  Acceptance  Corporation 

The  antagonistic  positions  which  may  exist  between  various  classes 
of  senior  securities  of  leverage  investment  companies  and  the  harmful 
effects  of  ambiguities  as  to  the  rights  and  privileges  of  the  several 
classes  of  senior  securities  are  illustrated  in  the  history  of  The  Kidder 
Peabody  Acceptance  Corporation.  This  company  was  organized  in 
Massachusetts  on  March  31,  1922,  by  Kidder,  Peabody  &  Co.,  a  Bost-on 
investment  banking  firm,  and  Baring  Brothers  &  Co.,  Ltd.^-"  to  acquire 
the  $6,000,000  of  assets  of  the  New  England  Investment  Corporation.^^^ 
Throughout  its  history.  The  Kidder  Peabody  Acceptance  Corporation, 
although  organized  to  deal  in  commercial  paper,  actually  operated 
as  an  investment  company.  Its  principal  assets  consisted  of  its 
portfolio  securities. 

The  original  capitalization  of  The  Kidder  Peabody  Acceptance  Cor- 
poration consisted  of  a  $100  par  value  Class  A  preferred  stock,  a 
$100  par  value  Class  B  preferred  stock,  and  a  $100  par  value  common 
stock.222  It  was  contemplated  that  60,000  shares  of  the  Class  A  pre- 
ferred stock  were  to  be  issued  to  the  stockholders  of  the  New  England 
Investment  Corporation  as  consideration  for  the  conveyance  by  the 
latter  corporation  of  $6,000,000  of  assets  to  The  Kidder  Peabody  Ac- 
ceptance Corporation.  The  Class  B  preferred  stock,  as  will  be  seen, 
Avas  intended  to  be  offered  to  the  public.^^'^ 

31"  Op.  cit.  supra,  note  311,  at  18544. 

320  Public  Exnmination,   Consolidated  Investment  Trust,   at  20103  and  20116. 

321  Crimmins  &  Peirce  Co.  V.  Kidder  Peabody  Acceptance  Vorporation,  282  Mass.  367,  18-5 
N.  B.  383,  88  A.  L.  R.  1122  (1933). 

The  New  England  Investment  Corporation  was  organized  in  1921  to  acquire  the  assets  of 
New  England  Yarn  Company  which  had  been  employed  in  the  manufacture  of  yarn  from 
1890  to  1921,  when  it  ceasod  to  do  business  as  a  yarn  company  and  converted  all  of  its 
into  cash  (op.  cit.  supra,  note  320,  at  20097-8). 

=22  Id.,  Commission's  Exhibit  No.  3165. 

^"  Op.  cit.  supra,  note  321. 
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Neither  of  the  preferred  stocks  had  any  voting  privilege  except  on 
the  happening  of  certain  contingencies.^^*  Both  preferred  stocks 
without  distinction  as  to  classes  were  entitled  to  a  preference  in  assets 
on  any  dissolution  of  the  company  to  $100  per  share  of  their  stock 
plus  accrued  unpaid  dividends.^-^  However,  in  one  important  aspect 
the  rights  of  the  preferred  stockholders  differed  sharply.  The  hold- 
ers of  the  Class  B  preferred  stock  were  accorded  by  the  charter  of  The 
Kidder  Peabody  Acceptance  Corporation  the  right  to  require  the 
corporation  to  redeem  such  stock  at  its  par  value  ($100  a  share)  plus 
accrued  unpaid  dividends.  The  charter  provided :  ^^^ 
*  *  *  The  Class  B  preferred  stock  may  also  at  the  option  of  the  holder  be 
retired  at  the  said  redemption  price  [$10O  a  share  and  accrued  unpaid  dividends] 
under  such  conditions  as  the  Board  of  Directors  may  prescribe  at  the  time  or 
times  of  issue,  but  upon  not  less  than  eighteen  (18)  months'  notice 
thereof     *     *     *. 

A  similar  right  to  compel  the  corporation  to  redeem  the  Class  A 
preferred  shares  was  not  accorded  to  the  holders  of  such  shares.  In 
essence,  the  provision  w^as  intended  to  provide  for  a  priority  of  the 
Class  B  preferred  stockholders  over  the  Class  A  preferred  stockholders 
while  the  company  was  a  going  concern.^-'  However,  Kidder,  Pea- 
body  &  Co.  apparently  did  not  believe  that  the  option  granted  the 
Class  B  preferred  stockholders  would  ever  be  exercised.  According 
to  one  of  the  partners  of  Kidder,  Peabody  &  Co.,  the  option  granted 
to  the  Class  B  preferred  stockholders  was  inserted  in  the  charter  be- 
cause Kidder,  Peabody  &  Co.  "wanted  to  make  something  very  attrac- 
tive to  the  public,  and  I  tliink  couldn't  conceive  of  a  condition  when 
it  would  all  be  turned  in  for  payment."  ^^^ 

How^ever,  although  the  charter  purported  to  give  the  Class  B  pre- 
ferred stockholders  an  absolute  right  to  compel  the  corporation  to 
redeem  their  stock,  this  right  was  subject  to  actual  and  possible  limi- 
tations and  interpretations  which  might  destroy  or  minimize  its  effec- 
tiveness. Obviously,  the  power  would  normally  be  exercised  by  the 
Class  B  preferred  stockholders  only  at  a  time  when  the  assets  of  the 
company  were,  or  were  about  to  become,  insufficient  to  meet  the  com- 
bined preferences  of  the  Class  A  and  Class  B  preferred  stock  which 
it  will  be  recalled,  had  an  equal  pari  passu  priority  against  the  cor- 
porate assets  on  dissolution  of  the  company.^-^  However,  the  charter 
did  not  define  the  source  of  the  corporate  funds  from  which  redemp- 
tion of  the  Class  B  stock  might  be  made.  As  a  consecjuence,  the  char- 
ter provision  was  open  to  the  interpretation  that  such  payments  could 
be  made  only  out  of  funds  in  excess  of  assets  sufficient  to  meet  the 

s"The  preferred  shares  could  vote  if  a  default  in  one  year's  dividend  accrued  or  on  the 
question  of  authorizing  additional  preferred  stock  or  on  the  matter  of  authorizing  a  sale  of 
all  the  property  and  assets  of  the  corporation  (op.  cit.  supra,  note  320,  Commission's 
Exhibit  No.  3165). 

■•^^  Ibid. 

ass  Ibid. 

32'  Id.,  at  20101-2. 

=^  Id.,  at  20101. 

»*'  In  fact,  few  Class  B  preferred  stockholders  exercised  their  option  until  1931,  when  the 
company  defaulted  in  dividends  on  its  preferred  stock  and  the  company's  assets  were  insuffi- 
cient to  meet  the  full  liquidating  preference  of  both  classes  of  preferred  stock  (id.,  at  20173 
and  op.  cit.  supra,  note  321). 
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full  liquidating  preference  of  both  classes  of  preferred  stock.  In 
other  words,  it  was  arguable  that  the  option  accorded  to  the  Class  B 
preferred  stockholders  could  not  be  exercised  at  a  time  when  the  assets 
of  the  company  were  less  than  the  capital  of  both  classes  of  preferred 
stock."^°  Moreover,  in  limitation  of  the  apparently  absolute  right  of 
the  Class  B  preferred  stockholder  to  compel  redemption  of  his  stock 
was  the  possibility  under  the  laws  of  Massachusetts  that  the  charter 
provision  would  be  ineffective  if  its  enforcement  would  render  the 
corporation  insolvent.^^^  Finally,  the  requirement  of  18  months' 
notice  of  intent  to  redeem  would  serve  to  limit  sharply  the  value  of 
the  right  of  redemption  for  two  reasons.  First,  the  corporation  might 
become  insolvent  within  the  18-month  period.  Second,  the  require- 
ment placed  upon  the  Class  B  preferred  stockholders  the  burden  of 
attempting  to  predict  the  financial  condition  of  the  company  over 
18-month  period — a  burden  which  even  a  competent  financial  analyst 
would  find  difficult. 

As  has  been  stated,  60,000  shares  of  the  Class  A  preferred  stock  of 
The  Kidder  Peabody  Acceptance  Corporation  were  issued  to  the  stock- 
holders of  New  England  Investment  Corporation  in  return  for  the 
$6,000,000  of  assets  of  the  latter  company.  The  record  indicates  that 
these  original  Class  A  stockholders  were  aware  of  the  redemption 
l^rivilege  accorded  to  the  Class  B  preferred  stock.  In  fact  the  re- 
demption right  of  the  Class  B  preferred  stock  was  apparently  recog- 
nized as  so  potential  a  menace  to  the  future  value  and  preferential 
rights  of  the  Class  A  preferred  stock  that  the  charter  of  The  Kidder 
Peabody  Acceptance  Corporation  awarded  to  the  Class  A  preferred 
stockholders  a  preemptive  right  to  the  first  opportunity  to  purchase 
the  original  and  any  subsequent  issue  of  the  Class  B  preferred  stock.^^^ 
However,  in  order  to  maintain  their  position  unimpaired,  the  holders 
of  the  Class  A  preferred  stock  were  required  to  make  a  further  con- 
tribution to  the  capital  of  the  company  by  exercising  their  preemptive 
right  to  acquire  the  Class  B  preferred  stock.  Whether  or  not  the 
original  Class  A  preferred  stockholders  were  given  to  understand  that 
the  redemptive  right  of  the  Class  B  preferred  stock  would  be  effective 
when  the  assets  of  the  company  became  insufficient  to  meet  the  full 
liquidating  preference  on  dissolution  of  both  classes  of  stock  is  not 
disclosed  by  the  record. 

The  original  Class  A  stockholders  having  failed  to  exercise  their 
preemptive  right  to  purchase  Class  B  preferred  stock,  40,000  shares  of 
Class  B  preferred  stock  were  distributed  to  the  public  by  Kidder, 
Peabody  &  Co.'^s  ^^i  April  1922.  For  these  shares,  The  Kidder  Pea- 
body Acceptance  Corporation  obtained  $4,000,000  in  cash. 

•s^This  argument  was  actually  made  by  Class  A  preferred  stock  in  a  suit  brought  to 
restrain  The  Kidder  Peabody  Acceptance  Corporation  from  redeeming  its  Class  B  preferred 
shares  at  the  option  of  their  holders  (op.  cit.  supra,  note  321).  This  case  is  discussed 
infra,  this  section. 

"31  In  Crimmins  &  Peirce  Co.  v.  Kidder  Peabody  Acceptance  Corporation  (op.  cit.  supra., 
note  321),  the  Supreme  Judicial  Court  of  Massachusetts,  in  construing  the  Charter  provi- 
sions giving  the  Class  B  preferred  stockholders  a  right  to  compel  redemption  of  their  shares, 
said  by  way  of  dictum  : 

It  has  been  held  that  such  contracts  for  redemption  of  stock  are  subject  to  the  im- 
plied limitation  that  they  cannot  be  enforced  if  the  effect  is  to  render  the  corporation 
insolvent  as  if  there  are  other  express  limitations  on  the  right. 

'•■«  Op.  cit.  supra,  note  320,  Commission's  Exhibit  No.  3165. 
333  Id.,  at  20099-100. 
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The  prospectus  offering  the  Class  B  preferred  shares  to  the  public 
disclosed  the  right  of  the  purchasers  of  such  shares  to  compel  the  com- 
pany to  redeem  the  stock  at  its  par  value  and  accrued  unpaid  divi- 
dends.^^* In  fact  the  option  of  redemption,  it  will  be  recalled,  was 
intended  to  enhance  the  salability  of  the  stock  to  the  public.  The 
record  does  not  indicate,  however,  that  the  purchasers  of  the  Class  B 
preferred  shares  were  informed  of  any  possible  limitations  on  the 
apparently  absolute  right  to  compel  the  company  to  redeem  the  shares. 
To  obtain  an  adequate  interpretation  of  the  possible  limitations  on 
the  charter  provision,  the  prospective  purchaser  of  the  Class  B  pre- 
ferred stock  might  require  competent  legal  advice. 

To  complete  the  initial  capitalization  of  the  company,  Kidder,  Pea- 
body  &  Co.  and  Baring  Brothers  &  Co.,  Ltd.  purchased  12,500  shares 
of  tiie  common  stock  of  Kidder,  Peabody  &  Co.  for  $1,250,000.^^^ 

Thus,  on  its  initial  issuance  of  its  securities,  The  Kidder  Peabody 
Acceptance  Corporation  derived  $11,250,000  in  capital  represented  by 
6G,000  shares  of  Class  A  preferred  stock,  40,000  shares  of  Class  B 
preferred  stock  and  12,500  shares  of  common  stock. 

In  subsequent  years  the  capitalization  of  The  Kidder  Peabody  Ac- 
ceptance Corporation  became  more  complicated..  In  1926,  20,000 
shares  of  a  $100  par  value  junior  Class  C  participating  preferred 
stock  were  issued  of  which  12,500  shares  were  sold  to  the  public  and 
7,500  shares  were  exchanged  for  7,500  shares  of  the  company's  out- 
standing common  stock,  which  were  retired.  In  1928,  the  Class  C 
preferred  stock  was  retired  and  in  lieu  thereof  $3,000,000  of  second 
preferred  stock  was  issued,  thereby  raising  $1,000,000  of  additional 
new  money.^^*^  Wliether  or  not  the  second  preferred  stockholders 
were  made  aware  of  the  redemption  right  accorded  to  the  Class  B  pre- 
ferred shares  is  not  disclosed  by  the  record. 

By  1928,  therefore,  the  company  had  acquired  a  capital  of  $13,- 
500,000  and  had  outstanding  60,000  shares  of  Class  A  preferred  stock, 
40,000  shares  of  Class  B  preferred  stock,  30,000  shares  of  $100  par 
value  second  preferred  stock  inferior  in  its  claim  against  the  cor- 
porate assets  on  dissolution  to  the  Class  A  and  B  preferred  shares 
and  5,000  shares  of  $100  par  value  common  stock.^" 

The  Class  A  preferred  stock  of  The  Kidder  Peabody  Acceptance 
Corporation  issued  to  the  stockholders  of  New  England  Investment 
Corporation  was  listed  on  the  Boston  Stock  Exchange.  Apparently 
the  shares  changed  hands  frequently.^^^  And  it  may  be  doubted  that 
all  subsequent  transferees  of  the  Class  A  preferred  stock  were  fully 
aware  of  the  redemption  right  accorded  to  the  Class  B  preferred 
stock — a  redemption  right  which  seriously  weakened  the  preferential 
rights  of  the  Class  A  preferred  stockholders. 

By  the  middle  of  1931,  The  Kidder  Peabody  Acceptance  Cor- 
poration had  suffered  large  losses  on  its  investments.  In  that  year 
the  company  for  the  first  time  ceased  to  pay  dividends  on  its  pre- 

s^^Id.,  at  20102. 

335  Id.,  at  20103  and  20116. 

333  Id.,  at  20103-4  and  20116. 

3"  See  supra. 

338  According  to  the  Commercial  d  Financial  Chronicle,  693  shares  of  the  Class  A  pre- 
ferred stock  of  The  Kidder  Peabody  Acceptance  Corporation  were  traded  on  the  Boston 
Stock  Exchange  in  the  month  of  January  1930. 
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ferred  stock.^^°  On  July  15,  1931,  the  company's  net  assets  totaled 
$7,604,469  as  compared  with  the  $13,500,000  which  had  been  in- 
vested in  the  enterprise  by  :the  company's  stockholders.  By  Novem- 
ber 14,  1931,  the  company's  net  assets  had  declined  to  $7,752,092.  At 
this  date  the  company  had  outstanding  58,966  shares  of  Class  A  pre- 
ferred stock  of  the  par  value  of  $5,896,600;  39,967  shares  of  Class  B 
preferred  stock  of  the  par  value  of  $3,996,700 ;  30,000  shares  of  second 
preferred  stock  of  the  par  value  of  $3,000,000  and  5,000  shares  of 
common  stock  of  the  par  value  of  $500,000.-'*°  In  other  words,  the 
company's  total  assets  were  insufficient  to  meet  the  total  liquidating 
preference  of  $9,893,300  of  the  Class  A  and  Class  B  preferred  stocks, 
which,  it  will  be  recalled,  were  entitled  to  ithe  same  and  equal  pref- 
erence in  assets  on  any  dissolution  of  the  company.  The  total 
assets  of  the  company  were  only  sufficient  on  liquidation  to  pay 
approximately  $78  a  share  tto  the  Class  A  and  Class  B  pre- 
ferred stockholders.  The  losses  suffered  by  the  Class  A  preferred 
stockholders  would,  however,  be  further  accentuated  if  the  Class  B 
preferred  stockholders  exercised  their  option  to  redeem  their  shares 
at  $100  a  share  plus  accrued  unpaid  dividends.  If  all  of  the  Class  B 
stockholders  exercised  their  option  to  redeem,  the  asset  value  of  the 
Class  A  preferred  stock  would  decline  to  approximately  $60  a  share. 

Promptly  after  the  passing  of  the  dividends  on  the  preferred  stocks 
in  1931,  the  holders  of  22,927  shares  of  the  Class  B  preferred  stock 
notified  the  company  of  their  intention  to  compel  the  company  to 
redeem  such  stock  at  $100  a  share  and  accrued  dividends  after  the 
18  months'  period  prescribed  by  the  company's  charger.^*^  At  this 
time  in  1931  the  market  value  of  the  Class  B  preferred  stock  was 
about  $25  a  share.^*^  Subsequently,  all  of  the  outstanding  Class  B 
preferred  stockholders  filed  notices  with  the  company  of  their  inten- 
tion to  redeem  their  shares. 

Presumably  at  this  point  a  large  number  of  the  Class  A  preference 
stockholders  first  became  aware  of  the  existence  of  the  option  in  the 
Class  B  preferred  stockholders  to  compel  the  company  to  redeem  such 
stock  at  its  par  value  plus  accrued  unpaid  dividends.  Almost  imme- 
diately a  group  of  Class  A  preferred  stockholders  commenced  a  suit 
to  restrain  the  company  from  redeeming  its  Class  B  preferred  shares 
in  accordance  with  the  charter  provision,  urging  that  "the  result  as 
against  the  plaintiffs  and  all  other  holders  of  Class  A  preferred  stock 
will  be  that  the  serious  impairment  of  capital  already  existing  will  be 
greatly  aggravated."  ^*^  The  plaintiffs  also  contended  that  "it  is  an 
implied  condition  of  the  issuance  of  the  classes  of  stock  that  there 
•shall  be  no  redemption  of  Class  B  preferred  stock,  which  will  leave 

S30  Public  Examination,  Consolidated  Investment  Trust,  at  20173. 

3'"  Op.  cit.  supra,  note  321. 

"i  Op.  cit.  supra,  note  320,  at  20172-3.  O.  Kelley  Anderson,  an  officer  of  The  Kidder 
Peabody  Acceptance  Corporation,  testified  that  in  his  opinion  the  remaining  Class  B 
preferred  stoclvliolders  did  not  immediately  demand  the  redemption  of  their  shares  because 
of  "inertia"   (ibid.). 

•^-  Id.,  at  20173. 

^3  Op.  cit.  supra,  note  321.  The  court  granted  a  judgment  in  favor  of  the  Class  B  pre- 
ferred stockholders.  See  note  349,  infra.  The  court,  apparently  cognizant  of  the  fact  that 
some  Class  A  preferred  stockholders  may  never  have  been  aware  of  the  Class  B  preferred 
stockholders  redemption  right,  said,  however,  that : 

These  provisions  as  to  preference  were  doubtless  on  the  certificate  of  stock  *  ♦  •. 
The  plaintiffs  were  in  any  event  presumed  to  know  of  the  provision.  *  *  *  Eq. 
forcement  of  the  agreement  may  now  seem  hard  to  the  plaintiffs,  but  they  entered  Into 
it  without  compulsion  and  of  their  own  choice. 
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the  corporation  in  such  condition  that  Class  A  preferred  stock  will 
not  be  worth  par  *  *  *.  Stated  in  different  form,  the  contention 
is  that  the  structure  of  the  corporation  is  built  upon  the  theory  of 
substantial  equality  between  these  two  classes  of  stock."  ^**  The  plain- 
tiffs demanded  "that  the  corporation  *  *  *  be  restrained  from 
redeeming  any  shares  of  Class  B  preferred  stock  until  such  time  as 
this  can  be  done  without  impairment  of  capital  as  against  holders 
of  the  Class  A  preferred  stock."^*^ 

Because  of  this  litigation  the  management  of  The  Kidder  Peabody 
Acceptance  Corporation,  in  order  to  provide  the  approximately 
$4,000,000  of  funds  necessary  to  redeem  the  Class  B  preferred  stock, 
if  the  courts  rendered  a  decision  in  favor  of  that  class  of  stock,  sold 
portfolio  securities  at  substantial  realized  losses  in  1932  and  1933,  a 
period  of  low  market  values.^-''  Thus  one  effect  of  the  option  right 
granted  to  one  class  of  preferred  stock  was  the  liquidation  at  substan- 
tial losses  of  portfolio  securities  to  the  detriment  of  all  other  classes 
of  the  company's  security  holders. 

The  situation  of  the  Class  B  preferred  stockholders  after  the  insti- 
tution of  the  law  suit  was  also  difficult.  They  were  faced  with  the 
iact  that  their  apparently  absolute  right  to  compel  the  corporation  to 
ledeem  their  shares  might  be  circumscribed  by  limitations  of  which 
they  had  been  unaware.  In  other  words,  the  protection  apparently 
iifforded  them  by  their  redemption  might  prove  to  be  nonexistent. 

During  the  pendency  of  the  law  suit  The  Kidder  Peabody  Accept- 
jince  Corporation  on  xVugust  3,  1932,  addressed  a  letter  to  its  Class  A 
and  Class  B  preferred  stockholders  in  which  it  offered  to  purchase  a 
unit  consisting  of  one  share  of  its  Class  A  and  one  and  one-half 
shares  of  its  Class  B  preferred  stock  at  a  price  of  $100  a  unit,^*^ 
icquivalent  to  a  price  of  $40  a  share  for  a  share  of  each  class  of  pre- 
ferred stock.  The  letter  informed  the  stockholders  of  the  pending 
litigation  which,  if  favorable  to  the  Class  B  preferred  stock,  would 
Tequire  the  corporation  to  redeem  its  Class  B  preferred  stock  at  a 
price  of  $115  a  share  (the  par  value  of  $100  plus  unpaid  dividend*^, 
of  $15). 

Obviously,  if  the  litigation  was  decided  in  favor  of  the  Class  B 
preferred  stock,  holders  of  such  stock  who  accepted  the  company's 
offer  would  suffer  a  loss  of  $75  per  share  of  their  stock.  And  if  a 
decision  in  favor  of  the  Class  A  preferred  stock  was  rendered  by 
the  courts,  the  asset  value  of  the  Class  A  stock  would  be  substantially 
higher  than  the  price  offered  for  such  shares  by  the  corporation. 

Thus  in  order  to  determine  whether  or  not  to  accept  the  company's 
offer  it  was  necessary  that  both  classes  of  preferred  stockholders 
predict  the  outcome  of  litigation — a  prediction  which  even  a  skilled 
attorney  could  not  have  made  with  certainty.  The  holders  of  1,000 
shares  of  the  Class  B  preferred  stock  and  1,500  shares  of  the  Class 

"*0p.  cit.  supra,  note  321. 

2«  Ibid. 

''«  O.  Kelley  Anderson,  an  oflicer  of  The  Kidder  Feabody  Acceptance  Corporation,  testified 
that  many  of  its  assets  "could  have  been  liquidated  at  that  time  only  under  the  most  disad- 
vantageous condition"  (op.  cit.  supra,  note  320.  at  20172).  Mr.  Anderson  further  testified 
4\a.,  at  20179)  : 

Q.  It  looks  to  me  as  if  that  lawsuit  was  a  godsend  to  the  Acceptance  Corporation. 
A.  No  ;  it  was  kind  of  tough.     Wo  had  to  raise  $4,000,000. 

«i'Id.,   at   20177-8. 
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A  preferred  stock  accepted  the  company's  offer.^*^  The  Class  B 
preferred  stockholders  who  accepted  the  offer  eventually  suffered 
a  loss  of  $75,000  since  in  April  1933  the  Supreme  Judicial  Court 
of  Massachusetts  upheld  the  right  of  the  Class  B  preferred  stock- 
holders to  redeem  their  shares  at  $115  a  share.^''^  The  Class  A  pre- 
ferred stockholders  who  accepted  the  company's  offer  also  suffered 
losses.  They  received  $40  a  share  for  their  stock  from  the  company. 
On  October  17,  1933,  the  date  that  The  Kidder  Peabody  Acceptance 
Corporation  and  other  investment  companies  sponsored  by  Kidder, 
Peabody  &  Co.  were  consolidated  to  form  the  present  Consolidated 
Investment  Trust,^^^  the  asset  value  of  the  Class  A  preferred  stock 
was  approximately  $65  per  share  (after  giving  effect  to  the  redemp- 
tion of  the  entire  outstanding  issue  of  Class  B  preferred  stock  at 
$115  a  share). 

It  will  be  recalled  that  the  total  contributed  capital  of  The  Kidder 
Peabody  Acceptance  Corporation  was  $13,500,000.  On  October  17, 
1933,  the  company's  net  assets  after  redemption  of  all  the  Class  B 
preferred  stock  totaled  $3,724,384.=^si  Thus,  most  of  the  Class  B  pre- 
ferred stockholders  were  paid  in  full  and  the  remaining  share- 
holders bore  the  entire  losses  suffered  by  the  corporation. 

When  examined  as  to  the  propriety  of  the  capital  structure  of 
The  Kidder  Peabody  Acceptance  Corporation,  W.  H.  Hill,  a  part- 
ner in  Kidder,  Peabody  &  Co.,  at  the  inception  of  The  Kidder  Pea- 
body Acceptance  Corporation,  testified :  ^^- 

Q.  So  that  this  provision  which  was  going  to  be  an  effective  sales 
force     *     *     *     raised  a  little  commotion  with  the  corporation? 

A.  It  did. 

Q.  Which  all  goes  to  prove  that  provisions  and  certificates  should  not  be 
framed  with  an  eye  to  sales  potency  but  rather  with  an  eye  to  an  effective 
capitalization  of  the  corporation,  isn't  that  so?  I  suppose  you  agree  with 
that  observation,  Mr.  Hill? 

A.  I  do. 

7.  LOSS  IN  ASSET  VALUE,  IN  LIQUIDATION  EIGHTS.  AND 
PROTECTIVE  PROVISIONS  OCCASIONED  TO  PRE- 
FERRED STOCKHOLDERS  BY  THE  "COMMON-STOCK 
CONTROL"  IN  THE  PROCESS  OF  ACQUISITION  AND 
CONSOLIDATION 

It  has  been  stressed  heretofore  that  the  complex  capital  structure  in 
investment  companies  facilitated  the  securing  of  control  over  these 
companies  by  sponsor  interests  and  the  retention  of  that  control  as 
long  as  these  interests  regarded  the  continued  sponsorship  desirable. 
During  the  period  of  inflation,  prior  to  the  market  set-back  at  the  end 
of  1929,  the  leverage  character  of  the  capital  structure  tended  to  im- 

='s  Id.,  at  20179,  20183,  and  20193. 

""  Op.  cit.  supra,  note  321.  The  court  held  that  the  company,  at  least  when  it  was  solvent, 
was  required  to  comply  with  the  chai-ter  provision  granting  the  Class  B  preferred  stock  a 
right  of  redemption  at  par  value,  even  though  the  effect  of  such  redemption  would  be  to 
impair  further  the  capital  of  the  Class  A  preferred  shares. 

s'^"  Op.  cit.  supra,  note  320,  Commission's  Exhibit  No.  3170. 

"1  Ibid. 

•ti^  Id.,  at  20180-1. 
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part  a  great  market  premium  to  the  common  stock  of  investment  com- 
panies, concentrated  in  substantial  amount  in  the  hands  of  sponsor 
interests.^^^  Several  examples  have  been  cited  above  of  the  numerous 
instances  wherein  sponsors  disposed  of  a  portion  of  their  common 
stock  holdings  at  a  price  sufficient  to  more  than  reimburse  them  for 
their  entire  investment  in  the  company  and  yet  were  able  to  continue 
their  domination  over  the  company. 

The  holders  of  the  senior  securities  who,  in  the  case  of  most  of  the 
multiple-security  companies,  had  supplied  the  major  part  of  the  con- 
tribution to  capital  did  not  share  to  any  considerable  extent  in  the 
profits  available  during  the  era  of  investment  company  prosperity,  as 
the  market  premium  on  preferred  stock  and  on  bonds  was  naturally 
extremely  circumscribed."^*  Only  in  those  instances  in  which  the 
senior  securities  had  been  "sweetened"  by  a  unit  sale  of  a  senior  secu- 
rity and  a  common  stock  did  the  public  investor  in  the  preferred  stock 
or  bonds  have  an  opportunity  to  sell  his  common  stock  during  the 
transiently  high  market  to  other  members  of  the  investing  public. 

It  has  already  been  noted  that  in  addition  to  the  advantages  avail- 
able to  the  sponsor  in  the  retention  of  "control"  as  long  as  that  ap- 
peared desirable  his  strategic  position  enabled  him  to  transfer  control 
of  a  multiple-security  company  at  a  substantial  price  when  the  latter 
course  seemed  preferable.^*^^  Many  sponsors  preferred  the  advantages 
of  the  sale  of  their  "control"  to  the  retention  thereof,  especially  after 
the  crash  in  the  securities  market  in  1929,  accompanied  by  the  collapse 
in  the  market  value  of  the  common  stocks  and  option  warrants  of 
investment  companies,  and  by  the  extinction  or  diminution  of  many 
of  the  emoluments  of  sponsorship. 

Examples  of  (he  premiums  and  emoluments  obtained  by  sponsors 
who  relinquished  control  of  multiple-security  investment  companies 
liave  been  adduced.  The  conflict  between  the  interests  of  the  holders 
of  the  senior  securities  of  these  investment  companies  and  the  inter- 
ests of  the  new  managements  which  had  acquired  the  controlling 
blocks  of  junior  securities  was  by  no  means  terminated;  it  was  in 
fact  generally  intensified. 

The  assets  of  the  investment  companies,  control  of  which  the  ac- 
quirer obtained,  generally  "belonged"  entirely  to  the  senior  security 
holders.  The  common  stock  had  in  most  of  these  instances  lost  all 
asset  voJue.^^^  The  former  sponsors  had  relinquished  control  largely 
because  they  did  not  expect  to  be  able  to  rehabilitate  the  companies. 
The  acquirers  ofttimes  did  not  propose  to  gradually  build  up  the  ac- 
quired company,  strengthen  its  asset  position  and  rehabilitate  the 
market  value  of  its  securities  for  the  benefits  of  the  body  of  existing 
security  holders.    On  the  contrary,  the  acquisition  of  the  controlling 

353  pt.  Two  (House  Doc.  No.  70,  76th  Cong.),  Cli.  IV,  pp.  320-4,  and  Appendix  H,  pp. 
805-25. 

»"Ibid. 

3'3  "Substantial  sums  were  *  *  *  oftentimes  paid  for  large  blocks  of  leverage  common 
stock,  with  little  or  no  relation  to  the  asset  value  of  the  security,  because  the  holder  of 
these  stocks  could  manage  and  control  the  funds  of  other  people  and  obtain  all  the  benefits 
and  emoluments  of  such  control  of  ,the  funds  and  of  the  company"  (op.  cit.  supra,  note  353, 
Appendix  H,  pp.  805-25).  See  supra,  pp.  1595-1707,  and  also  Ch.  IV  of  this  part  of  the 
report. 

s^See  supra.  See  also  Pt.  Two  (House  Doc.  No.  70,  76th  Cong.),  Ch.  II,  p.  65,  and 
Table  29. 
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common  stock  frequently  represented  the  first  step  in  a  program  of 
purchasing  the  preferred  stock  of  these  companies  at  a  price  below 
the  asset  value  thereof  and  ultimately  absorbing  the  acquired  com- 
pany into  the  acquiring  company  through  a  technique  by  which  the 
rights  and  privileges  of  the  remaining  preferred  stockholders  of  the- 
acquired  companies  were  to  be  drastically  altered  and  reduced.^" 

Thus  the  senior  security  investor  who  in  the  period  of  market  ap- 
preciation had  been  unable  to  profit  to  any  extent  and  had  been  used 
as  the  "leverage"  for  profit  to  the  common  stock  holdings  was  again 
subjected,  in  the  period  of  decline,  to  the  encroachment  of  common 
stock  without  asset  value  wielding  the  power  of  control. 

The  aggregate  losses,  in  current  asset  value  of  the  preferred  stock- 
holders of  acquired  companies,  suffered  through  exchange  programs, 
consolidations,  and  mergers,  have  been  discussed  in  detail  elsewhere.®^^' 
The  expansion  j)rograms  often  entailed  disadvantages  to  the  pre- 
ferred stockholders  of  acquired  companies  other  than  the  loss  of 
current  asset  value.  The  exchanges,  consolidations,  and  mergers 
sometimes  operated  to  impair  or  eliminate  protections  and  safety 
provisioiis  possessed  by  the  preferred  stockholder  prior  to  the  acqui- 
sition.^^^ 

a.  Consolidation  of  United  Founders  Corporation  Group  Into 
American  General  Corporation 

The  consolidation  of  the  United  Founders  Corporation  group  of 
investment  companies  into  American  General  Corporation  presents 
an  example  of  the  elimination  or  impairment  of  many  of  the  con- 
tractual rights  previously  enjoyed  by  the  preferred  stockholders  of 
the  companies  involved. 

Early  in  1933,  the  management  of  The  Equity  Corporation  com- 
menced negotiations  for  the  acquisition  of  a  stock  interest  in  United 
Founders  Corporation.^^"  By  a  series  of  transactions  ^"^  with  the 
sponsors  of  United  Founders  Corporation,  The  Equity  Corporation 
by  July  1933  had  acquired  39%  of  the  voting;  control  of  United 
Founders  Corporation.^^-  Control  of  the  latter  included  the  control 
over  all  the  companies  in  the  United  Founders  Corporation  group, 
since  United  Founders  Corporation  held  78.7%  of  the  common  stock 
of  American  Founders  Corporation,  which  in  turn  held  a  majority 
control  over  each  of  the  remaining  five  investment  companies  of  the 
group,   namely.   International    Securities   Corporation   of   America,, 

55'  See  Ch.  IV  of  this  part  of  the  report. 

^s^  See  supra,  and  Ch.  IV  of  this  part  of  the  report. 

^'•'>  Most  states  have  adopted  statutes  entitling  dissenters  from  a  merger,  consolidation  or 
sale  of  assets,  under  certain  circumstances,  to  an  appraisal  in  payment  of  the  value  of  their 
shares.  A  discussion  of  the  inadequacy  of  protection  afforded  minorities  by  these  appraisal 
statutes  is  contained  in  Ch.  IV  of  this  part  of  the  report,  pp.  1410  et  seq.,  and  the  Com- 
mission's Report  on  the  Study  and  Investigation  of  the  Worlr,  Activities,  Personnel,  and 
Functions  of  Protective  and  Reorganization  Committees,  Pt.  VII..  pp.  342-352  and  590-610. 

^'">  United  Founders  Corporation  was  organized  in  February  1929  by  Louis  H.  Seagrave, 
Christopher  F.  Coombs,  and  Franlj  B.  Erwin  (Public  Examination,  The  Equity  Corporation, 
at  8546,  and  Commission's  Exhibit  No.  745). 

^'"'1  For  details  see  Ch.  IV  of  this  part  of  the  report  and  the  Commission's  Report  on  the 
Study  and  Investigation  of  the  Work,  Activities,  Personnel,  and  Functions  of  Protective  and 
Reorganization  Committees,  Pt.  VII,  pp.  213-22.     See  also  supra,  pp.  1632-3. 

3«2  See  Ch.  IV  of  this  part  of  the  report,  pp.  1138-42. 
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Second  International  Securities  Corporation,  United  States  &  British 
International  Company,  Ltd.,  American  &  General  Securities  Corpo- 
ration, and  American  and  Continental  Corporation.^^^  By  securing 
the  39%  voting  power  in  United  Founders  Corporation,  The  Equity 
Corporation  placed  itself  in  a  strategic  position  to  carry  out  an  ex- 
change program  ^*^^  looking  toward  the  acquisition  of  the  still  greater 
voting  strength  necessary  to  affect  the  consolidation  of  the  entire 
group  of  investment  companies.^*^^ 

Five  of  the  investment  companies  in  the  United  Founders  Corpo- 
ration group  had  two  classes  of  voting  stock  outstanding — preferred 
and  common.^^'^  The  Equity  Corporation's  investment  in  these  com- 
panies was  heavily  placed  in  the  common  stock,  while  its  interest  in 
the  preferred  stock  was  negligible.^''"  The  Maryland  law  under  which 
seven  of  the  eight  constituent  companies  had  been  incorporated  re- 
quires for  a  legal  consolidation  the  approval  of  two-thirds  of  each  class 
of  stock  entitled  to  vote,  unless  the  company's  charter  contained  provi- 
sions to  the  contrary.2^'*  Yixe  of  the  seven  Maryland  corporations  had 
both  preferred  and  connnon  stock  outstanding,  and  the  preferred  stock 
was  entitled  to  vote  under  charter  provisions  conferring  such  right  in 
the  event  of  specified  dividend  defaults.^*'^  Thus,  The  Equity  Corpo- 
ration, which  did  own  two-thirds  of  the  common  stock  but  only  a  small 
part  of  the  voting  preferred  stock  of  the  companies  affected,  was  faced 
with  the  apparentlj^  insuperable  difficulty  of  procuring  the  assent  of 
noncontrolled  preferred  stockholders.  Nevertheless,  by  the  use  of 
the  voting  power  of  the  common  stock  alone.  The  Equity  Corporation 
management  purported  to  eliminate  the  necessity  of  a  class  vote.  As 
has  been  noted,  the  Maryland  law  provides  that  a  two-thirds  vote  by 
classes  Avas  necessary  for  the  approval  of  the  consolidation  agreement, 
unless  a  corporate  charter  contained  less  exacting  requirements.^^" 
Although  the  charters  of  the  five  companies  in  question  had  not  at  that 
time  and  never  had  had  any  such  provision.  The  Equity  Corporation, 
by  virtue  of  its  common-stock  control,  filed  an  amendment  to  the 
charters  authorizing  the  approval  of  a  consolidation  agreement  by  a 
two-thirds  vote  of  all  the  shares  entitled  to  vote,  thus  purporting  to 
eliminate  the  necessity  of  a  class  vote,^^^ 

"w  Ibid,  and  op.  cit.  supra,  note  360,  Commission's  E^chibit  No.  843. 

^«  See  Ch.  IV  of  ths  part  of  the  report,  pp.  1138-42. 

*"  A  consolidation  into  one  subsidiary  corporation  was  desired  in  this  instance  rather 
than  mergers  of  the  companies  directly  into  The  Equity  Corporation  because  the  dominant 
interests  in  The  Equity  Corporation  were  averse  to  diluting  their  control  of  the  parent 
company  by  the  issuance  of  additional  stock  of  The  Equity  Corporation  which  the  mergers 
would  have  necessitated  (op.  cit.  supra,  note  361).  Furthermore,  The  Equity  Corporation 
wished  to  include  in  the  consolidation  another  of  its  subsidiaries.  Reliance  Management 
Corporation,  and  did  not  desire  to  introduce  into  its  capitalization  a  bond  issue  of  the  type 
on  which  Reliance  Management  Corporation  was  obligated  (Public  Examination.  The  Equity 
Corporation,  at  8517). 

^  Op.  cit.  supra,  note  -361. 

8«'  Ibid. 

s'^Md.  Ann.  Code  (Plack,  Supp.  1935)  Art.  23.  §§  22,  33.  The  law  permitted  corporate 
charters  to  provide  for  the  approval  of  a  consolidation  by  at  least  a  majority  of  the  voting 
Btock  irrespective  of  classes. 

3«9  See  Ch.  IV  of  this  part  of  the  report,  pp.  1410  et  seq. 

''OMd.  Ann.  Code.      (Flack,  Sapp.  1935)   Art.  28.   §   23.     See  note  368,  supra. 

^"  See  Ch.  IV  of  this  part  of  the  report,  pp.  1410  et  seq.  In  each  case,  on  the  same  day 
and  but  one  hour  after  the  charters  were  amended,  the  consolidation  was  approved  by 
virtually  the  same  vote,  with  only  a  smal  percentage  of  these  votes  representing  securities 
held  by  the  public  (ibid.).  The  favorable  vote  cast  by  the  preferred  stock  of  each  company 
was  far  less  than  two-thirds  of  its  class  (ibid.). 
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The  charters  of  the  companies  specifically  provided  that  the  prefer- 
ence of  the  preferred  stock  could  not  be  decreased  except  with  the 
consent  of  the  stockholders  of  at  least  two-thirds  of  the  outstanding 
stock  of  the  class  affected  by  such  decrease.^"^-  The  effect  of  these 
maneuvers  becomes  apparent  wdien  the  manner  in  which  the  consoli- 
dation operated  to  modify  certain  contractual  rights  and  to  remove 
certain  charter  protective  features  of  the  consolidated  companies  is 
considered.  By  the  amendment  to  the  charters,  The  Equity  Corpo- 
ration avoided  the  necessity  of  a  class  approval  of  the  consolidation 
by  preferred  stockholders  which  seriously  modified  the  rights  of  such 
stockholders.^'^^ 

In  four  of  the  five  companies  which  had  issues  of  preferred  stock 
outstanding,  the  consolidation  worked  substantial  decreases  in  the 
rights  to  dividend  and  liquidation  preferences  of  the  owners  of  those 
issues.  Decreases  in  annual  dividend  preferences  ranged  from  $0.60 
per  share  in  the  case  of  American  Founders  Corporation  to  as  much 
as  $3.60  and  $4.10  per  share,  respectively,  for  the  6%  and  61/2%  issues 
of  preferred  stock  of  International  Securities  Corporation  of  Amer- 
ica.3^*  The  owners  of  the  International  Securities  Corporation  pre- 
ferred stock  suffered  also  a  severe  reduction  of  $40  per  share  in  liqui- 
dation preference,  having  been  reduced  from  $100  to  $60  in  liquidating 
value  per  share.  Similarly,  the  preferred  stock  of  United  States  ^ 
British  International  Company,  Ltd.  was  reduced  from  $50  to  $20 
in  liquidating  value  per  share.  Accumulations  of  dividends  totaling 
approximately  $3,900,000^^^  in  four  of  these  five  companies  were 
eliminated. 

The  protection  of  a  par  value  stock  where  it  formerly  existed  was 
also  drastically  affected  by  the  consolidation.  In  the  case  of  each  of 
the  three  companies  which  had  a  par  value  stock  outstanding,  the  par 
value  of  the  new  stock  issues  was  but  a  fraction  of  the  par  value  of  the 
old  stocks  exchanged.  For  example,  the  6%  first  preferred  and  the 
7%  first  preferred  stock  of  American  Founders  Corporation  were 
reduced  from  a  par  value  stock  of  $50  per  share  for  each  issue  to  a 
par  value  of  $1.20  and  $1.22  per  share,  respectively,  a  decrease  of 
$48.80  and  $48.78  in  each  case.^^s  Similarly,  the_6%  series  and  61/2% 
series  preferred  stocks  of  International  Securities  Corporation  of 
America  were  decreased  $98.70  and  $98.68  per  share  in  par  value, 
respectively,  reflecting  a  reduction  from  $100  par  value  in  each  case 
to  $1.30  and  $1.32.  Likewise,  the  first  preferred  stock  of  Second  Inter- 
national Securities  Corporation  was  reduced  in  par  in  the  amount  of 
$48.90  per  share,  showing  a  change  from  $50  par  value  to  $1.10  per 
share.^'' 


3"  Reply  to  Commission's  questionnaire  for  American  Founders  Corporation  group, 
Exlubi,t  B,  at  24. 

373  While  The  Equity  Corporation,  in  carrying  out  this  strategy  whereby  the  consolidation 
was  approved,  may  have  complied  with  the  technical  provisions  of  the  applicable  law,  the 
question  is  prescribed  whether  according  to  principles  of  equity  a  dominant  interest  may 
thus  employ  general  power  in  order  to  override  specific  statutory  provisions.  See  the  Com- 
mission's Report  on  the  Study  and  Investigation  of  the  Work,  Activities,  Personnel,  and 
Functions  of  Protective  and  Reorganization  Committees,  Pt.  VII,  pp.  .325-35. 

"'*  Ibid.,  and  Ch.  IV  of  this  part  of  the  report,  pp.   1410  et  seq. 

="  Op.  cit.  supra,  note  373. 

™  Ibid. 

"'  Ibid. 
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Many  charter  protective  provisions  were  either  eliminated  or  speci- 
fically revised.  For  example,  the  charter  of  International  Securities 
Corporation  of  America,  prior  to  the  consolidation,  contained  provi- 
sions: (a)  prohibiting  the  additional  issue  of  preferred  stock,  except 
in  connection  with  the  acquisition  of  an  existing  investment  trust,  in 
an  amount  that  would  have  the  effect  of  reducing  the  net  assets  of 
the  corporation,  at  market  value,  to  less  than  125%  of  the  par  value 
of  the  preferred  stock  outstanding  and,  at  cost,  to  less  than  133% 
of  par;  (b)  requiring  a  dividend  reserve  for  the  preferred  stock;  and 
(c)  prohibiting  loans  of  funds  of  the  corporation,  except  upon  the 
furnishing  of  collateral  having  a  value  of  125%  of  the  loan  at  the 
time  the  loan  was  made.^'^  With  respect  to  the  first  two  of  these 
enumerated  protective  features,  the  charter  of  the  new  corporate  entity, 
American  General  Corporation,  omitted  them  entirely,  while  with 
respect  to  the  third  the  board  of  directors  of  the  new  company  was 
expressly  empowered  by  the  new  charter  to  lend  funds  without  requir- 
ing any  security  whatsoever.^^^ 

The  Report  of  the  Commission  on  the  Study  and  Investigation  of 
Protective  and  Reorganization  Committees,  in  discussing  the  conflict 
between  the  desires  of  the  preferred  stockholders  to  enforce  their  con- 
tractual rights  to  receive  their  accumulated  dividends  in  full  before 
resumption  of  dividend  payments  on  the  common  stock,  and  the  desire 
of  the  common  stockholders  to  withhold  this  right,  points  out  that 
the  technique  of  the  acquisition  of  other  companies  and  the  devices  of 
mergers  and  consolidations  are  utilized  to  effect  a  surrender  by  the 
preferred  stock  of  accumulated  dividends  and  other  protective  features 
of  their  securities  which  will  leave  the  way  clear,  not  only  for  the  pay- 
ment of  current  dividends  on  the  preferred  stock  but  also  on  the 
common  stock.^^° 


s'«  Public  Examination,  The  Equity  Corporation,  Commission's  Exhibit  No.  860  (pp.  3-4, 
9,  and  12). 

3™  Id.,  Commission's  Exhibit  No.  862. 

88"  Report  on  the  Study  and  Investigation  of  the  Work,  Activities,  Personnel,  and  B\inc- 
tions  of  Protective  and  Reorganization  Committees,  Pt.  VII,  Sec.  III.  In  connection  with  a 
plan  proposed  by  the  International  Paper  and  Power  Company  which  would  result  in  the 
extinction  of  $36,000,000  of  arrears  of  accumulated  unpaid  dividends  on  the  preferred  stock 
and  the  resumption  of  current  dividends  on  the  common,  as  well  as  the  preferred  stock, 
Commissioner  William  0.  Douglas  stated  (2  S.  E.  C.  283  [1937])  : 

Preferred  like  this  is  sold  on  the  basis  of  the  protective  features  of  cumulatiT© 
dividends  ;  that  is  to  sav,  if  dividends  are  not  received  in  periods  of  depression,  they 
will  be  paid  in  times  of  prosperity.  The  history  of  finance  shows  that  not  only  in 
recent  years,  but  also  in  earlier  periods,  cumulative  preferred  suffered  along  with  the 
common  in  times  of  depression  and  on  the  return  of  prosperity  was  deprived  of  Its 
accumulated  dividends  and  even  other  priorities  by  one  or  more  legal  devices. 

Commissioner  Robert  E.  Healy,  in  his  opinion  in  connection  with  that  plan,  stated  (2  S.  E.  C. 
1023)  : 

Those  buying  preferred  stock  had  a  right  to  rely  upon  the  solemn  promise  and 
contract  of  the  company  that  they  would  be  preferred  both  as  to  assets  and  dividends 
over  the  common   stockholders. 

♦  ♦*♦*♦* 

It  is  difficult  to  observe  without  some  concern  the  extent  to  which  stockholders,  in 
many  companies,  who  in  good  faith  believed  that  they  were,  paying  their  money  for  a 
genuinely  preferred  position,  have,  through  reorganization,  of  perfectly  solvent  com- 
panies, such  as  this,  through  the  bargaining  leverage  of  common  stockholdings,  been 
euchered,  cajoled,  coerced,  elbowed,  and  traded  out  of  their  legal  rights.  Although  we 
must  recognize  that  often,  especially  in  failing  enterprises,  various  changes  in  stock- 
holders' rights  and  various  concessions  become  necessary,  nevertheless,  it  seems  to  me 
.  there  should  be  an  emphatic  recognition  that  the  terms  of  preference  stated  in  preferred 
stock  certificates  mean  what  they  say.  If  not,  it  should  not  be  permitted  that  they  be 
called  "preferred." 
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It  seems  quite  obvious  that  an  opportunity  to  effect  a  shifting  of 
asset  values  between  classes  of  security  holders  or  a  readjustment  of 
rights  and  safeguards  of  the  various  classes  of  securities  by  the  acqui- 
sition of  other  companies,  or  by  mergers  and  consolidations  is  greater 
]n  the  case  of  investment  companies  and  investment-holding  compa- 
nies than  in  the  case  of  ordinary  industrial  or  commercial  corpora- 
tions. For  the  latter  types  of  companies  to  consummate  a  merger  or 
consolidation,  problems  of  cash  resources,  disposal  of  equipment  and 
physical  properties,  and  coalescence  of  function  must  be  solved.  In- 
vestment companies,  constituting,  as  they  generally  do,  large  pools 
of  liquid  assets  and  being  practically  unrestricted  in  the  nature  of 
their  operations  can  much  more  readily  engage  in  the  acquisition  of 
other  investment  companies  or  the  consummation  of  mergers  and  con- 
solidations with  other  investment  companies. 

8.  THE  SOLICITATION  OF  THE  PKEFERRED  STOCK  AT 
PRICES  DEPRESSED  BY  THE  MANAGEMENT  AND 
THE  SUBSEQUENT  LIQUIDATION  OF  THE  COMPANY 
AT  PROFITS  RESULTING  FROM  THE  DIFFERENCE 
BETWEEN  THE  PURCHASE  PRICE  AND  THE  ASSET 
VALUE  OF  PREFERRED  STOCK 

a.  National  Securities  Investment  Company 

Not  infrequently  the  sponsor  and  principal  common  stockholder  of 
a  leverage  investment  company  can  utilize  his  influence  with  the  pre- 
ferred stockholders  to  cause  them  to  sell  their  shares  to  others  at 
losses  in  asset  value.  This  activity  is  normally  associated  with  the, 
prior  transfer  of  the  negative  asset  value  common  stock  held  by  the 
sponsor  to  another  group  which  is  seeking  to  acquire  the  assets  of  the 
company  for  a  total  consideration  less  than  the  value  of  the  investment 
company's  assets.  An  illustration  of  this  possible  activity  on  the  part 
of  the  common  stockholder  is  furnished  by  the  history  of  National 
Securities  Investment  Comj^any  ^^^  which  was  organized  in  1926  by  the 
investment  banking  firm  of  A.  G.  Becker  &  Co.,  of  Chicago,  Illinois. 
By  September  1931,  the  net  assets  of  the  company  had  declined  to  ap- 
proximately $11,000,000  as  compared  with  assets  of  approximately 
$30,000,000  in  1929.  The  preferred  stock  of  the  company  which  was 
entitled  on  dissolution  of  the  company  to  a  first  claim  against  its  assets 
up  to  $100  and  accrued  unpaid  dividends,  had  in  September  1931  a 
liquidating  value  of  approximately  $80  a  share  but  was  selling  in  the 
market  at  a  price  of  $50  a  share.  The  939,144  shares  of  the  common 
stock  of  the  company,  of  wdiich  A.  G.  Becker  &  Co.  had  acquired  641,658 
shares  at  a  cost  of  $1,900,000,  had  no  asset  value. 

On  September  25,  1931,  A.  G.  Becker  &  Co.  and  Atlas  Corporation 
reached  an  agreement  which  provided  that  Atlas  Corporation  was  to 
purchase  A.  G.  Becker  &  Co.'s  holdings  of  the  common  stock  of  Na- 
tional Securities  Investment  Company  at  a  price  of  $3  a  share  or  a 
total  price  of  $1,900,000— the  actual  cost  of  the  shares  to  A.  G.  Becker 
&  Co.,  although  the  connnon  stock  at  this  time  had  no  asset  value  what- 


381  For  a  detailed  discussion  of  National  Securities  Investment  Company  and  other  in- 
stances of  this  type  of  activity,  see  Ch.  IV  of  this  part  of  the  report. 
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soever.  Atlas  Corporation,  however,  was  to  pay  A.  G.  Becker  &  Co. 
the  stipulated  price  for  the  latter's  common  stock  after  Atlas  Corpo- 
ration acquired  the  preferred  stock  of  National  Securities  Investment 
■Company  at  prices  less  than  the  asset  value  of  the  preferred  stock. 
In  other  words,  a  portion  of  the  ultimate  gain  in  asset  values  to  be 
derived  by  Atlas  Corporation  throuoh  its  purchase  of  National  Securi- 
ties Investment  Company  preferred  stock  at  less  than  asset  value  was 
to  be  paid  over  to  A.  G.  Becker  &  Co.  in  the  price  Atlas  Corporation  was 
paying  the  sponsors  for  their  common  stock. 

The  agreement  provided  that  A.  G.  Becker  &  Co.,  which  had  been 
.actively  supporting  the  market  in  the  preferred  stock  of  National  Se- 
curities Investment  Company,  was  not  to  compete  with  Atlas  Corpo- 
ration in  the  purchase  of  the  preferred  stock  of  National  Securities 
Investment  Company,  but  was  to  buy  such  stock  only  for  the  account 
of  Atlas  Corporation.  A.  G.  Becker  &  Co.  became  Atlas  Corpora- 
tion's brokers  and  purchased  the  preferred  stock  of  National  Secu- 
1  ities  Investment  Company  at  prices  fixed  by  Atlas  Corporation — 
]«rices  which  were  substantially  below  the  asset  value  of  the  shares, 
tilthough  higher  than  the  market  price  of  comparable  investment 
i-ompany  securities. 

On  September  25,  1931,  the  market  price  of  the  preferred  stock  of 
National  Securities  Investment  Company  was  $50  per  share.  On  Sep- 
tember 30,  1931,  five  days  later,  as  a  result  of  the  cessation  of  market- 
supporting  activities  by  A.  G.  Becker  &  Co..  the  passing  of  dividends 
on  the  preferred  stock  and  a  general  market  decline,  the  market  price 
i)i  the  preferred  stock  of  National  Securities  Investment  Company 
was  $37  a  share. 

Of  92,974  shares  of  the  preferred  stock  of  National  Securities  In- 
vestment Company  purchased  by  Atlas  Corporation  between  1931 
and  1935,  the  year  of  the  dissolution  of  National  Securities  Invest- 
ment Company,  740,072  shares  were  purchased  through  A.  G.  Becker 
&  Co.  Atlas  Corporation  also  acquired  in  addition  approximately 
60,000  shares  of  tlie  preferred  stock  of  National  Securities  Invest- 
ment Company  by  means  of  exchange  offers  of  Atlas  Corporation's 
securities.  These  exchanges  were  recommended  to  the  preferred 
stockholders  of  National  Securities  Investment  Company  by  A.  G. 
Becker  &  Co.,  apparently  without  disclosure  to  such  stockholders  of 
the  fact  that  A.  G.  Becker  &  Co.  was  to  receive  commissions  from 
Atlas  Corporation  for  its  service  in  this  connection. 

Preferred  stockholders  of  National  Securities  Investment  Com- 
pany who  sold  their  shares  to  Atlas  Corporation  or  exchanged  them 
for  the  latter  company's  shares  suffered  immediate  losses  in  asset 
values  of  approximately  $1,880,000.  However,  A.  G.  Becker  &  Co., 
which  aided  Atlas  Corporation  in  acquiring  the  preferred  stock  suc- 
ceeded in  selling  its  connnon  stockholdings  in  National  Securities 
Investment  Company,  which  had  no  asset  value  at  this  time,  for 
$1,900,000.  Robert  C.  Schaffner.  chairman  of  the  Board  of  A.  G. 
Becker  &  Co.,  testified  as  follows :  ^®- 

Q.  And  necessarily,  A.  G.  Becker  &  Co.,  and  for  that  matter,  Atlas  Corpora- 
tion, would  only  gain  under  those  circumstances  at  the  expense  of  the  stock- 
holder, isn't  that  so? 

A.  At  the  expense  of  the  stockholder  who  sold 


'  Public  Examination,  National  Securities  Investment  Company,  at  14382. 
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Q.  That  is  right? 

A.  Yes.  i 

Q.  And  a  stockholder  who  sold  his  stock  was  an  individual  entitled  to  $73.32. 
The  peg  is  pulled,  the  stock  declined ;  the  stock  is  picked  up  and  the  sponsor  is 
getting  a  cut  on  the  difference  between  the  asset  value  and  the  market  value, 
isn't  that  so? 

A.  Yes. 

9.  PREVENTION  OF  POSSIBLE  DISPLACEMENT  OF  THE 
EXISTING  "MANAGEMENT"  THROUGH  THE  CONTIN- 
GENT VOTING  PARTICIPATION  OF  THE  PREFERRED 
STOCK 

a.  American  Capital  Corporation 

The  American  Capital  Corporation,  one  member  of  a  group  of 
investment  companies  ^^^  sponsored  and  controlled  by  the  Jonathan 
B.  Lovelace  and  E.  E.  MacCrone  and  Company  interests,  was  incor- 
porated in  May  1928  in  the  State  of  Delaware.^^*  Its  capital  struc- 
ture comprised  issues  of  prior  preferred  and  preferred  stock  and 
common  stock  (Classes  A  and  B).^*^  By  provision  in  the  Certificate 
of  Incorporation  ^^'^  the  common  stock  was  endowed  with  sole  and  ex- 
clusive voting  power  for  all  corporate  purposes,  subject,  however,  to 
certain  contingent  voting  rights  granted  to  each  class  of  the  pre- 
ferred.^^^  The  prior  preferred  was  entitled  to  the  payment  of  divi- 
dends before  any  dividends  could  be  paid  upon  or  set  apart  for  any 
other  class  of  the  outstanding  preferred  and  common  stock  of  the 
American  Capital  Corporation.^^^  Upon  the  company's  default  in 
these  dividends  for  a  period  of  two  years  exclusive  voting  power 
was  then  to  vest  in  the  prior  preferred,^^''  There  was  a  similar  pro- 
vision for  the  protection  of  the  holders  of  the  preferred  stock.  Sub- 
ject to  the  rights  of  the  prior  preferred  exclusive  voting  power 
likewise  was  to  vest  in  the  preferred  stock  upon  default  for  a  period 
of  two  years  of  full  payment  of  dividends  due  on  this  class  of  the 
capital  stock.^^** 

From  its  inception,  American  Capital  Corporation  remained 
under  the  control  of  closely  identified  sponsor  and  management 
interests.  These  individuals  by  means  of  management  contracts,  in- 
tercompay,  and  personal  stockholdings  and  a  closely-woven  interlock- 
ing of  officers  and  directors,  maintained  their  control  of  each  of  the 
companies  within  the  American  Capital  Corporation  group.  While 
in  the  normal  course,  control  of  American  Capital  Corporation  by 
the  sponsor  interest  was  not  seriously  threatened,  yet  it  was  possible 
under  the  terms  of  the  Certificate  of  Incorporation  for  the  exclusive 

388  Including  The  Investment  Company  of  America,  Pacific  Southern  Investors,  Inc.,  and 
Pacific  Investors,  Inc. 

=^*  Reply  to  the  Commission's  questionnaire  for  American  Capital  Corporation,  Pt.  I  (Items 
1  and  5). 

=86  Id.,  Pt.  II,  Exhibit  A. 

»83  Id.,  Pt.  I,  Exhibits  A  and  B. 

»8^Id.,  Exhibits  A  and  B,  Sec.  Fourth,  K,  1  (p.  8). 

»88Id.,  Sec.  Fourth,  a  (p.  5). 

38»Id.,  Sec.  Fourth,  e,    (p.  6). 

»o«Id.,  Sec.  Fourth,  i,  (p.  8). 
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voting  power  to  vest  in  the  preferred  stock.^^^  This  possible  threat 
to  management — the  common  stock  stripped  of  all  voting  power  and 
exclusive  voting  power  transferred  to  holders  of  preferred  stock — 
did  become  imminent.  The  inside  interests  protected  themselves 
against  this  contingency  by  having  another  company  within  the 
group,  concurrently  with  the  defaults  in  dividends  on  the  part  of 
American  Capital  Corporation,  acquire  the  necessary  amount  of  the 
j^referred  stock  of  the  latter  company. 

In  1933,  when  American  Capital  Corporation  first  passed  the  reg- 
ular dividend  payment  due  on  its  outstanding  preferred  stock,^**^  The 
Investment  Company  of  America  ^°^  began  to  acquire  substantial  hold- 
ings of  the  defaulted  preferred.  By  December  31,  1934  it  had  ac- 
quired, at  a  cost  of  $274,199.00,  16,861  shares  of  the  preferred  stock  of 
the  American  Capital  Corporation.^^*  During  this  period,  American 
Capital  Corporation  had  been  defaulting  with  regularity  on  this  same 
issue  of  preferred  stock.  Although  partial  dividend  payments  were 
made  during  the  period,  by  December  31,  1935,  the  stock  had  fallen 
into  arrears  of  21/2  years.^^^  On  this  date,  Pacific  Southern  Investors, 
Inc.,''^*'  held  20,637  shares  of  the  defaulted  preferred  stock  of  Ameri- 
can Capital  Corporation,  960  shares  of  which  had  been  acquired 
during  1934.-^^  Of  the  balance  acquired  during  1935,  16,761  shares 
represented  the  holdings  in  this  stock  by  The  Investment  Company  of 
America  as  of  December  31,  1934.  Pacific  Southern  Investors,  Inc. 
had  acquired  this  block  of  preferred  stock  from  the  Investment  Com- 
pany of  America  by  means  of  an  intercompany  exchange  of  securities 
during  1935  on  an  equal  market  value  basis. ^'^^  This  total  of  20,637 
shares  of  the  preferred  stock  of  American  Capital  Corporation  held 
by  Pacific  Southern  Investors,  Inc.  at  the  close  of  1935  represented 
20%  of  the  102,450  shares  then  outstanding  ^'^^  and  this  block  might 
reasonably  have  been  expected  to  constitute  working  control  of  the 
company's  affairs  when  exclusive  voting  power  vested  in  the  preferred 
stock. 

The  existing  management  which  heretofore  had  held  control  of 
American  Capital  Corporation  as  long  as  voting  power  resided  in  the 
common  stockj^o"  may  have  been  in  an  even  better  position  with  regard 
to  control  with  the  vesting  of  exclusive  voting  power  in  the  preferred. 
By  virtue  of  intercompany  and  personal  holdings  and  the  interlocking 

3^'  See  supra,  p.  1798. 

^  Reply  to  the  Commission's  questionnaire  for  American  Capital  Corporation,  Pt.  IV,  Item 
27   (b)  and  Pt.  V.  Item  39. 

393^  group  member.     See  infra. 

^^  Reply  to  tlie  Commission's  questionnaire  for  The  Investment  Company  of  America, 
Pt.  III. 

^  Op.  cit.  supra,  note  392. 

^^  Another  group  member.     See  infra. 

•"»'  Reply  to  the  Commission's  questionnaire  for  Pacific  Southern  Investors,  Inc.,  Pt.  III. 

=»8  Derived  from  supplementary  information  supplied  the  Commission  for  Pacific  Southern 
Investors,  Inc.,  Table  41. 

333  Reply  to  the  Commission's  questionnaire  for  American  Capital  Corporation,  Pts.  II  and 
IV,  Item  28,  Table  7. 

^90  At  the  close  of  1935,  oflBcers  and  directors  of  American  Capital  Corporation  personally 
held  a  total  of  52,438  shares  of  the  common  stock  of  American  Capital  Corporation  (op.  cit. 
supra,  note  399.  Pt.  V,  Table  15)  or  7%  of  the  743,134  shares  outstanding  (id.,  Pt.  V,  Table 
15a,  and  derived  from  supplementary  information  supplied  the  Commission  for  American 
Capital  Corporation).  Including  78,901  shares  held  by  Pacific  Southern  Investors,  Inc.,  the 
percentage  amounts  to  17.7%   (ibid.). 
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of  offices  and  directors  this  same  management  in  American  Capitaf 
Corporation  was  able  to  direct  the  voting  of  the  20,637  shares  of  the 
preferred  stock  of  that  company  then  held  in  the  portfolio  of  Pacific 
Southern  Investors,  Inc. 

Pacific  Investors,  Inc.  held  nearly  40%  of  the  voting  common  stock 
of  Pacific  Sonthern  Investors,  Inc.  at  the  close  of  1935.-*°^  Officers  and 
directors  who  were  identified  with  all  three  companies  held  more  than 
60%  of  the  voting  stock  of  Pacific  Investors,  Inc.*''-  In  addition  to 
these  substantial  intercompany  and  personal  holdings,  practically  all 
of  the  officers  and  directors  of  American  Capital  Corporation  were 
also  officers  and  directors  in  both  Pacific  Southern  Investors,  Inc.  and 
Pacific  Investors,  Inc.*°^ 

With  continued  default  by  American  Capital  Corporation  on  its 
preferred  stock  dividends,  exclusive  voting  power  vested  in  that  class 
of  stock.  Accordingly,  a  meeting  of  the  shareholders  '^°*  of  American 
Capital  Corporation  was  held  on  A  pril  27.  1936.  Of  the  total  102,450' 
preferred  shares  outstanding,  53,676  shares  were  represented  by  proxy 
at  the  meeting.*''^  Of  this  total  represented  by  proxy,  20,637  shares- 
or  38.5%  of  the  total  shares  voted  were  then  held  by  Pacific  Southern 
Investors,  Inc.*""  The  existing  management  of  American  Capital 
Corporation  remained  unchanged.*"^ 

401  For  number  of  shares  held  by  Pacific  Investors,  Inc.,  see  op.  cit.  supra,  note  397,  Pt. 
V,  Item  52,  Tables  15  and  15a  ;  for  total  shares  outstanding  of  Pacific  Southern  Investors, 
Inc.,  see  id.,  Pt.  IV,  Item  28,  Table  7. 

402  For  number  of  shares  held,  see  op.  cit.  supra,  note  398,  Pt.  V,  Item  52,  Tables  15  and 
15a  ;  for  total  shares  outstanding,  see  id.,  Pt.  IV,  Item  28,  Table  7. 

«2  See  the  following  : 

Name  of  officer  or  director  Positions  held 

Henry  S.  McKee President  and  director  of  American  Capital  Corpora- 
tion, Pacific  Southern  Investors,  Inc.,  Pacific  In- 
vestors. Inc.,  and  director  of  The  Investment  Com- 
pany of  America. 

E.  J.  Nolan Treasurer  and  director  in  American  Capital  Corpora- 
tion. Pacific  Southern  Investors,  Inc.,  and  director  in 
Pacific  Investors,  Inc. 

Edward  D.  Lyman Vice  president  and  director  in  American  Capital  Cor- 
poration, Pacific  Southern  Investors.  Inc.,  and  Pa- 
cific Investors,  Inc.,  and  director  of  The  Investment 
Company  of  America. 

N.  Spencer  Dennis Vice  president  and  director  in  American  Capital  Cor- 
poration, and  Pacific  Southern  Iiivestors,  Inc.,  and 
director  in  Pacific  Investors,  Inc. 

Jefferson  P.  Chandler Director    in    American    Capital    Corporation,     Pacific 

Southern  Investors.  Inc.,  and  Pacific  Investors,  Inc. 

Jonathan  B.  Lovelace President  and   director.    The   Investment    Company   of 

America  ;  chairman  of  the  Investment  Committee  and 
director  in  American  Capital  Corporation  and  Pacific 
Southern  Investors,  Inc.,  and  director  in  Pacific  In- 
vestors, Inc. 

Lindley  C.  Morton Director  in  the  American  Capital  Corporation,  Pacific 

Southern  Investors,  Inc.,  and  Pacific  Investors,  Inc. 

E.  A.  Orwig Secretary  and  assistant  treasurer  in  American  Capital 

Corporation,  and  Pacific  Southern  Investors,  Inc.,  and 
Pacific  Investors,  Inc. 

Frederick  Hore Assistant  secretary  in  Pacific  Southern  Investors,  Inc., 

and  American  Capital  Corporation,  and  assistant 
secretary  and  assistant  treasurer  in  Pacific  Investors. 
Inc. 

J"'  Only  the  preferred  stockholders  attended  as  voting  power  now  resided  exclusively  in 
them. 

4*3  Derived  from  supplementary  information  supplied  the  Commission  for  American  Capital 
Corporation. 

*™  See  supra,  p.  1799. 

■""  It  was  voted  at  this  meeting  to  award  Jonathan  B.  Lovelace,  a  diroctoT  in  all  three 
of  these  companies,  a  call  on  70,000  shares  of  the  Class  B  common  stock  of  American 
Capital  Corporation,  exercisable  at  $1.00  per  share  at  any  time  on  or  before  December  31, 
1941.     The  right,  however,  was  not  to  become  exercisable  until  such  time  as  the  asset  vahie 
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10.  DISSIPATION  OF  THE  ASSETS  OF  THE  COMPANY  AND 
"UNLOADINGS"  UPON  THE  COMPANY  BY  THE  "COM- 
MON STOCK  CONTEOL,"  THUS  RENDERING  INEFFEC- 
TIVE THE  RIGHTS  OF  PRIORITY  ON  DISSOLUTION  AND 
LIQUIDATION  GRANTED  THE  SENIOR  SECURITIES 

It  was  stressed  above  that  the  preference  up  to  the  par  of  their 
shares  or  up  to  a  stated  amount  in  the  distribution  of  assets  upon  dis- 
solution is  considered  one  of  the  most  vital  attributes  of  preferred 
stock.'*°^  The  fixed  priority  in  dissolution  *°^  purports  to  accord  the 
preferred  shareholders  the  element  of  greater  security  as  a  substitute 
for  the  right  to  unrestricted  participation  in  surplus  profits  generally 
awarded  to  common  stockholders.  Nevertheless,  in  the  investment 
company  field,  this  provision  has  been  found  inadequate,  to  a  large 
extent,  "to  protect  the  preferred  stock  from  exploitation  by  and  in 
favor  of  the  common  stockholder.*^" 

Tlie  preferred  stock  has  generally  been  denied  an  effective  partici- 
pation in  the  management.*"  The  administration  of  affairs  and  the 
disposition  of  assets  in  the  operation  of  companies  have  been  largely 
concentrated  in  the  hands  of  common  stockholders.*^^  The  latter  have 
thus  been  in  a  position  to  dissipate  assets  in  connection  with  self-serv- 
ing enterprises  or  to  unload  properties  of  dubious  A^alue  upon  the  com- 
panies or  to  route  to  themselves  the  avenues  of  profit  with  the  result 
that  upon  dissolution  little  or  no  assets  are  available  to  satisfy  the 
priority  rights  of  the  preferred  stock. 

The  many  ways  in  which  "managements"  have  denuded  investment 
companies  of  assets  through  implicating  companies  in  activities  moti- 
vated by  objectives  ulterior  to  consideration  of  the  companies'  welfare 
are  described  in  detail  in  other  parts  of  this  report.*"  Several  of  the 
companies  whose  histories  have  been  described  in  detail  in  an  earlier 
chapter  of  this  report  *^*  pointedly  illustrate  this  phenomenon.  So  far 
as  the  multiple-security  company  is  concerned,  it  is  obvious  that  once 
common  stock  equity  has  disappeared,  any  further  dissipation  or  re- 
duction of  assets  is  entirely  at  the  expense  of  the  senior  securities. 

of  the  Class  A  common  stock  should  equal  .f32  per  share.  This  class  of  common  had  an 
asset  value  of  $21.03  per  share  at  the  time  the  right  was  awarded.  The  purpose  of  this 
award,  it  was  said,  was  that  it  served  as  a  remuneration  to  Mr.  Lovelace  for  his  past  serv- 
ices to  the  company  through  his  research  organization,  the  Investment  Research  Corporation, 
ard  to  assure  his  continuance  in  the  management. 

The  option  was  granted  when  the  Class  B  was  selling  at  about  $21.  At  the  time  the  Class 
A  would  have  reached  $32  per  share  in  asset  value,  making  the  call  on  the  Class  B  exer- 
cisable, the  Class  B  would  still  have  had  no  asset  value  of  its  own,  and  thus  the  exercise  of 
the  right  by  Mr.  Lovelace  at  $1.00  per  share  would  not  operate  to  dilute  the  Class  B.  If, 
however,  the  asset  value  of  the  B  stock  rose  to  above  $1  and  Mr.  Lovelace  then  exercised  his 
right,  a  dilution  would  be  effected. 

*«s  See  supra,  pp.  1569-75. 

«3  Possibly  derived  from  tbe  theory  cf  the  return  of  principal  involved  in  the  loan  of 
funds.  Stevens,  W.  H.  S.,  "Participation  in  Assets  in  Dissolution,"  The  Journal  of  Busmess 
of  the  University  of  Chicago  (1937),  Vol.  X. 

"» This  is  not  intended  to  imply  that  in  other  fields  this  fixed  priority  has  proven  adequate. 

^^^  See   supra. 

^'^  See   supra. 

"^  See  Ch.  VII  of  this  part  of  the  report  which  relates  to  the  management  of  assets. 
and  also  the  detailed  histories  of  investment  companies  in  Ch.  II. 

*"  See  Ch.  II  of  this  part  of  the  report. 
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B.  Specific  Inequities  in  Relation  to  Bonded  Indebtedness^ — Con- 
flict of  Interest  Between  Debentures  and  Equity  Securities  ^^^ 

The  term  "funded  debt"  ^'^^  or  "bonded  debt"  may  be  defined  as  the 
fixed  obligations  of  the  company,  for  a  more  than  transient  borrow- 
ing of  capital,  evidenced  by  an  indenture  which  contains  all  of  the 
provisions  for  security  and  repayment,  and  under  which  units  evi- 
dencing the  debt,  called  debentures,  are  issued.  The  debentures  also 
contain  an  abridged  statement  of  the  amount,  date,  period,  and  provi- 
sions for  security  and  repayment. 

The  indentures  may  be  either  collateral  trust  agreements,  that  is, 
agreements  which  provide  that  specific  collateral,  usually  deposited 
with  the  trustee,  shall  be  security  for  performance  of  the  company's 
obligations  thereunder,  or  debenture  indentures,  which  do  not  provide 
specific  collateral  security,  but  make  certain  provisions  for  repayment, 
maintenance  of  asset  ratios,  sinking  fund,  interest  payments,  and  such 
matters.  Or,  classified  otherwise,  they  may  be  either  closed-end  or 
open-end  in  form,  that  is,  may  provide  that  all  the  bonds  to  be  issued 
shall  be  constituted  of  the  original  issue  and  specifically  provided  for 
in  the  indenture,  or  may  provide  for  subsequent  issues  under  the  same 
indenture,  provided  certain  requirements  are  met. 

The  indenture  is  in  form  an  agreement  under  seal  whereby  the 
issuing  company  agrees  with  the  trustee  as  to  all  pertinent  matters 
and  whereby,  for  a  consideration,  the  trustee  agrees  to  authenticate 
the  issue,  care  for  the  mechanics  of  payment,  keep  safe  the  collateral, 
if  any,  and  act  as  the  representative  of  and  conservator  for,  the  bond- 
holders' interests. 

Since  the  bondholder,  generally,  has  a  fixed  limited  priority  claim 
to  interest  and  distribution  of  assets  on  dissolution  and  normally  has 
no  right  to  participate  in  the  management  nor  any  right  to  surplus 
profit,  he  has  been  grouped  with  the  preference  stockholder  in  the 
general  category  of  "senior  security  holder."  *^^  The  discussion  in  the 
preceding  section  *^^  concerning  the  incompatibility  of  the  interests 
of  "senior  securities"  and  "equity  securities"  in  the  multiple-security 
investment  company  embraced  the  bondholder  as  well  as  the  prefer- 
ence stockholder.  This  section  of  the  report  will  discuss  the  prob- 
lems relating  to  bonds  and  debentures  in  connection  with  (1)  the 
failure  to  provide  adequate  protective  features  in  debentures;  and 
(2)  the  ineffectiveness  of  protective  clauses  to  safeguard  bond  or 
debenture  holders. 

The  supposed  advantage  of  the  creditor  status  of  the  bondholder, 
in  contrast  to  the  proprietary  status  of  the  stockholder,  may  at  times 
be  illusory .''^^  While  the  bondholder  is  the  recipient  of  a  promise  to 
pay  fixed  amounts  of  interest  at  fixed  intervals  and  to  return  his 
principal  at  the  fixed  maturity  date,  he  is  nevertheless  like  any  other 
creditor,  secured  or  unsecured,  not  immune  from  the  risks  and  uncer- 

*"  Of  the  186  incorporated  and  unincorporated  investment  trusts  and  investment  com- 
panies of  tbe  management  type  studied,  33  trusts  and  companies  had  funded  debt  out- 
standing on  or  at  some  time  prior  to  May  26,  1936. 

""  See  supra,  p.   1570-2. 

■*"  See  supra,  p.  1576.  The  bondholder  generally  also  has  a  fixed  limited  priority  to  tlie 
amount  of  principal  on  the  maturity  date  and  to  the  amount  of  interest  on  the  interest 
date. 

«'  See  supra,  p.  1594-1707. 

*"  Dewing,  A.  S.,  Financial  Policy  of  Corporations  (3d  rev.  ed.,  1934),  pp.  103-8. 
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tainties  of  the  corporate  enterprise.  In  many  fundamental  respects, 
the  bondholder's  position  of  creditor  is  no  different  from  the  position 
of  a  stockholder.  Realistically  the  bond  or  debenture  holder  can 
receive  his  interest  like  the  stockholder  his  dividends,  if  such  dis- 
tributions are  not  to  constitute  a  return  of  capital,  only  from  the 
earnings  of  the  enterprise.  If  the  corporation  suffers  losses  instead 
of  earning  profits,  the  bondholder  is  unable  to  procure  his  "interest" 
just  as  the  stockholder  will  fail  to  receive  his  "dividends."  The 
bondholder,  like  the  stockholder,  has  no  assurance  that  the  enterprise 
will  be  profitable. 

In  investment  companies,  perhaps  more  often  than  in  other  fields, 
provisions  are  found  which  presumably  aim  at  protecting  the  bond- 
holder prior  to  the  time  when  there  has  been  a  default  in  payment  of 
principal  or  interest — such  as  the  required  maintenance  of  a  margin 
of  assets  above  the  principal  amount  of  bonds  (a  "touch-off"  clause), 
which  purports  to  secure  to  the  bondholder  full  liquidation  of  his 
debt  while  there  are  still  sufficient  assets  of  the  corporation.  Such 
provisions  are  comparatively  rare  in  the  case  of  preferred  stock.  The 
bondholder  therefore  would  appear  to  be  in  a  more  protected  position 
than  the  preferred  stockholder  throughout  the  history  of  the  com- 
pany— aside  from  the  former's  status  of  creditor.  It  will  be  shown, 
however,  that  such  supposed  safeguards  have  been  rarely  enforced  or 
enforceable  and  that  their  presence  has  not  proved  an  unqualified  ad- 
vantage to  the  bondholder.  Moreover,  in  many  instances  no  attempt 
has  been  made  to  grant  even  such  safeguards  to  the  bonds  or  deben- 
tures. In  such  instances,  the  debenture  holder  has  been  in  substance 
little  more  than  a  first  preferred  stockholder,  without  any  voting 
rights,  regular  or  contingent. 

In  addition  to  the  many  vital  problems  of  economic  and  corporate 
finance,  created  by  bonds  or  debentures  in  the  capital  structures  of 
investment  companies,  the  presence  of  these  types  of  securities  in  the 
capitalization  of  an  investment  company,  because  of  the  nature  of  the 
bondholder's  claim,  engenders  conflicts  of  interest  between  the  holders 
of  these  securities  and  the  holders  of  equity  securities  which  may  be 
detrimental  to  both  these  classes  of  security  holders. 

In  many  respects  the  antagonism  of  interests  between  the  bond- 
holder and  the  common  stockholder  in  an  investment  company  is 
similar  to  that  which  exists  between  the  holders  of  preferred  stocks 
and  of  common  stocks.  The  character  of  the  bondholder's  claim 
against  the  corporate  assets  accentuates  this  conflict  between  different 
classes  of  securities  in  the  capital  structure.  Preferred  stockholders 
have  a  preferential  ownership  interest  in  the  corporate  assets  and  a 
preferential  claim  against  the  corporate  earnings.  However,  this 
ownership  interest  usually  is  realizable  only  in  a  dissolution  or  wind- 
ing up  of  the  investment  company.  But  the  preferred  stockholder 
normally  has  no  power  to  compel  a  dissolution  of  the  company,  since 
the  common  stock  is  almost  universally  vested  with  the  sole  power  to 

«"  The  state  laws  usually  authorize  a  voluntary  dissolution  of  a  corporation  only  on 
the  vote  of  the  holders  of  two-thirds  of  is  vo,ting  securities.  See  Ch.  IV  part  of  the 
report,  pp.  1410  et  seq.  In  few  cases  are  the  preferred  stockholders  of  an  investment 
company  granted  two-thirds  of  the  voting  power  even  on  a  default  in  the  payment  of 
dividends.  Normally  an  involuntary  dissolution  of  the  investment  company  will  occur 
only  because  of  its  inability  to  meet  the  claims  of  creditors  such  as  bondholders  or 
b'^cause  of  action  by  state  officials  for  noncompliance  with  the  laws  of  the  state  of 
incorporation  of  the  company. 

153.373—41 65 
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compel  a  dissolution  of  the  company /'°  As  a  consequence,  a  decline 
in  the  assets  of  the  investment  company  to  an  amount  equal  to  or  less 
than  the  total  of  the  preferred  stockholders'  liquidating  preference 
on  dissolution  or  a  default  in  dividends  on  the  preferred  stock  gives 
the  preferred  stockholder  no  right  to  compel  payment  of  his  prefer- 
ential claim ;  at  most  the  dividends  accumulate  and  serve  to  augment 
the  preferential  claim  of  the  preferred  stockholder  on  any  dissolution. 
The  management,  therefore,  is  under  no  compulsion  to  adjust  the  cor- 
porate investment  policies  in  a  manner  which  will  protect  the  pref- 
erential claims  of  the  preferred  stockholder. 

However,  the  claim  of  the  bondholder  against  the  corporate  assets 
of  investment  companies  is  that  of  a  creditor.  As  such,  the  bond- 
holder on  a  default  in  payment  of  interest  or  principal  may  in  the 
proper  circumstances  institut4>  legal  proceedings  to  subject  the  cor- 
porate assets  to  the  satisfaction  of  his  claim.  And,  unlike  the  case  of 
industrial  companies,  the  possibility  of  reorganization  proceedings 
which  will  alter  or  change  the  nature  of  the  bondholder's  claim  in  an 
investment  company  is  remote.  The  fact  that  the  assets  of  industrial 
corporations  normally  have  no  ready  market  or  can  only  be  sold  at  a 
sacrifice  in  value  usually  impels  bondholders  in  such  companies  to 
submit  to  a  reorganization  of  their  rights  and  claims  in  order  to 
retain  a  large  proportion  of  the  actual  value  of  their  investment.  In 
contrast,  however,  the  assets  of  investment  companies  normally  have 
a  ready  and  ascertainable  market.  They  can  be  easily  liquidated  to 
satisfy  in  part  or  in  full  the  claims  of  bondholders.  As  a  result,  the 
holders  of  the  equity  securities  of  an  investment  company  (and  usu- 
ally the  management  of  such  companies  are  large  holders  of  equity 
securities)  face  a  possible  liquidation  of  the  corporate  assets  which 
will  wipe  out  the  interests  of  junior  security  holders  if  a  default  on 
the  company's  outstanding  debentures  or  bonds  occurs.  At  best  a 
reorganization  of  the  company  with  control  of  the  management  and 
investment  policies  of  the  company  transferred  to  the  debenture  hold- 
ers may  occur.  Obviously  this  power  of  the  bondholder  to  satisfy  his 
claim  against  the  corporate  assets  is  antagonistic  to  the  interests  of 
the  equity  security  holders  in  investment  companies.  Consequently 
the  power  of  the  bondholder  to  reduce  his  claim  to  judgment  will  fre- 
quently be  hampered:  and  impeded  by  provisions  in  the  indentures 
creating  the  bonds — the  terms  of  which  indentures  are  solely  within 
the  control  of  the  managements  of  investment  companies,  "who  are 
frequently  the  largest  holders  of  the  equity  securities  of  investment 
companies.*^^ 

Similarly  the  desire  of  the  bondholder  for  security  for  his  claim 
is  sharply  opposed  to  the  desire  of  the  equity  security  holder  for  a 
more  or  less  speculative  policy  of  investment.  From  the  viewpoint 
of  the  common  stockholders  the  important  function  of  the  presence 
of  bonds  in  the  capital  structure  is  to  supply  funds  which  will  impart 
a  "leverage"  to  the  common  stockholder's  securities.  In  other  words, 
the  interests  of  the  common  stockholders  would  require  the  investment 
of  the  fund  derived  from  the  bondholder  in  securities  which  have 
large  possibilities  for  appreciation  in  value  but  which,  conversely, 
may  involve  a  substantial  risk  of  loss.  However,  the  bondholders,  to 
insure  a  relative  stability  in  the  value  of  the  corporate  assets  at 

421  Provisions  of  tbis  nature  are  also  common  in  tbe  trust  indentures  of  the  bonds  of 
industrial  and  other  companies. 
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least  equal  to  the  face  amount  of  the  investment  company's  outstand- 
ing debentures,  would  desire  to  have  the  funds  derived  from  the 
bonds  invested  in  securities  of  relatively  stable  market  values  such 
as  bonds  and  preferred  stocks.  In  practice,  however,  this  conflict 
has  been  resolved  in  favor  of  the  common  stockholders.*^" 

In  fact,  provisions  ostensibly  for  the  security  of  bonds  of  invest- 
ment companies  appear  to  have  been  devised  to  provide  a  minimum 
of  actual  security  to  the  bondholders  and  a  maximum  of  opportunity 
for  managements  to  invest  the  proceeds  of  bond  issues  in  common 
stocks ;  that  is,  to  use  the  bondholders'  funds  to  the  advantage  of  the 
leverage  in  the  equity  securities  of  the  investment  company.*-^  As 
has  been  stated,  the  usual  provision  with  respect  to  security  for  the 
bonds  is  the  so-called  "touch-off"  clause,  that  is,  a  requirement  that 
the  value  of  the  net  assets  of  the  investment  company  must  at  all 
times  be  an  amount  bearing  a  specified  ratio,  usually  125%  to  the  face, 
amount  of  the  investment  company's  debentures.  Rarely  is  any  spe- 
cific security  allocated  to  the  "bonds."  ^^^  The  claim  of  the  "bond- 
holders" is  merely  a  general  claim  against  the  corporate  assets. 

The  protection  to  bondholders  of  the  "touch-off"  clauses  has,  how- 
ever, been  circumvented  by  other  provisions  in  the  indentures  creating 
the  bonds  of  investment  companies.  For  example,  as  will  be  described 
later,  the  indentures  usually  do  not  provide  for  any  independent 

^2  The  portfolio  securities  of  investment  companies  with  bonds  in  their  capital  structure 
have  consisted  predominantly  of  common  stocks.  At  the  year-ends  1930  to  1936,  inclusive, 
the  proportion  of  common  stock  portfolio  securities  to  total  assets  of  investment  companies 
having  bonded  indebtedness  was  as  follows  (Pt.  Two  [House  Doc.  No.  70,  76th  Cong.], 
Ch.  II,  Table  36  of  this  report)  : 

t930  1931  19Si  1933  193-',  1935  1936 

62.0%  49.5%  50.8%  64.2%  62.3%  68.1%  71.2%, 

Another  factor  which  militates  against  the  purchase  of  bonds  or  preferred  stock  for  the 
portfolio  of  investment  companies  having  outstanding  bonded  indebtedness  is  the  necessity 
for  large  earnings  to  cover  the  fixed  charges  of  the  senior  securities.  Thus,  Erwin  Rankin, 
an  officer  and  director  of  the  various  investment  company  subsidiaries  of  United  Founders 
Corporation,  testified  (Public  Examination,  American  General  Corporation,  et  al.,  at 
24875)  : 

For  instance,  when  an  investment  company  has  a  bond  on  which  they  have  to  pay  5% 
and  pay  6%  on  the  preferred,  let  us  say  the  overall  is  a  5%  requirement  on  its 
capital,  that  company  can't  very  well  afford  to  be  buying  bonds  that  yield  3  to  4%. 

*23  "No  doubt  a  sense  of  added  assurance  is  given  to  the  owner  of  an  investment  trust 
bond,  if  he  knows  that  the  issuer  has  invested  in  well-protected  senior  securities  an  amount 
of  capital  equal  to,  or  greater  than,  its  total  outstanding  obligation  ;  but  few  instances  can 
be  cited  of  any  such  requirements  in  the  issuance  of  investment  trust  bonds  *  *  *." 
Robinson,  L.  R.,  Investment  Trust  Organization  and  Management   (1929),  pp.  256-7. 

■^  Of  44  bond  issues  sold  by  33  of  the  investment  companies  replying  to  the  Commis- 
sion's questionnaire,  only  12  issues  were  secured  by  collateral.  The  selection  of  the  col- 
lateral, moreover,  was  placed  entirely  in  the  hands  of  the  management  of  the  investment 
companies  who  invariably  also  had  the  sole  power  to  make  any  substitution  in  the  collateral. 
The  type  of  collateral  securities,  whether  bonds,  preferred  stocks,  or  common  stocks,  also 
was  left  to  the  complete  discretion  of  the  management.  In  fact  nothing  prevented  the 
management  from  using  the  investment  company's  own  common  stock  as  collateral.  Divi- 
dend interest  and  profits  on  sales  of  the  collateral  security  also  invariably  were  awarded 
to  the  investment  company  itself  and  were  not  used  to  augment  the  security  of  the  bond- 
holders. In  all  cases  the  trust  indentures  contained  a  provision  similar  to  a  "touch-off" 
clause,  and  subject  to  the  deficiencies  of  such  clauses  discussed  infra,  requiring  the  value 
of  the  collateral  at  all  times  to  be  equivalent  to  a  specified  percentage,  usually  125%  of  tbe 
face  amount  of  the  outstanding  debentures.  However,  in  only  3  cases  was  there  any  pro- 
vision permitting  (but  not  requiring)  the  indenture  trustee  to  make  an  indei>endent  ap- 
praisal of  the  value  of  the  collateral.  In  all  other  cases  the  appraisal  of  the  value  of  the 
collateral  was  confined  exclusively  to  the  management  of  the  investment  company. 
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appraisal  of  the  corporate  assets;  the  determination  of  the  value  of 
the  assets  of  the  investment  company  usually  is  placed  exclusively  in 
the  hands  of  the  company's  management  which  may  have  a  self 
interest  in  avoiding  the  incidence  of  the  "touch-off"  provisions. 

Moreover,  in  practice  the  operation  of  the  "touch-off"  clause  has 
proved  disastrous  to  common  stockholders,  and  has  not  been  without 
harmful  results  to  bondholders.  It  has  been  noted  that  usually  the 
management  inclines  toward  adopting  the  more  speculative  policy 
favored  by  the  common  stockholder  rather  than  the  more  conservative 
policy  favored  by  the  bondholder.  However,  when  a  period  of  seri- 
ously declining  security  values  sets  in,  so  that  the  impingement  of  the 
"touch-off"  clause  becomes  imminent,  the  management  is  frequently 
faced  with  the  unavoidable  necessity  of  reversing  its  policy  and 
liquidating  the  existing  portfolio  at  great  sacrifices  in  order  to  rein- 
vest the  funds  of  the  company  in  securities  of  relatively  stable  market 
values,  such  as  government  bonds,  for  the  protection  of  the  bond- 
holders.*^^ Thus  at  the  very  time  when  the  purchase  or  retention  of 
securities  with  substantial  possibilities  of  appreciation  in  value  might 
be  particularly  desirable  from  the  standpoint  of  the  common  stock- 
holder, the  existence  of  "touch-off"  clauses  will  compel  managements 
to  adopt  a  static  policy  of  investment  in  securities  of  relatively  fixed 
value.*26 

The  "touch-off"  clause  may  also  create  problems  for  the  bondholders. 
Declining  market  values  of  portfolio  securities  usually  will  cause  a 
decline  in  the  market  value  and  in  the  marketability  of  the  bonds  as 

•^5  Thus,  Ray  Morris,  an  officer  and  director  of  Standard  Investing  Corporation,  testified 
witti  respect  to  that  company's  change  in  investment  policy  as  the  result  of  a  possible 
default  occurring  on  its  bonds  in  a  declining  market  for  securities  (Puhlic  Examination, 
General  Investment  Corporation,  at  15243-4)  : 

^  *  *  *  We  were  certainly  handicapped  in  feeling  the  necessity  of  selling  stocks 
in  the  lew  markets,  1932,  to  protect  our  bonds. 

Q.  I  am  curious  about  that.  You  said  that  you  had  to  sell  your  stocks  at  the  lower 
point  of  the  maiket  to  protect  your  bonds;  why  was  that? 

A.  We  didn't  have  to,  Ijut  in  1932  at  the  low,  there  were  certainly  some  weeks  when 
our  bonds  were  not  fully  covered  with  assets  and  you  couldn't  tell  how  much  lower  the 
market  was  going  in  those  days  and  the  directors  thought  they  were  protecting  the 
bonds  by  selling  stocks  and  holding  cash  or  buying  aovernment  bonds  or  something  of 
the  sort  or  a  coverage  for  the  bonds  because  they  thought  that  the  assets  might  con- 
tinue to  shrink  to  a  point  where  defaults  on  the  bonds  would  be  brought  about.  Now 
in  the  light  of  retrospect  that  was  wrong.  If  we  held  the  stock,  we  would  have  done 
much  better,  and  to  that  extent  that  was  undoubtedly  bad  management,  because  it 
was  bad  judament. 

Q.  The  thing  that  I  am  interested  in  here  was  a  case  where  certain  investment 
policies  were  dictated  by  the  requirements  of  a  complicated  capital  structure  in  the 
trust;  isn't  that  so? 

A.  That  is  true. 

Q.  So  that  you  had  a  situation  in  the  trust  with  a  funded  debt,  and  the  policy  of 
the  corporation  was  diverted  primarily  not  so  much  by  the  advisability  of  liquidating 
the  portfolio  at  that  time  but  by  the  exigencies  of  protecting  the  funded  debt,  isn't 
that  so  ? 

A.  That  is  exactly  correct. 

Q.  Looking  back  in  retrospect,  would  you  say  that  you  would  favor  such  a  compli- 
cated structure  for  investment  trusts? 

A.  No  ;  definitely  not. 

See  also  the  testimony  of  Morton  H.  Pry  and  Ambrose  Benkert,  directors  of  Reliance  Inter- 
national Corporation  and  Reliance  Management  Corporation,  infra,  pp.  1838  and  1842. 

■^'^  Thus  Earle  Bailie,  the  chairman  of  the  board  of  directors  of  Tri-Continental  Corpora- 
tion, testified  (Public  Examination,  Tri-Continental  Corporation,  at  IST.'jT-S)  : 

Q.  Do  you  know  of  any  case  in  which  a  touch-off  clause  as  to  investment  trusts  has 
been  put  into  operation  when  the  bonds  went  into  default? 

A.  There  may  have  been.  I  don't  know  of  any.  I  know  of  a  good  many  manage- 
ments that  have  been  hamstrung  for  six  months  a  year. 

Q.  Hamstrung? 

A.  They  could  not  do  anything.  They  had  to  tr.rn  over  assets  into  cash  to  protect 
themselves  or  buy  bonds  and  increase  the  coverage.  The  whole  thing  is  very  unfor- 
tunate. 
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their  coverage  in  assets  declines.  As  a  result,  managements  have  been 
provided  with  an  opportunity  to  repurchase  the  investment  company's 
bonds  at  prices  substantially  less  than  the  face  value.  The  manage- 
ment may  pursue  a  policy  of  repurchasing  its  outstanding  bonds  at 
a  price  as  low  as  possible  in  order  to  decrease  the  bonded  indebtedness 
at  a  greater  rate  than  a  decline  in  value  of  the  corporate  assets.  This 
procedure  will  benefit  the  common  stockholders  by  increasing  the 
asset  value  of  the  equity  securities  and  when  the  price  paid  is  less  than 
the  asset  value  of  the  bonds — as  is  frequently  the  case — will  result  in 
the  retiring  bondholders  receiving  less  than  the  sum  to  which  they 
would  obtain  on  a  liquidation  of  the  company  or  the  enforcement  of 
the  "touch-off"  clause.  In  some  instances  the  proposal  of  repurchas- 
ing bonds  at  a  large  discount  was  accompanied  by  the  thought  that 
the  company  having  been  temporarily  freed  from  the  menace  of 
the  "touch-off"  provision  might  continue  or  renew  a  speculative  policy 
with  the  remainder  of  the  corporate  funds  in  order  to  afford  the 
junior  shareholders  "the  chance  to  come  back."  ^^^ 

The  complexities  and  problems  introduced  by  the  substantial  con- 
flicts between  the  interests  of  the  common  stockholder  on  the  one 
hand  and  the  desire  of  bondholders  for  a  secured  position  for  their 
investments  on  the  other  and  the  further  dilemma  presented  by  the 
"touch-off"  provision — the  danger  of  its  absence  and  the  menace  of  its 
presence  *^^ — raises  the  question  of  the  propriety  of  bonds  in  the 
capital  structure  of  investment  companies. 

1.  FAILURE  TO  PROVIDE  ADEQUATE  PROTECTIVE 
FEATURES  IN  TRUST  INDENTURES 

a.  Shawmut  Bank  Investment  Trust 

The  entire  cajDital  of  Shawmut  Bank  Investment  Trust  was  con- 
tributed by  purchasers  of  debentures  who  received  without  cost,  in 

^"  See  the  conflict  of  policy  in  tliis  regard  in  the  case  of  The  Investmeait  Company  of 
America  described  in  Ch.  IV  of  this  part  of  the  report,  pp.  1237-77. 

^8  In  view  of  the  disfavor  in  which  the  "touch-ofi:"  provision  is  held  by  a  substantial 
part  of  the  industry,  the  future  tendency  may  well  be  to  withhold  that  type  of  protection 
from  the  bondholder.  Mr.  Bailie  testified  (Public  Examination,  Tri-Continental  Corporation, 
at  18757)  : 

It  [a  touch-off  provision]  is  certainly  impractical,  and  I  have  never  seen  a  touch-ofif 
clause  that  was  practicable  because  it  gives  the  investor  a  feeling  of  safety  which  he 
ought  not  to  have  just  at  the  moment  when  securities  should  not  be  sacrificed.  They 
have  the  contract  that  they  shall  be  sacrificed,  and  I  think  they  are  of  the  devil. 

Under  these  circumstances  the  so-called  uncollateralized  "bonds"  will  be  hardly  more  than 
wholly  unsecured  claims  having — aside  from  the  legal  right  to  compel  payment  on  a  default 
in  principal  or  interest — essentially  the  same  attributes  and  bearing  essentially  the  same 
risks  as  junior  securities.  Mr.  Bailie  testified  (Public  Examination,  Tri-Continental  Corpo- 
ration, at  18749)  : 

Q.  What  protection  should  there  be  for  senior  securities  when  the  assets  fall  below 
the  amount  of  the  outstanding  senior  securities  ? 

A.  I  think  that  the  only  protection  that  the  senior  security  needs  in  an  honestly 
managed  company  is  the  knowledge  of  what  the  assets  are,  backed  up  by  the  further 
fact  that  they  get  the  first  money  taken  out.  That  means  in  certain  cases  an  unsecured 
debenture  may  not  pay  100  cents  on  the  dollar,  but  that  it  is  not  limited  to  the  invest- 
ment-company field.  That  is  a  situation  which  occurs  throughout  industry  when  a 
company  is  successful. 

Q.  Would  you  suggest  calling  them  debentures,  which  is  a  high-sounding  name,  when 
they  are  unsecured  promisorry  notes?     *      *      * 

A.   Unsecured  promissory  notes. 
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addition  to  these  debentures,  warrants  which  enabled  the  holders  to 
obtain  the  common  stock  issued  by  the  investment  company.*-^ 

The  debenture  holders  were  the  recipients  of  practically  none  of  the 
safeguards  or  protections  which  frequently  accompany  bonds  or  de- 
bentures. The  debentures  were  not  supplied  with  a  cushion  of  assets ; 
they  had  no  "touch-off"  clause;  no  sinking  fund  requirements;  no 
reserve  for  interest;  no  provisions  precluding  the  payment  of  divi- 
dends on  common  stock  before  interest  on  the  debentures  was  fully 
paid  or  when  the  debentures  were  not  fully  covered  by  assets;  no 
prohibition  against  the  issuance  of  additional  debentures  having  a 
priority  over  or  a  parity  with  existing  debentures  except  in  certain 
mstances;  no  provision  automatically  accelerating  the  maturity  of 
the  debentures  in  the  event  of  default  in  the  payment  of  interest ; 
and  no  provisions  specifying  events  of  default  or  remedies  upon  de- 
faults. There  was  no  separate  indenture  for  the  debentures,  nor  was 
a  trustee  provided  for  the  debenture  holders.  The  rights,  limitations, 
description,  and  other  matters  relating  to  the  debentures  were  con- 
tained in  two  pages  of  the  declaration  of  trust  under  which  Shawmut 
Bank  Investment  Trust  was  formed  and  under  which  the  trustees 
of  Shawmut  Bank  Investment  Trust  were  vested  with  the  manage- 
ment.*^°  In  short,  the  debenture  holders  were  almost  wholly  unpro- 
tected creditors  of  the  investment  trust. 

The  original  capitalization  of  the  investment  trust  supplied  no 
margin  of  assets  whatsoever  above  the  principal  amount  of  debentures 
issued.  The  investment  trust  sold  $6,000,000  face  amount  of  deben- 
tures—$5,000,000  of  debentures  to  the  public  and  $1,000,000  of  junior 
debentures  to  the  sponsors  for  which  the  investment  trust  received  a 
net  aggregate  of  $5,990,000.*^^  The  common  stock,  given  as  a  kind 
of  bonus  to  the  debenture  holders,  did  not  contribute  to  the  invest- 
ment trust's  resources.'*^-  Hence,  at  the  formation  of  the  investment 
trust  the  aggregate  indebtedness  to  all  the  debenture  holders  ex- 
ceeded the  entire  net  contributions  to  capital.  A  "touch-off"  provision 
with  this  type  of  capitalization  was  manifestly  impossible  since  no 
margin  of  assets  over  principal  amount  of  debentures  existed  at  the 
start. 

Inasmuch  as  the  debentures  had  no  "cushion,"  the  security  of  the 
principal  as  well  as  the  likelihood  of  interest  payments  depended 
entirely  on  the  earnings  and  profits  derived  from  the  trust's  assets. 
Since  these  assets  consisted  largely  of  portfolio  securities  subject  to 
wide  and  rapid  market  fluctuation,  the  precarious  position  of  the 
debentures  is  obvious.  From  1931  to  1936  the  debentures  were  "under 
water."  "^^  In  May  1932,  the  $6,000,000  fund  contributed  by  deben- 
ture holders  had  shrunk  to  less  than  $3,000,000.*^*  Had  there  been 
the  protection  afforded  by  a  "cushion"  of  junior  money  supplied  by 
other  than  debenture  holders,  the  impairment  of  bondholders'  capital 

«9por  a  discussion  of  tlie  capital  sturctuie  and  leverage  features  of  this  company  see 
supra,  pp.  1618-19.  For  the  distribution  aspects  of  this  company  see  Ch.  Ill  of  this  part 
of  the  report,  pp.  904-8. 

""  Reply  to  the  Commission's  questionnaire  for  Shawmut  Bank  Investment  Trust,  Pt.  I, 
Exhibit  A. 

"1  Public  Examination,  Shawmut  Bank  Investment  Trust,  at  3295. 

^=2  Op.  cit.  supra,  note  430,  Exhibit  A  (pp.  13-14). 

"» Id.,  Pt.  IV,  Table  7A. 

"*Id.,  Exhibit  Item  8. 
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would  naturally  have  been  less.  Had  there  been  such  a  cushion 
originally  and  also  a  "touch-off"  clause,  the  bondholders  would  have 
been  in  a  position  to  take  steps  to  secure  the  full  liquidation  of  their 
claims  before  the  actual  impairment  in  their  principal  had  taken 
place. 

No  sinking  fund  arrangement  w^as  provided,  nor  any  other  require- 
ment of  a  reserve  for  interest.  The  company's  pattern  of  capitaliza- 
tion rendered  the  maintenance  of  any  such  reserve  for  interest  or 
sinking  fund  extremely  improbable  and  in  actual  experience  not 
achievable. 

The  following  figures  show  the  annual  ordinary  net  income  (after 
payment  of  operating  expenses)  as  compared  with  interest  require- 
ments, and  indicate  the  sufficiency  or  deficiency  of  net  ordinary 
income :  *^' 


Fiscal  year  ended  Feb.  28— 

Interest  paid 
and  accrued 

Ordinary 
net  income 

(before  in- 
come taxes) 

Excess  or  de- 
ficiency of 
income  over 
interest  paid 

1928        .     

$284,  000 
302,  000 
296,  COO 
295, 000 
288,  000 
271,  000 
254, 000 
244, 000 

$284,  000 
330, 000 
353, 000 
258, 000 
267,  000 
222,  000 
192,000 
184, 000 

1929                      -       .                 -       - - 

$28,  000 

1930 

57,000 

1931 

-37, 000 

1932 

-21,000 

1933 

-49,  000 

1934 

-62, 000 

1935       -  -          - 

-60,  000 

2,  235,  000 

2,  090,  000 

-144,000 

Thus,  from  1931  through  February  1935,  the  regular  net  income  of 
the  investment  trust  was  not  sufficient  to  meet  the  aggregate  interest 
requirements  on  all  the  outstanding  debentures.  The  disparity  be- 
tween regular  earnings  and  interest  requirements  was  largely  at- 
tributable to  the  capital  structure  which  established  fixed  interest 
requirements  upon  the  entire  contributed  capital  and  provided  no 
paid-in  equity  to  increase  the  earning  capacity  of  the  investment  trust. 

It  has  been  indicated  above  that  the  debentures  as  a  whole  were  not 
protected  upon  issuance  by  the  presence  of  a  capital  contribution  for 
equity  securities.  However,  the  $1,000,000  which  was  contributed  by 
the  sponsor  for  the  "junior  debentures''  supplied  a  capital  cushion  for 
the  $5,000,000  of  "senior  debentures"  distributed  to  the  public.*^^_  A 
decline  of  16.7%  in  the  assets  of  the  investment  company  would  elimi- 
nate this  margin  of  safety  of  the  senior  debenture  holders.  The 
senior  debentures  as  well  as  junior  debentures  were  not  secured  by  a 
pledge  of  collateral  but  constituted  a  general  creditor  claim  on  the 
company's  assets.  In  view  of  the  constant  and  often  wide  fluctua- 
tions in  the  prices  of  securities,  a  16.7%)  decline  was  not  improbable. 
There  were  numerous  instances  prior  to  the  market  break  in  1929 
wherein  the  Dow -Jones  Industrial  Stock  Price  Averages  declined  10% 
to  20%  within  periods  of  a  few  days  to  a  month.  The  severe  de- 
clines in  security  prices  in  the  period  1929  to  1933  are  matters  of  com- 

"'  Id.,  Pt.  II,  Exhibit  A.  Schedule  20-A. 
""Id.,  Pt.  II,  Exhibit  A. 
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mon  knowledge,  and  are  indicative  of  the  inadequacy  of  the  coverage 
originally  supplied  the  senior  debentures  by  the  junior  debenture  cap- 
ital in  the  Shawmut  Bank  Investment  Trust. 

In  fact,  Frederick  A.  Carroll,  vice  president  and  trust  officer  of  the 
bank  sponsor,  suggested  that  a  20%  margin  was  so  insubstantial,  due 
to  the  rapidity  with  which  it  could  be  eliminated  in  the  administra- 
tion of  investment  funds,  that  the  bank  considered  it  more  desirable 
to  invest  $1,000,000,  without  any  margin  above  that  amount,  in 
Shawmut  Bank  Investment  Trust  which  it  itself  managed  rather  than 
subject  that  fund  to  another's  management  even  though  provided  with 
a  20%  margin.     Mr.  Carroll  testified :  ^^"^ 

*  '  *  If  we  had  desired  at  any  time  during  those  days,  we  could  have 
loaned  a  million  dollars  or  a  million  and  two  hundred  thousand  dollars  on 
collateral  picked  by  somebody  else,  and  that  would  have  been  regarded  as  a 
sound  collateral  loan. 

Now,  the  only  difference  between  this  and  that  was  that  there  wasn't  the  20 
percent  margin,  but  the  handling  of  the  million  dollars  by  the  Bank  itself 
substantially,  in  the  opinion  of  the  officers,  gave  it  as  much  protection  as  the  20 
percent  margin  on  tlie  ordinary  stock  exchange  security  that  might  have  been 
in  the  hands  of  some  other  person  who  had  some  other  interests  or  some  other 
loans  that  might  have  caught  him  in  a  spot  which  required  him  to  sell  precip- 
itously, and  it  wouldn't  take  long  for  your  20  percent  to  go     *     *     * 

The  declaration  of  trust  expressly  subordinated  the  payment  of 
principal  of  the  junior  notes  to  the  payment  of  principal  and  interest 
of  the  senior  debentures.*^^  However,  the  payment  of  interest  on  the 
junior  notes  was  not  expressly  subordinated  to  the  payment  of  interest 
on  the  senior  debentures  and  the  preservation  of  the  principal  of  the 
senior  debentures.  The  sponsor  recognized  such  subordination  in  prac- 
tice *^^  although  it  was  not  mandatory  under  the  specific  terms  of 
the  declaration  of  trust  or  debenture.  Wlien  questioned  on  this  omis- 
sion, Mr.  Carroll  testified  that  the  subordination  was  read  into  the 
instrument  by  counsel  for  the  trust :  **° 

Q.  Will  you  admit,  Mr.  Carroll,  that  the  indenture  did  not  make  that  clear 
at  all,  and  rather  that  it  made  the  opposite  clear? 

A.  Well,  I  can't  admit  that  exactly  in  view  of  the  fact  that  that  is  what  our 
counsel  read  into  the  indenture,  as  they  read  it,  and  they  drew  it. 

Q.  Did  that  point  arise  during  the  operation  of  the  Trust,  so  that  you  sought 
the  opinion  of  counsel  on  that? 


*"  Op.  cit.  supra,  note  431,  at  3308. 

^^  The  provision  governing  the  priority  of  tlie  senior  debentures  over  the  junior  notes  is 
as  follows    (op.  cit.  supra,  note  430,  Pt.  I,  Exhibit  A,  Item  3   [pp.   12-13])  : 

Junior  Notes  shall  be  subordinate  to  the  Senior  Debentures  as  herein  provided.  No 
payment  shall  be  made  of  the  principal  of  any  of  the  Junior  Notes  unless  all  of  the 
Senior  Debentures,  together  with  all  accrued  interest  thereon,  shall  have  been  first  paid 
in  full ;  subiect.  however,  to  the  right  of  the  Trustees  to  call  all  or  any  part  of  the 
Junior  Notes  on  any  interest  date  or  to  purchase  and  retire  any  such  notes,  provided 
that  the  market  value  of  the  unpledged  assets  of  the  Trust  as  determined  by  the  Trustees 
after  the  retirement  of  .Junior  Notes  so  called  or  purchased  shall  be  at  least  120  percent 
of  the  total  amount  of  the  indebtedness  of  the  Trust,  except  such  indebtedness  as  is 
expressly  subordinate  to  the  Senior  Debentures. 

439  ju  February  1932,  after  the  asset  coverage  for  the  senior  debentures  became  impaired 
and  income  barely  covered  the  interest  charges  of  the  senior  debentures,  payment  of  interest 
on  the  junior  notes  was  postponed  commencing  Marcli  1,  1932.  In  1936.  interest  payments 
on  the  junior  notes  were  resumed  and  interest  arrearages  were  paid  in  full.  (Op.  cit.  supra, 
note  430,  Pt.  IV,  Item  27.) 

«o  Op.  cit.  supra,  note  431,  at  3302-3. 
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A.  Nothing  as  to  any  default  on  the  seniors,  but  tliere  was  an  interruption  of 
the  interest  on  the  juniors,  for  a  period  from  1932  to  1935  during  the  depression, 
and  in  connection  with  tliat  we  had  opinions  in  reference  to  the  situation  and 
the  priority  of  the  seniors  to  the  juniors. 

Q.  You  understand,  I  am  not  saying  that  you  did  prefer  interest  on  the  juniors 
to  the  seniors. 

A.  I  understand.  "Your  question  is  whether  or  not  the  indenture  made  the 
interest  on  the  seniors  prior  to  the  juniors. 

Q.  That  is  right. 

A.  And  our  counsel  said  that  the  senior  debentures,  both  as  to  principal  and 
interest,  were  prior  to  any  right  of  the  juniors. 

Q.  Why  was  it  necessary  to  go  to  counsel  to  find  out  about  that? 

A.  I  think  any  carefully  managed  trust  would  get  the  opinion  of  counsel 
before  it  takes  any  action  in  reference  to  a  junior  security. 

Q.  Wasn't  it  because  the  indenture  wasn't  precise  on  that  point? 

A.  No ;  I  think  it  is  the  practice  to  get  counsel  to  pass  on  questions  of  that 
type,  even  though  you  may  be  a  lawyer  yourself. 

The  declaration  of  trust  contained  no  terms  governing  procedure 
with  respect  to  default  in  payment  of  interest  or  principal  of  the 
senior  or  junior  debentures.*^^  The  senior  debentures  themselves  con- 
tained a  provision  specifying  a  procedure  upon  the  event  of  default  in 
the  payment  of  interest  or  in  the  observance  of  covenants.  That 
provision  reads  as  follows :  ^^^ 

In  the  event  of  the  termination  of  the  Trust  prior  to  the  date  of  maturity 
of  any  Senior  Debentures  then  outstanding,  or  in  the  event  of  any  default 
in  the  payment  of  any  installment  of  interest  on  any  of  the  Senior  Debentures 
when  and  as  the  same  shall  become  payable,  or  in  the  event  of  any  default 
in  the  observance  of  any  of  the  covenants,  conditions,  and  agreements  on  the 
part  of  the  Trust  with  respect  to  the  Senior  Debentures,  and  such  default  in 
either  case  shall  continue  for  sixty  (60)  days  after  written  notice  thereof 
shall  have  been  given  to  the  Trust  or  to  the  Depositary  and  Registrar  of  the 
Trust  by  the  holders  of  a  majority  in  interest  of  Senior  Debentures  then  out- 
standing, the  principal  of  all  the  Senior  Debentures,  if  not  already  due  and 
payable,  forthwith  shall  become  and  be  immediately  due  and  payable,  any- 
thing herein  or  in  the  Declaration  of  Trust  contained  to  the  contrary  notwith- 
standing. 


**iMr.  Carroll  testified  (id.,  at  3299-3300)  : 

Q.  Tbese  debentures  could  have  refused  to  or  failed  to  pay  interest  at  the  prescribed 
time,  and  that  was  not  a  reason  for  default? 

A.  I  wouldn't  say  that  was  exactly  so,  because  any  bondholder  in  Massachusetts  can 
ask  for  a  default  to  be  declared  in  the  event  that  there  is  a  default  in  interest.  While 
the  instrument  did  not  make  that  clear,  I  think  as  a  matter  of  law  in  Massachusetts 
that  is  so. 

Q.  You  mean  to  say  it  would  have  given  rise  to  a  cause  of  action,  to  sue  for  the 
interest  unpaid? 

A.  Yes. 

Q.  Would  it  have  accelerated  the  maturity  of  the  bond  issue  ? 

A.  I  think  that  might  be  so  as  a  matter  of  Massachusetts  law. 

Q.   But  not  under 

A.  The  indenture. 

Q.  And  isn't  it  also  the  Massachusetts  law,  or  so  I  have  been  told,  that  the  courts 
in  Massachusetts  pretty  much  stick  literally  to  the  terms  in  those  indentures  of  Massa- 
chusetts trusts? 

A.  I  think  that  is  so  generally,  but  I  know  that  in  this  particular  case  the  bond- 
holder was  not  precluded  from  taking  action  in  the  event  of  continued  default  of 
interest. 

Q.  But  it  wasn't  a  legal  safeguard  given  him  under  the  terms  of  the  bond  as  issued? 

A.  There  was  nothing  in  the  indenture. 

•"2  Op.  cit.  supra,  note  430,  Exhibit  Item  10  (b). 
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Only  after  a  majority  of  the  senior  debenture  holders  gave  written 
notice  to  Shawmut  Bank  Investment  Trust  or  its  depositary  and  reg- 
istrar could  a  default  by  the  investment  trust  in  payment  of  interest 
or  in  observance  of  its  covenants  become  the  basis  for  declaring  the 
principal  of  the  debentures  due.  Since  the  National  Shawmut  Bank, 
as  provided  in  the  declaration  of  trust,  was  both  depositary  and  reg- 
istrar,**^  notice  of  default  with  respect  to  the  senior  debentures  was 
required  to  be  given  to  the  investment  trust  or  to  its  sponsor.  The 
trustees  of  the  investment  trust  were  directors  of  National  Shawmut 
Bank,  and  the  appointment  of  successor  trustees  was  subjected  to  the 
approval  of  the  executive  committee  of  the  bank.***  As  has  been 
indicated,  the  bank  held  the  debentures  that  were  subordinate  to  the 
senior  debentures.  Thus,  any  notice  to  the  investment  trust  or  to  the 
bank  sponsor  concerning  a  default  with  respect  to  the  senior  deben- 
tures would  have  to  be  given  to  the  defaulting  trust  itself  or  to  the 
interests  which  controlled  the  trust  and  which,  in  addition,  held  junior 
claims  against  it.  Debenture  holders  seeking  to  avail  themselves  of 
this  provision  might  well  be  hampered  by  the  possible  adverse  inter- 
ests of  the  trustees  of  the  investment  trust  **^  and  the  sponsor,  particu- 
larly since  no  provision  was  made  for  a  special  trustee  for  the  senior 
debenture  holders  who  might  serve  as  a  conduit  for  their  collective 
activity. 

The  only  safeguards  with  respect  to  asset  coverage  were  those  which 
required  120%  coverage  in  the  value  of  the  assets  of  the  trust  over  the 
principal  amount  of  senior  debentures  in  the  event  that  obligations 
were  created  by  the  investment  trust  having  a  priority  or  a  parity  with 
the  senior  debentures  or  in  the  event  that  junior  debentures  were  re- 
deemed or  repurchased.***'  In  this  connection  the  market  value  of  the 
assets  of  the  investment  company  was  to  be  left  to  the  sole  determina- 
tion of  the  trustees. 

While  the  contribution  of  the  junior  debentures  served  as  a  "cush- 
ion" for  the  senior  debentures,  the  absence  of  any  provision  accelerat- 
ing maturity  of  the  senior  debentures  if  the  assets  of  the  investment 
company  fell  below  a  fixed  minimum  ratio  made  it  impossible  to  take 
advantage  of  the  "cushion"  when  portfolio  security  values  declined. 
In  the  period  1931  to  1935  the  senior  debentures  were  "under  water," 
but  the  trust  was  not  required  to  liquidate  the  assets  and  distribute 
the  proceeds  to  the  senior  debenture  holders. 

Mr.  Carroll,  however,  considered  the  lack  of  a  "touch-off"  clause 
particularly  beneficial,  since  the  trust  was  not  compelled  to  undergo  a 
forced  liquidation :  **^ 

Looking  at  it  from  today's  viewpoint,  or  from  the  viewpoint  of  today,  it  worked 
all  right.  Theoretically,  it  may  be  looked  at  askance,  but  it  has  worked  out  well, 
and  the  absence  of  some  of  the  so-called  protective  provisions  in  a  trust  of  this 
kind  has  been  responsible  for  being  able  to  return  to  the  investor  everything 
that  he  put  in,  plus  a  yield  all  during  the  depression  and  an  appreciation  to  the 
common  stock.     If  there  had  been  some  protective  provisions  in  this  particular 


^Id.,  Exhibit  A  (p.  16). 

^*U.,  Item  21. 

^■'s  Under  the  Trust  Indenture  Act  of  1939  it  would  seem  that  the  trustees  for  the  invest- 
ment trust  would  not  qualify  as  trustees  for  the  debenture  holders  due  to  the  existence  of 
conflicting  interests  (Trust  Indenture  Act  of  1939,  Sec.  310b). 

""Op.  cit.  supra,  note  430,  Exhibit  A  (pp.  12-13). 

«''  Op.  cit.  supra,  note  481,  at  3336. 
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Trust  it  might  liave  been  necessary  to  sell  at  a  given  point,  which  would  have 
pegged  the  failure  of  the  Trust. 

It  must  be  observed,  however,  that  had  a  liquidation  pursuant  to  a 
"touch-off"  clause  occurred  the  equity  interest  of  the  sponsor  would 
have  been  eliminated  entirely,  or  if  some  part  were  salvaged  it  would 
have  lost  all  leverage.  Under  the  existing  situation,  the  sponsor  was 
enabled  to  pursue  a  waiting  policy  at  a  time  when  the  senior  deben- 
tures were  "under  water"  and  rapidly  sinking.  In  Mr.  Carroll's 
words : 

*  *  *  we  knew  we  didn't  have  to  sell,  no  matter  what  happened ;  that  our 
collateral  loans  [the  junior  notes],  starting  ofE  with  the  100  percent  collateral, 
weren't  subject  to  the  various  difficulties  that  might  be  occasioned  if  in  the  hands 
of  an  individual,  and  that  we  could  carry  along  and  hold  our  position — and  we 
did  so.  and  there  has  been  no  loss,  and  there  has  been  a  fine  yield  during  the 
depression.'^ 

Although  the  senior  debentures  were  not  protected  by  any  reserves 
or  funds  for  redemption  nor  by  any  "touch-off"  provisions  which 
might  have  assured  the  return  to  the  senior  investor  of  the  principal 
amount  of  his  capital  contributions,  it  may  be  observed  that  the  in- 
vestment trust  purchased  and  retired  approximately  one-fifth  of  the 
senior  debentures.''*^  The  investment  trust  thus  did  return  capital  to 
the  senior  debenture  holders  but  it  returned  only  a  fraction  of  the 
original  contribution  of  these  investors,  since  repurchases  were  made 
at  less  than  the  face  value.  From  1931  to  the  beginning  of  1935, 
during  which  period  the  senior  debentures  were  almost  constantly 
"under  water"  and  the  junior  notes  for  the  most  part  were  without 
any  asset  value,  the  inA'estment  trust  repurchased  $1,099,000  principal 
amount  of  senior  debentures  at  an  aggregate  discount  of  $404:,145.*°° 
These  repurchases  were  not  only  at  prices  below  face  value  but  also 
below  asset  value,'*^^  so  that  the  profits  of  the  repurchase  program 
ultimately  inured  to  the  benefit  of  the  junior  notes  when  thev  regained 
asset  value  in  1935/'' 

b.  Central  States  Electric  Corporation 

In  the  absence  of  adequate  provisions  accelerating  the  maturity  of 
debentures,  the  holders  of  this  type  of  security  are  unable  to  take 
any  action  even  though  the  assets  of  the  investment  company  have 
declined  to  a  point  below  the  principal  amount  of  the  debentures  and 

«8Id.,  at  3308-9. 
«9  Id.,  at  4430. 

*=>"  Op.  cit.  supra,  note  430,  Pt.  V,  Table  16,  and  Pt.  IV,  Table  7A. 
«i  Ibid. 

*^  Mr.  Carroll  agreed  that  this  purchase  of  $1,099,000  principal  amount  of  debentures 
redounded  to  the  benefit  of  the  equity  security  holder  (op.  cit.  supra,  note  431,  at  3340-1)  : 

Q.  You  spoke  about  the  retirement  of  some  of  these  senior  debentures,  something 
over  .$1,000,000. 

A.  Yes. 

Q.  Approximately  what  did  those  cost  the  trust?  Were  they  retired  at  par,  or  a 
premium,  or  something  less  than  the  principal? 

A.  They  were  retired  at  less  than  par.  We  never  went  out  in  the  market  and  chased 
them.  We  bought  them  if  they  were  offered,  and  the  price  at  times  was  much  less  than 
pa*r.     I  think  on  one  or  two  occasions  we  asked  for  tenders  and  took  the  lowest  tender. 

Q.   Do  you  count  the  difference  between  par  and  purchase  price  as  profit? 

A.  I  suppose  it  must  have  entered  into  the  books  in  some  way  as  that. 

Q.  At  any  rate,  it  adds  to  the  book  value  of  the  common  stock,  doesn't  it? 

A.  Yes  ;  eventually  it  would  ;  by  reducing  the  debt  prior  to  it. 

Q.  Reducing  the  debt  to  less  than  the  principal  amount,  the  difference 

A.  The  difference  would  accrue  to  the  equity  holder. 
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the  earnings  are  insufficient  to  cover  the  current  interest  on  the 
debentures.  The  company  may  pay  current  interest  on  the  deben- 
tures out  of  capital.  Despite  the  impairment  of  senior  capital,  so 
long  as  the  company  pays  the  current  interest,  the  holders  of  the 
junior  securities  can  retain  the  management  of  the  company  while 
the  debenture  holders  are  powerless  either  to  take  over  the  manage- 
ment or  to  effect  liquidation  and  thus  escape  any  possible  further 
losses. 

Central  States  Electric  Corporation  issued  two  series  of  debentures 
in  the  aggregate  principal  amount  of  $45,000,000.*^^  The  5%  con- 
vertible debentures,  series  due  1948,  were  issued  in  January  1928  in 
the  principal  amount  of  $20,000,000.*=*  The  optional  51/2%  deben- 
tures, series  due  1954,  were  issued  in  the  principal  amount  of  $25,- 
000,000  in  September  1929.*== 

The  debentures  were  entirely  unsecured.* =-'  Such  protective  meas- 
ures as  were  contained  in  the  several  indentures  pursuant  to  which 
these  senior  securities  were  issued  related  to  various  restrictions 
in  the  creation  by  Central  States  Electric  Corporation  of  prior  claims 
on  the  assets  of  the  investment  company  and  in  the  issuance  of  addi- 
tional debentures  or  obligations  of  the  investment  company,  and  the 
payment  of  dividends  on  junior  securities  unless  the  net  assets  of  the 
investment  company  were  equal  to  a  certain  percentage  of  the  out- 
standing debentures.*"  No  "touch-off"  provision  existed,  nor  was 
there  any  prohibition  against  the  payment  of  interest  to  debenture 
holders  out  of  capital  even  if  that  capital  should  be  insufficient  to 
cover  the  principal  amount  of  the  debentures  outstanding. 

Concerning  the  lack  of  a  "touch-off"  provision,  James  Forrestal, 
vice  president  of  Dillon,  Kead  &  Co.,  which  underwrote  the  Central 
States  Electric  Corporation  debentures,  testified :  *=^ 

Q.  Now  let  me  ask  you  a  few  more  questions  about  these  debentures.  There 
is  no  protection  here  to  the  public  in  case  the  debentures  go  "under  water"  as 
they  subsequently  did? 

A.  None. 

Q.  None  at  all? 

A.  By  that  you  mean  there  is  no  arbitrary  point  at  which  they  have  to 
mature? 

Q.  I  mean  the  assets  of  the  company  can  sink  to  zero  and  the  bonds  caimot 
be  called  until  twenty  years  hence. 

A.  That  is  correct. 

Q.  They  cannot  be  called  for  twenty  years? 

A.  No. 


*WFor  a  description  of  tlie  securities  issued  by  Central  States  Electric  Corporation,  see 
supra,  pp.  1683-1707. 

*"  Reply  to  the  Commission's  questionnaire  for  Central  States  Electric  Corporation,  Pt. 
II,  Exhibit  A,  Schedule  16d.  The  company  realized  net  proceeds  of  $18,600,000  from  the 
issuance  of  these  debentures  pursuant  to  an  agreement  between  the  investment  company  and 
Dillon,  Read  &  Co.  as  manager  of  the  purchasing  syndicate  (ibid.). 

•»=^  Id.,  Schedule  16e.  The  investment  company  realized  $23,562,500  from  the  issuance  of 
these  debentures  pursuant  to  an  agreement  between  the  investment  company  and  Dillon, 
Read  &  Co.  as  manager  of  the  purchasing  syndicate. 

«8Id.,  Pt.  I,  Item  11.  Exhibits  41,  42,  43.  and  44. 

«' The  5%  debentures.  Series  due  1954,  wei'e  only  accorded  the  provision  prohibiting  the 
creation  of  prior  claims  on  the  assets  of  the  investment  company  (id..  Exhibit  44  [pp. 
15-161). 

*»  Public  Examination,  Central  States  Electric  Corporation,  at  12904. 
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Q.  No  matter  how  low  the  assets  go? 
A.  That  is  right. 

When  the  debentures  were  offered  to  the  public,  the  assets  of 
Central  States  Electric  Corporation  greatly  exceeded  the  principal 
amount  of  the  debentures.  The  offering  circular  of  the  oi^tional 
51/2%  debentures  gave  the  value  of  the  assets  of  the  investment 
company  as  at  August  31,  1929,  adjusted  to  include  the  prospective 
proceeds  from  the  funded  debt,  at  upwards  of  $350,000,000/^9  ^^^ 
earnings  of  the  company,  prior  to  the  payment  of  interest,  for  the 
12-months'  period  ending  August  31,  1929,  were  stated  to  be  over 
$19,000,000.**'°  _  Thus,  the  debentures  of  this  investment  company 
were  issued  with  a  cushion  of  assets  of  more  than  $300,000,000  and 
a  margin  of  earnings  over  the  required  fixed  interest  charges  ^''''^ 
amounting  to  approximately  $17,000,000.**^^ 

After  1929,""  the  asset  value  of  Central  States  Electric  Corporation 
suffered  an  enormous  shrinkage.  The  net  assets  of  the  investment 
company  declined  from  $350,000,000,  at  the  time  of  the  issuance  of 
the  second  series  of  debentures,  to  $40,600,000  at  the  end  of  1931,  at 
which  time  and  for  the  next  two  years  the  assets  at  market  exceeded 
the  principal  amount  of  debentures  outstanding  by  only  a  small  mar- 
gin. In  1933,  the  debenture  went  "under  water","  that  is,  the  face 
value  of  the  outstanding  debentures  exceeded  the  net  value  of  the 
investment  company.  These  debentures  remained  "under  water"  in 
1934  and  during  the  major  part  of  1935.  At  the  end  of  1935  and 
during  1936  the  assets  of  the  company  at  market  again  covered  the 
debentures,  but  in  1937  the  debentures  once  more  went  "under  water" 
and  have  remained  in  that  condition.  At  the  end  of  June  1939,  the 
company  had  only  approximately  $12,000,000  of  assets  for  $27,479,000 
principal  amount  of  debentures.  The  amount  of  debentures  out- 
standing and  the  asset  coverage  by  years  are  given  below :  ^'^^ 


Year-end 

Principal 
amount  of 
debentures 
outstanding 

Liquidating 

value  of  assets 

at  market 

Excess  or 
(deficiency) 

1929     

$43,  250,  000 
42,  570,  000 
39, 919,  000 
38,  558,  000 
37, 855. 000 
37,  696,  000 
37, 193,  000 
36,  904,  000 
36,  520,  000 
27,  727,  000 
27,  479,  000 

$147,  658,  587 
79,  620,  725 
40,  601,  973 
40,  798,  041 
23,271,766 
18,  321, 193 
38, 116,  239 
40,  904, 003 
20,  792,  231 
16,  856,  597 
11,  808,  018 

$104,  378,  587 

1930          

1931                   .       

(14,  583,  234) 
(19,  374, 807) 

1934                                        -       -          ....  - 

1935 

1936 

1937 

(15,  727,  769) 
(10, 870,  403) 
(15,670,982) 

1938           

First  6  months 


'59  Id.,  Item  9.  Exhibit  31. 

«"  Ibid. 

4"!  The  interest  on  funded  debt  was  stated  to  be  $2,341,300  (ibid.). 

^'''^  It  is  to  be  noted  that  .$12,000,000  of  income  was  derived  from  stock  dividends  declared 
by  an  affiliated  corporation  and  $7,600,000  from  profit  on  the  sale  of  securities.  Only 
$800,000  was  derived  from  cash  dividends  and  interest  (ibid.). 

••6=  Id..  Pt.  I,  Item  8,  and  derived  from  supplementary  information  supplied  the  Com- 
mission for  Central  States  Electric  Corporation. 
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Concurrently  with  the  severe  declines  in  the  asset  value  of  Central 
States  Electric  Corporation,  its  net  earnings  diminished  rapidly  after 
1929.  The  annual  net  earnings  before  interest  and  for  the  period 
from  1929  to  June  1939,  together  with  the  interest  paid  on  the  deben- 
tures and  the  excess  or  deficiency,  are  shown  below :  '^^■^ 


Year 

Net  income 

(loss)  before 

interest  on 

funded  debt  " 

Interest  on 
funded  debt 

Excess  or 

(deficiency) 

of  net 

income 

$18,  930,  356 

4,  687, 129 

(4,731,159) 

(3, 152, 603) 

(9, 179,  559) 

(5,  467,  535) 

(16.  205, 177) 

788, 913 

1,  599, 873 

(83, 188) 

59,  568 

$1, 335,  534 
2,  274, 997 
2, 194,  835 
2,  072,  943 
2,  019. 165 
2,  005,  370 
1, 985,  290 
1,  967, 496 
1, 952, 148 
1,  895, 496 
733,  749 

$17,  594, 822 

1930                                               . 

2,  412, 132 

1931                                           .              

(6, 925, 994) 

1932                                                                 .       .  . 

(5,  225,  546) 

1933 

(11,198,724) 

1934       

(7, 472, 905) 

1935                  

(18, 250, 467) 

1936                         

(1,178,583) 

1937                                    .       . 

(352,  275) 

1938                                           ...       . 

(1,978,684) 

1939  h                                                             ....  

(674, 181) 

Total 

(12, 813,  382) 

20,  437,  023 

(33,  250,  405) 

o  This  item  includes  realized  gains  or  losses  on  sales  of  securities  but  does  not  include  profits  from  repur- 
chase and  investment  of  debentures.  The  net  income  reported  for  1929  and  1930  includes  net  valuations 
placed  on  stock  dividends  received  amounting  to  $10,871,186  for  1929  and  $6,343,252  for  1930. 

>>  First  6  months. 

From  1931  to  June  1939  the  net  income  of  Central  States  Electric 
Corporation  was  consistently  and  substantially  less  than  the  interest 
paid  on  the  debentures.'^'''^  The  book  deficit  of  the  investment  company 
steadily  mounted  until  it  reached  a  peak  of  $24,904,681  in  June  1939.*^^ 
This  deficit  was  attributable  in  large  measure  to  the  interest  require- 
ments of  the  investment  company's  funded  debt  which  aggregated 
$20,437,023  in  the  period  from  1929  to  June  1939.*^^ 

The  failure  of  current  income  to  meet  interest  requirements  meant 
that  a  portion  of  the  interest  charges  had  to  be  paid  out  of  capital  or 
surplus.  Although  on  its  books  Central  States  Electric  Corporation 
had  a  surplus  up  to  1933,  if  unrealized  appreciation  be  eliminated 

464  Derived  from  annual  and  interim  reports  to  stockholders  by  Central  States  Electric 
Corporation. 

^"5  Ibid.  Through  the  year  1933  stock  dividends  of  The  North  American  Company  com- 
prised the  most  substantial  part  of  the  income  of  Central  States  Electric  Corporation. 
Taken  in  on  the  basis  of  the  market  value  of  the  shares  of  stock  at  the  time  when  received, 
almost  invariably  the  value  of  stock  dividends  vt^as  required  to  be  reduced  in  accordance 
■with  depreciated  value  at  the  end  of  the  fiscal  year  (ibid.). 

«o  Ibid. 

«' Ibid.  Losses  from  the  sale  of  securities  accounted  for  most  of  the  remainder  of  the 
company's  deficit   (ibid.). 
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from  this  surplus,  the  company  had  no  surphis  after  1929.^*^^  In 
actuality,  therefore,  after  1930 'interest  on  the  debentures  was  paid 
largely  out  of  the  capital  of  the  investment  company.  When  con- 
sidered with  the  fact  that  the  debentures  were  "under  water"  from 
1933  to  the  middle  of  1935  and  from  1937  to  June  1939,  it  may  be  said 
that  in  substance  interest  was  paid  to  a  substantial  degree  in  these 
years  out  of  the  debenture  holders'  capital  contributions.  In  effect, 
most  of  the  interest  paid  to  debenture  holdei^s  during  these  periods 
was  no  more  than  the  return  of  their  capital. 

The  maintenance  of  interest  payments,  although  accomplished  in 
large  measure  through  a  return  of  capital,  effectively  barred  the 
debenture  holders  from  securing  acceleration  of  the  maturity  of  their 
debentures.  Thus,  in  the  absence  of  a  provision  enabling  the  deben- 
ture holders  to  act  upon  the  impairment  of  the  asset  coverage  for  the 
principal  of  their  debentures,  the  assets  of  the  company  might  de- 
cline in  value  to  a  small  fraction  of  the  principal  amount  of 
debentures  and  earnings  might  shrink  drastically,  with  the  debenture 
holders  impotent  to  realize  upon  the  existing  assets  of  the  company 
at  any  time  they  considered  it  advisable. 

Mr.  Forrestal  conceded  that  debenture  holders  had  no  means  to 
recover  any  part  of  the  assets  of  the  investment  company  prior  to 
the  stated  maturity  no  matter  how  low  the  asset  coverage  for  the 
debentures  might  fall :  ^^^ 

Q.  *  *  *  So  tbere  was  no  protection  to  the  debentnre  holders  in  case  the 
assets  fell  below  the  amount  of  the  obligation? 

A.  Well,  he  had  a  protection,  the  protection  of  what  assets  were  in  the  com- 
pany that  were  available  for  debentures.  But  as  you  say,  there  were  no  touch- 
off  clauses  that  lit  the  match  that  enabled  him  to  get  at  them  immediately. 

Q.  He  had  to  hang  on? 

A.  That  is  right. 


468  rpj^g  book  surplus  or  deficit 
follows  : 


the  unrealized  appreciation   or  depreciation  \vere 


Year 

Surplus  or 
(deficit) 

Unrealized  ap- 
preciation or 
(depreciation) 

1929 

$18, 483,  746 
15, 218,  880 
13, 497, 619 
8, 863,  578 
4, 320, 117 
(3, 145,  782) 
(21, 396, 238) 
(22,075,660) 
(22,  424, 895) 
(24, 398, 056) 
(24, 904, 681) 

$45, 290, 199 

1930  ..                         

(19,  996, 775) 

1931                                                      _     . 

(49,  551, 585) 

1932 

(43,  751, 333) 

1933          .-     

(49, 960, 796) 

1934                                                      ---  

(47, 458, 121) 

1935 

(9,  252,  767) 

1936     -          

(5, 061, 666) 

(24, 653, 288) 

1938                                                                    .                     ...          

(18, 377, 903) 

1939  (to  June  30) 

(22, 671, 854) 

Public  Examination,  Central  States  Electric  Corporation,  at  12651. 
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Q.  That  is  not  callable  for  20  years. 

A.  YovT  mean  it  could  run  for  20  years? 

Q.  Yes. 

A.  That  is  right. 

Q.  So,  so  far  as  the  common  stock  is  concerned,  they  borrowed  this  $20,000,000, 

and  it  is  noncallable 

A.  I  know  what  you  mean,  it  could  not  be  brought  to  maturity. 
Q.  If  you  borrow  from  a  bank,  you  can  be  sold  out. 
A.  That  is  right. 

Q.  If  your  collateral  falls  belOM'  the  point. 
A.  That  is  right. 

Q.  And  here  the  common  stock  could  never  be  sold  out. 
A.  That  is  right. 

While  agreeing  that  the  absence  of  a  touch-off  chiuse  handi- 
capped the  debenture  holders  in  the  respect  mentioned  above,  _  Mr. 
Forrestal  urged,  nevertheless,  that  the  presence  of  such  a  provision 
was  fraught  with  dangers  both  to  the  investment  company  and  to 
bond  or  debenture  holders  which  outweighed  its  advantages.  He 
testified : ''' 

Q.  Don't  you,  as  a  banker,  think  that  the  investing  public  is  entitled  to  some 
protection  of  that  sort? 

A.  Well,  I  think  if  you  had  a  security 

Q.  You  have  a  duty  to  your  customers,  don't  you? 

A.  Personally,  I  am  always  against  any  such  clauses,  because  I  think  they 
may  bring  about  a  forced  liquidation  at  a  time  when  it  shouldn't  be  brought 
about. 

Q.  That  depends  on  how  it  is  written,  doesn't  it? 

A.  It  is  pretty  difficult  to  escape  that  happening,  if  it  is  to  be  in  at  all.  I 
think  you  make  your  investment  on  the  general  credit  of  the  man  you  loan 
money  to. 

Q.  So  you  are  satisfied  that  your  customers  ought  to  lend  money  to  the  com- 
pany on  debentures,  no  matter  how  far  down  it  goes,  and  not  have  any 
protection  ? 

A.  I  think  it  is  a  better  form  of  financing,  always. 

Q.  From  the  company's  point  of  view. 

A.  No,  from  both. 

Q.  From  the  individual's  point  of  view,  if  you  have  a  touch-oft  clause,  he  gets 

paid  ofi'  100  percent 

A.  Oh,   but   he  doesn't.     He  may   be   touched  off   in  a   market  where  he  is 
subjected    to    a    greater    sacrifice.      I    have    never    yet    seen    one    that    worked 
effectively. 
Q.  I  have. 

A.  I  haven't.  I  have  seen  a  lot  of  harm  come  from  the  application  the  other 
way. 

Q.  I  have  seen  it  work  for  the  protection  of  investors.  It  wouldn't  be  very 
hard  in  this  case — I  mean,  you  could  see  your  assets,  so  that  in  this  case  the 
investor  would  at  least  have  gotten  90  cents  on  the  dollar,  whereas  at  the  end 
of  1934  he  only  got  50  cents  on  the  dollar. 

A.  Well,  he  might.  We  have  seen  many  cases  in  the  bank  where  they  had 
a  touch-oft"  on  the  assets.  What  happens?  They  get  the  assets,  the  market  is 
so    depreciated    they    can't   possibly    sell    to    anybody.     And    it    is    known    that 


^oid.,  at  12652-3. 
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tliey  are  available  to  sell ;  that  that  collateral  is  there ;  and  it  depreciates  that 
collateral  In  the  minds  of  possible  buyers. 

Wliile  a  forced  liquidation  maj^  at  times  result  in  a  failure  to  pro- 
cure sufficient  cash  to  pay  bond  or  debenture  holders  in  full,  it  is 
nevertheless  clear  that  the  continued  operation  of  the  company  is 
almost  entirely  at  the  risk  of  the  debenture  holders.  The  history  of 
the  Central  States  Electric  Corporation  debentures  illustrates  this 
situation.  The  debentures,  which  had  asset  coverage  of  50%  at  the 
end  of  1934,  had  obtained  a  coverage  of  110%  at  the  end  of  1936. 
However,  in  the  succeeding  year  tlie  debentures  were  once  more 
"under  water,"  continued  in  this  condition  for  two  and  one-half 
years,  and  by  June  30,  1939,  the  assets  at  market  value  were  sufficient 
to  cover  only  43%  of  the  face  amount  of  outstanding  debentures.^^^ 
The  debenture  holders  were,  of  course,  unable  to  benefit — to  secure 
liquidation — from  the  transient  recover}^  in  asset  coverage  in  1935 
and  1936.  Gross  income  for  the  6-month  period  ending  June  30,. 
1939,  according  to  the  interim  report  of  the  compau}^,  was  only  30% 
of  interest  requirements.*^^ 

Practically  from  the  time  when  the  first  series  of  debentures  dis- 
cussed above  was  issued  by  Central  States  Electric  Corporation,  the 
company  engaged  in  the  practice  of  repurchasing  its  debentures."*^^ 
In  fact,  in  the  12-month  period  preceding  the  issuance  of  the  second 
series  of  debentures  in  principal  amount  of  $25,000,000  in  September 
1929,  the  investment  company  had  repurchased  approximately  $1,000,- 
000  of  the  first  issue  of  debentures  at  a  substantial  discount  from 
face  value.  By  June  1939  the  investment  company  had  reacquired 
$17,521,000  principal  amount  of  debentures  at  a  cost  of  approximately 
$7,343,000."*^**  These  repurchases  have  been  made  in  general  at  prices 
considerably  below  current  asset  values.  The  debenture  holders  who 
have  sold  their  debentures  have  received  not  merely  less  than  the 
principal  amount  of  their  debentures  but  less  than  the  asset  value  of 
their  debentures.  This  has  resulted  in  a  shifting  of  asset  value  to 
remaining  debentures  holders,  and  should  there  occur  a  substantial 


<"  Derived  from  supplementary  information  supplied  the  Commission  for  Central  States 
Electric  Corpoiation. 

■»'2  Ibid.  It  is  interesting  to  note  a  problem  that  may  confront  the  directors  of  the  invest- 
ment company,  due  to  the  fact  that  the  two  issues  of  debentures  mature  in  different  years — 
1948  and  1954.  When  the  1948  debentures  mature,  tlie  company's  assets  may  be  suflBcient 
to  pay  only  these  debentures  in  full.  The  1954  debentures  may  receive  little,  if  anything, 
six  years  later.  At  June  1939  the  face  value  of  1948  debentures  was  .$9,853,000  and  that  of 
the  19-54  debentures  was  $17,626,000,     Asset  value  of  the  company  was  $11,808,018   (ibid.). 

■•'=  It  may  he  noted  that  the  5%  convertible  debentures,  series  due  1948,  had  provision 
for  a  purchase  fund  pursuant  to  which  the  investment  company  was  obliged  to  make  avail- 
able the  sum  of  $200,000  annually  for  the  purchase  and  retirement  of  debentures.  The 
price  at  which  debentures  were  to  be  purchased  by  the  "purchase  fund  agent"  was  to  be 
at  or  below  the  principal  amount  thereof.  There  was  no  such  provision  for  the  5i^% 
optional  debentures,  series  due  1954  (reply  to  the  Commission's  questionnaire  for  Central 
States  Electric  Corporation,  Pt.  V,  Item  34). 

■>'^  At  .Tune  30,  1939,  there  was  $27,479,000  principal  amount  of  debentures  outstanding  of 
the  original  issue  of  $45,000,000.  The  principal  amount  of  $750,000  was  reacquired  through 
conversion  into  preferred  stock  by  the  debenture  holders  (reply  to  the  Commission's  ques- 
tionnaire for  Central  States  Electric  Corporation,  Pt.  II,  Exhibit  A,  Schedule  18c).  The 
principal  amount  of  $8,191,000  was  reacquired  through  exchange  of  North  American  Com- 
pany common  stock  valued  at  $2,906,014  (derived  from  supplementary  information  supplied 
the  Commission  for  Central  States  Electrical  Corporation),  The  principal  amount  of 
$8,580,000  was  reacquired  at  a  cost  of  $4,436,921  (ibid.). 

153373—41 66 
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recovery,  the  discount  would  rebound  to  the  advantage  of  the 
common  stockholders.  Actually  the  gradual  liquidation  of  working 
capital  through  the  payment  of  interest  and  the  repurchases  has  been 
greatly  narrowing  the  possibility  of  a  recovery  not  only  for  the  stock 
but  for  the  debentures. 

2.  THE  INEFFECTIVENESS  OF  PROTECTIVE  CLAUSES  TO 
SAFEGUARD  BOND  AND  DEBENTURE  HOLDERS 

A  "touch-off"  clause,  which  purports  to  secure  at  least  a  specified 
minimum  of  coverage  for  the  bonded  indebtedness,  has  generally  been 
regarded  as  a  vital  safeguard  to  the  bondholder.  It  is  clear,  however, 
that  the  significance  of  such  a  clause  depends  almost  entirely  upon 
what  provision  is  made  in  the  indenture  for  the  immediate  and  accurate 
detection  of  the  relationship  of  net  assets  to  the  amount  of  bonded 
indebtedness,  the  nature  of  the  rights  which  the  bondholders  acquire 
if  the  "touch-off"  point  is  reached,  and  the  provisions  for  the  expeditious 
enforcement  of  those  rights. 

It  may  be  said  generally  that  the  majority  of  investment  companies 
which  did  include  a  "touch-off"  provision  in  the  indenture  rendered  the 
"touch-off"  clause  ineffectual  by  failing  to  introduce  sufficiently  definite 
criteria  with  respect  to  the  elements  of  the  covenant  and  by  failing  to 
impose  upon  the  trustee  any  responsibility  in  connection  with  the  ascer- 
tainment of  compliance  or  any  standard  of  accountability  to  bond- 
holders for  abstaining  from  enforcing  a  default. 

The  failure  on  the  part  of  the  obligor  to  provide  a  trustee  charged 
with  the  protection  and  the  enforcement  of  the  rights  of  the  bondhold- 
ers has  recently  received  legislative  attention  in  the  Trust  Indenture 
Act  of  1939.  Under  this  Act  such  trust  indentures  as  come  within  the 
registration  requirements  of  the  Securities  Act  of  1933*^^  must  now 
contain  provisions  requiring  the  obligor  to  file  with  the  indenture 
trustee  and  with  the  Commission  such  information,  documents,  and 
reports  with  respect  to  compliance  w^ith  the  conditions  and  covenants 
provided  in  the  indenture  as  may  be  prescribed  by  the  Commission  pur- 
suant to  rules  and  regulations  and  authorizing  the  Commission  to 
require,  in  the  case  of  annual  reports,  certificates  or  opinions  of  inde- 
pendent public  accountants  as  to  such  compliance.*'*^  The  indenture 
to  be  qualified  must  contain  a  further  provision  requiring  the  obligor 
to  transmit  to  the  indenture  security  holders  such  summaries  of  these 
reports  as  may  be  prescribed  by  the  Commission.*'^  The  obligor  is 
required  to  furnish  to  the  trustee,  bondholders'  lists  to  which  the  trustee 
must  yield  access  upon  the  request  of  three  or  more  indenture  security 
holders  or  mail  to  the  other  bondholders  such  communications  as  the 
applicants  forward  for  transmission  unless  its  opinion  that  such  mail- 
ing would  be  contrary  to  the  law  or  the  best  interests  of  the  indenture 
security  holders  is  sustained  by  the  Commission.*''^  The  trustee,  under 
the  qualifying  indentures,  will  be  required  to  give  to  the  security  hold- 
ers notice  of  all  defaults  known  to  the  trustee  within  90  days  of  the 

■*'^  As  well  as  indentures  which  cover  securities  issued   in  connection  with  voluntary  or 
judicial  reorganizations  which  are  exempt  from  registration  under  the  Securities  Act  of  1933. 
«<>  Trust  Indenture  Act  of  1939,  Section  314  (a)    (I),    (II). 
^"Id.,  Section  314   (a)    (III). 
"8  Id.,  Section  312. 


INVESTMENT    TRUSTS    AND    INVESTMENT    COMPANIES         1821 

occurrence  thereof,  but  the  indenture  may  permit  the  trustee,  in  the 
case  of  any  but  two  specified  types  of  default*"^  to  withhold  notice 
when  the  trustee  in  good  faith  determines  such  withholding  to  be  in 
the  best  interests  of  the  indenture  security  holders.***'  After  the  occur- 
rence of  a  default  (as  this  term  is  defined  in  the  particular  indenture) 
the  trustee,  in  the  matter  of  the  exercise  of  such  rights  and  powers  as 
are  granted  it  in  the  indenture,  is  held  accountable  for  the  degree  of 
care  and  skill  of  a  prudent  man  in  the  conduct  of  his  own  affairs.*^^ 

The  indenture  may  authorize  the  trustee  conclusively  to  rely  upon 
certificates  or  opinions  conforming  to  the  requirements  of  the  inden- 
ture, but  the  indenture  must  contain  provisions  requiring  the  indenture 
trustee  to  examine  the  evidence  furnished  to  it  to  determine  whether  or 
not  such  evidence  conforms  to  the  requirements  of  the  indenture.^^^ 
The  act  prohibits  the  inclusion  in  the  indenture  of  clauses  exempting 
the  trustee  from  liability  for  its  own  negligence  except  that  the  latter's 
responsibility  for  the  period  before  default  may  be  limited  to  the  per- 
formance of  such  duties  as  are  specifically  set  out  in  the  indenture  and 
the  trustee  may  be  protected  from  liability  for  any  error  of  judgment 
in  good  faith  unless  it  should  be  proved  that  the  trustee  was  negligent 
in  ascertaining  the  pertinent  facts.**^ 

These  are,  of  course,  only  a  few  of  the  provisions  of  the  Act  but 
they,  together  with  the  section  disqualifying  trustees  having  conflict- 
ing interests,***  appear  to  be  the  provisions  most  relevant  to  the  unse- 
cured debentures  usually  issued  by  investment  companies.**^ 

It  would  appear  that  when  the  appropriate  implementing  rules  are 
established  by  the  Commission,  it  may  be  difficult  for  the  trustees  of 
investment  company  debentures  to  be  as  oblivious  of  the  occurrence 
of  defaults  and  the  violation  of  covenants,  specified  in  the  indenture, 
as  they  have  been  in  the  past.  Nevertheless,  it  must  be  recognized 
that  the  Trust  Indenture  Act  undertakes  only  to  exact  from  the 
obligor  a  certain  amount  of  disclosure  and  from  the  trustee  a  larger 
measure  of  enforcement  accountability  in  connection  with  whatever 
covenants  happen  to  be  clearly  enunciated  in  the  indenture — the  Act 
does  not  require  the  inclusion  in  the  indenture  of  any  substantive 
provisions  essential  in  the  protection  of  the  interests  of  the  holders 
of  debentures  of  investment  companies.  Thus,  when  an  indenture 
fails  to  provide  for  a  sinking  fund  or  to  contain  a  "touch-off"  provi- 
sion or  a  provision  conditioning  the  issuance  of  additional  debentures 
upon  the  existence  of  a  certain  ratio  of  assets  to  funded  debt,  the 
trustee,  even  under  the  Act,  is  unable  to  ameliorate  the  unprotected 
status  of  the  investor.  Moreover,  when  the  ostensible  protective  pro- 
vision lacks  definiteness,  contains  ambiguous  criteria,  or  is  open  to  a 

*'»  In  the  case  of  default  in  the  payment  of  the  principal  of  or  interest  on  any  indenture 
security,  or  in  the  payment  of  any  sinking  or  purchase  fund  installment,  the  indenture  may 
mot  grant  the  trustee  protection  in  withholding  notice  (id.,  Section  315   (b)). 

•'si'Id.,  Section  315   (b). 

«ild..  Section  315   (c). 

^82  Id.,  Section  315   (a). 

^83  Id.,  Section  315  (a),   (b). 

^8*  Id.,  Section  310. 

485  Thg  Act  contains  numerous  important  provisions  in  connection  with  the  recording  of 
indentures,  the  release  and  substitution  of  property,  and  the  submission  of  certificates  of 
fair  value,  which  relate  to  obligations  secured  by  the  mortgage  or  pledge  of  specific  property 
and  hence  are  not  applicable  to  the  majority  of  debentures  of  investment  companies  which 
are  not  collateralized  in  this  manner. 
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variety  of  possible  interpretations,  the  Act  is  not  designed  to  secure 
for  the  investor  a  more  certain  or  rigorous  application  of  the 
safeguard. 

A  bondholder  of  an  investment  company,  who  finds  in  the  bond 
indenture  a  covenant  on  the  part  of  the  company  to  redeem  all  the 
then  outstanding  debentures  if  the  net  assets  of  the  company  should 
fall  below  a  specified  ratio  to  the  funded  indebtedness,  will  no  doubt 
be  inclined  to  assume  that  here  he  has  a  strong,  unequivocal  safe- 
guard. A  more  intensive  examination  of  the  indenture  would  be 
likely,  however,  to  reveal  that  the  terms  employed  are  so  ill  defined 
and  nebulous  and  the  provisions  for  enforcement  so  lax  and  inade- 
quate that  the  protection  afforded  the  bondholder  is  more  nominal 
than  real. 

The  history  of  the  "touch-off"  provision  in  the  case  of  Reynolds 
Investing  Company,  Inc.,  illustrates  how  such  an  ostensible  protec- 
tion may  be  divested  of  significance  through  the  equivocal  character 
of  its  criteria  and  by  the  difficulties  in  the  way  of  securing  the  enforce- 
ment of  the  remedial  features.*'"  The  latter  situation  may  be  partly 
cured,  hereafter,  in  connection  with  such  indentures  as  come  within 
the  scope  of  the  Trust  Indenture  Act  of  1939. 

a.  Reynolds  Investing  Company,  Inc. 

Reynolds  Investing  Company,  Inc.,  an  in\;estment  company  of  the 
general  management  type,  organized  in  Delaware  in  March  1928,*^'' 
subsequently  issued  to  the  public  an  aggregate  $5,000,000  of  20-year 
5%  Gold  Debentures  under  an  indenture  containing  a  "touch-ofT" 
clause  fairly  typical  of  those  current  in  the  investment  company  field. 
The  "touch-off"  clause  read  as  follows :  *^^ 

Article  III,  Section  8.  The  Company  covenants  that  if  at  any  time  during 
the  life  of  this  indenture  its  net  assets  (before  deducting-  its  funded  debt)  shall 
be  less  than  one  hundred  and  ten  percent  (110%)  of  the  funded  debt  of  the 
company,  it  will  redeem  all  the  then  outstanding  Debentures  at  the  next  semi- 
annual interest-payment  date  on  which  redemption  may  be  made,  in  accordance 
with  the  provisions  of  Article  II  hereof  and/or  applicable  redemption  provisions 
of  any  supplemental  indenture. 

Article  II,  referred  to  in  the  "touch-off"  provision,  provided  that 
the  redemption  of  debentures  should  be  at  the  rate  of  103  percent  of 
the  principal  thereof  up  to  and  including  April  1,  1931,  and  at  the 
rate  of  100  jiercent  of  the  principal  thereafter,  with  accrued  interest 
in  each  case.*^*' 


■IS"  Another  example  of  the  difficulties  created  by  the  ambiguity  of  a  "touch  off"  provision 
will  be  found  in  the  case  of  Reliance  Management  Corporation  set  forth  infra,  pp.  1834-42. 

Additional  illustrations  of  the  lack  of  activity  of  trustees  in  the  face  of  the  infringement 
or  the  approaching  infringement  upon  the  "touch  off"  clause  may  be  noted  in  the  cases  ot 
International  Securities  Corporation  of  America  and  Eastern  Utilities  Investing  Corporation 
related  infra,  pp.  1844-58,  in  connection  with  the  subject  of  repurchases  of  bonds. 

«'  Reply  to  the  Commission's  questionnaire  for  Reynolds  Investing  Company,  Inc.,  Pt.  I, 
Exhibit  A.  Details  of  the  organization  and  the  financing  of  the  company  through  common 
stock,  cumulative  preferred  stock,  and  bonds  will  be  found  in  Ch.  II  of  this  part  of  the 
report,  pp.  350-496. 

■iss  Reply  to  the  Commission's  questionnaire  for  Reynolds  Investing  Company,  Inc.,  Pt.  I, 
Exhibit  I.  The  indenture  named  The  Seaboard  National  Bank  of  the  City  of  New  York 
as  trustee. 

^«"  Id.,  Pt.  I,  Exhibit  I,  Art.  II. 
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Thus  by  Article  III,  Section  8,  the  Company  undertook  to  liquidate 
the  Debentures  at  one  hundred  and  three  percent  of  the  principal 
prior  to  April  1,  1931,  and  at  one  hundred  percent  (100%)  of  the 
principal  thereafter,  together  with  accrued  interest,  should  the  net 
assets  fall  below  one  hundred  and  ten  percent  (110%)  of  the  amount 
of  funded  indebtedness.  But  if  the  latter  contingency  actually  and 
undeniably  occurred,  there  was,  nevertheless,  no  assurance  that  the 
bondholder  would  receive  the  promised  distribution.  The  failure  of 
the  company  (the  management  and  directors)  to  make  the  promised 
distribution  would  merely  constitute  a  default.  The  trustee  might 
then  proceed  to  turn  the  default  into  an  "event  of  default"  by  serving 
a  "written  notice  of  such  default  requiring  the  Company  to  comply 
with  the  covenants  or  agreement  in  respect  of  which  it  is  so  in 
default."  **°  This  notice  the  trustee  might  serve  "in  its  discretion  or 
at  the  request  in  writing  of  the  holders  of  twenty-five  percent  (25%) 
in  principal  amount  of  the  Debentures  then  outstanding."  ^^'^  If 
within  sixty  days  after  the  receipt  of  such  written  notice  the  Company 
failed  to  remedy  the  default — in  this  case  to  redeem  the  outstanding 
Debentures — an  "event  of  default"  arose.*^- 

The  maturing  of  an  "event  of  default"  was  not  tantamount  to  the 
obtaining  by  a  bondholder  of  the  relief  covenanted  by  the  Company 
in  the  "touch-off"  clause.  Unless  requested  to  act,  in  writing,  by  the 
holders  of  twenty-five  percent  (25%)  in  principal  amount  of  all  de- 
bentures, the  Trustee  need  do  nothing  and  then  apparently  there  was 
a  standstill.  Upon  receipt  of  a  written  request  from  the  holders  of 
twenty-five  percent  (25%)  in  principal  amount  of  debentures,  the 
Trustee  could  be  moved  to  make  a  "declaration  of  default" — declare 
the  principal  and  interest  of  the  debentures  immediately  due  and 
payable.*^^ 

«»»Id.,  Pt.  I,  Exhibit  I.  Art.  V.  Sec.  2. 
«i  Ibid. 

^^-  Ibid.  The  circumstances  under  which  an  "event  of  default"  arose  are  set  forth  in  the 
Indenture  as  follows  : 

Section  2.  In  case  one  or  more  of  the  following  events,  herein  termed  "Events  of 
Default,"'  shall  happen  ;  that  is  to  say,  in  case — 

<c)  Default  shall  be  made  in  the  observance  of  any  of  the  covenants  on  the  part  of 
the  company  in  the  Debentures  or  in  this  indenture  expressed,  and  the  Company  shall 
not  remedy  such  default  within  sixty  (60)  days  after  written  notice  of  such  default 
requiring  the  Company  to  comply  with  the  covenants  or  agreements  in  respect  of  which 
it  is  so  in  default,  shall  have  been  served  upon  the  Company  by  the  Trustee,  which 
may  either  in  its  discretion  or  at  the  request  in  writing  of  the  holders  of  twenty-five 
percent  (25%)  in  principal  amount  of  the  Debentures  then  outstanding  give  such 
notice.     *     *     * 

*«*  Ibid.  The  Trustee  could,  in  his  own  discretion  without  the  solicitation  of  the  de- 
benture holders  malie  a  "declaration  of  default."  Section  2  of  the  Indenture  provides  that 
after  the  maturing  of  an  "event  of  default"  : 

then  the  Trustee  in  its  discretion  may,  and  upon  request  in  writing  by  the  holders  of 
twenty-flve  percent  (25% )  in  principal  amount  of  all  Debentures  issued  hereunder  then 
outstanding  shall,  declare  the  principal  of  all  the  debentures  if  not  already  due  to  be 
forthwith  due  and  payable,  and  upon  such  declaration  (hereinafter  called  "Declaration 
of  Default"),  the  Debentures,  together  with  the  interest  thereon  and  interest  at  the  rate 
of  six  percent  (6%)  per  annum  on  overdue  principal  and  interest,  shall  become  due  and 
payable  immediately,  anything  in  this  indenture  or  in  said  Debentures  contained  to  the 
contrary  notwithstanding. 

Section  1  (f )  of  Article  VII  of  the  Indenture  creates  some  doubt  as  to  whether  the  Trustee 
was  compelled  to  make  a  "declaration  of  default"  even  when  requested  by  the  specified  pro- 
portion of  debenture  holders  : 

(f)  Unless  and  until  the  Trustee  shall  have  received  written  notice  to  the  contrary 
from  the  holders  of  not  less  than  twenty-five  percent  (25% )  in  amount  of  the  Debentures 
outstanding,  the  Trustee  may  conclusively  assume  for  the  purposes  of  this  indenture 
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If,  now,  the  Company  "should  fail  within  a  reasonable  time  to  com- 
ply with  the  demand  of  the  Trustee  to  pay  to  it  a  sum  *  *  * 
sufficient  in  amount  to  cover  all  overdue  principal  and  interest"  then 
the  Trustee  "shall  be  entitled  and  empowered  to  protect  the  rights  of 
the  Debenture  holders  under  this  indenture  by  action  at  law  or  suit  in 
equity."  ^^*  However,  the  Trustee  need  not  proceed  with  a  prosecution 
of  any  action  or  suit  or  in  fact  with  the  exercise  of  any  of  the  powers 
or  trusts  of  the  Indenture  unless  the  holders  of  twenty-five  percent 
(25%)  of  the  principal  amount  of  the  Debentures  have  notified  it  of 
the  default  and  of  the  continuance  thereof,  have  requested  it  to  act,  and 
have  offered  it  satisfactory  indemnity  against  cost,  expenses,  and 
possible  liabilities.*^^ 

The  above  is  a  short  resume  of  the  difficulties  facing  the  bondholders 
under  this  and  similar  indentures  in  securing  the  promised  relief  even 
if  the  "touch-off"  point  had  admittedly  been  reached.  A  still  greater 
obstacle  consisted  of  the  practical  inability  of  the  bondholders  to 
secure  either  proof  or  admission  that  the  "touch-off"  point  had  as  a 
matter  of  fact  been  reached. 

While  the  Trustee,  by  the  Indenture,  was  given  the  right  to  inspect 
the  books  of  the  Company  "at  all  reasonable  times,"  the  Indenture 
specifically  provided  that  a  certificate  by  the  president  or  any  of  the 
other  enumerated  officers  of  the  corporation  might  serve  as  conclusive 
evidence  of  the  present  or  past  existence  of  any  fact  which  it  might  be 
necessary  or  expedient  for  the  Trustee  to  ascertain  under  the  Inden- 
ture and  that  the  Trustee  "shall  be  fully  justified  in  acting  thereon."  *"® 
The  Indenture  further  provided  that  the  Trustee  be  protected  in  acting 
on  any  such  certificate,  affidavit,  statement,  or  resolution  and  that  the 
Trustee  incurred  no  liability  for  any  action  taken  by  it  in  reliance  upon 
such  certificate  or  resolution  properly  certified.*^^ 

It  thus  appears  that  the  Trustee  was  not  encouraged  to  make  any 
independent  investigation  of  important  facts  and  was  practically 
directed  to  accept  the  version  tendered  by  the  management. 

In  connection  with  the  "touch-off"  clause,  the  fact  as  to  what  the 
"net  assets"  of  the  Company  were  at  any  given  time  was  the  most  vital 
element.    Were  the  term  "net  assets"  so  clearly  defined  in  the  instru- 
ment as  not  to  permit  evasion  or  selective  interpretation,  the  manage- 
that  there  has  been  no  Event  of  Default  hereunder.     The  Trustee  shall  not  be  required 
to  take  any  action  in  respect  of  any  such  default  unless  requested  so  to  do  by  an  instru- 
ment in  writing  or  concurrent  instruments  in  writing  signed  by  the  holders  of  not  less 
than  twenty-five  percent  {25%)  in  amount  of  the  Debentures  outstanding,  and  tendered 
security  and  indemnity  satisfactory  to  it  against  any  and  all  costs,  expense,  and  lia- 
bility,  anything  herein   contained   to  the   contrary  notwithstanding,  but  neither  any 
such  notice  or  request  nor  this  provision  therefor  shall  limit  any  discretion  therein 
given  to  the  Trustee  or  which  it  may  otherwise  have  to  determine  whether  or  not  it 
will  take  action  with  respect  to  any  such  default  or  whether  or  not  it  shall  take  action 
without  such  request  or  indemnity. 

^84  Id.,  Pt.  I,  Exhibit  I,  Art.  V,  Sec.  3. 
«s  Id.,  Pt.  I,  Exhibit  I,  Art.  V,  Sec.  6. 
«« Id.,  Pt.  I,  Exhibit  I,  Art.  VI. 

Methods  of  Proof. — Whenever  it  shall  be  necessary  for  the  Trustee  under  this  in- 
denture to  ascertain  the  present  or  past  existence  of  any  fact,  or  the  Trustee  shall 
deem  it  expedient  so  to  do,  and  the  method  of  conclusively  proving  such  fact  to  the 
Trustee  shall  not  have  been  otherwise  provided  for  by  the  terms  of  this  indenture,  then 
and  in  every  such  case  the  Trustee  may  receive  as  conclusive  evidence  of  the  present  or 
past  existence  of  such  fact,  and  shall  be  fully  justified  in  acting  thereon,  a  certificate 
setting  forth  such  fact  made  by  the  president  or  a  vice  president  and  by  the  secretary  or 
an  assistant  secretary  of  the  Company  over  the  corporate  seal  of  the  Company. 

«Ud.,  Pt.  I,  Exhibit  I,  Art.  VII,  Sec.  1  (g)   (i). 
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ment  might  have  had  no  alternative  but  to  disclose  that  "net  assets" 
totaled  less  than  one  hundred  and  ten  percent  (110%)  of  the  funded 
indebtedness.  However,  the  "touch-off"  clause  itself  contained  no 
criteria  as  to  how  the  net  assets  of  the  Company  were  to  be  deter- 
mined. Article  III,  Section  7,  provided  that  the  "net  assets  of  the 
Company  shall  be  determined  in  accordance  with  good  accounting 
practice"  but  failed  to  define  what  "good  accounting  practice"  was 
cr  how  that  was  to  be  determined.  This  phrase  was  so  ambiguous 
that  the  Company  by  accepting  an  interiDretation  thereof,  tendered 
by  its  accountants  and  legal  counsel,  was  able  to  prepare  a  statement 
indicating  that  the  "touch-off"  point  had  not  been  reached,  Avhereas 
under  a  more  generally  acceptable  interpretation,  the  "net  assets" 
would  have  clearly  been  disclosed  as  less  than  the  amount  required 
by  the  "touch-off"  provision.  Moreover,  the  lack  of  definition  en- 
abled the  management  of  Reynolds  Investing  Company,  Inc.  to  assign 
appraised  values  to  certain  securities  in  the  portfolio  greater  than 
the  managements  of  affiliated  companies  assigned  to  the  same  securi- 
ties at  approximately  the  same  time,  the  higher  evaluation  in  the 
former  case  raising  the  assets  above  the  specified  "touch-off"  point. 
The  investment  company  disclaimed  that  the  "touch-off"  point  of 
one  hundred  and  ten  percent  (110%)  was  ever  reached.  According 
to  the  reply  to  the  Commission's  questionnaire,  the  low  point  in  asset 
coverage  occurred  on  June  30,  1932,  when  the  net  assets  amounted  to 
111.25%  of  the  funded  debt.*^^  The  asset  coverage  of  the  debentures 
for  month  ends  in  1932,  as  reported  by  the  Company,  follows :  ^^^ 

Percent  coverage 
of  deieiitures — 
Date  :  '"^^t  asset  value 

December  31,  1931 125.  03 

March  31,  1932 124.  57 

.June  30,  1932 111.  25 

September  30,  1932 145.  33 

December  31,  1932 123.  36 

More  than  3i/2  years  after  the  date  of  the  Indenture  (April  1, 
3928),  and  approximately  two  months  prior  to  the  issuance  of  the 
year-end  statement  of  1931,  at  which  time  the  net  asset  value  of  the 
debentures  was  reported  to  be  one  hundred  and  twenty-five  percent 
(125%),°°°  the  board  of  directors  sought  a  legal  interpretation  of 
the  term  "good  accounting  practice." 

Counsel  advised  the  Company  that — 
the  determination  of  the  net  assets  of  your  Company  in  accordance  with  good 
accounting  practice,  within  the  meaning  of  the  applicable  clauses  of  the  Trust 

^88  Id.,  Pt.  IV,  Tables  7  and  7A. 

*^^  Ibid.  For  the  same  period,  the  preferred  stock,  which  had  a  liquidation  value  of  $110 
and  a  stated  value  of  $100  per  share,  had  a  net  asset  value  as  follows  (ibid.)  : 

Preferred  stock 

Net  asset  value 
Date  •  P^^  share 

December   31,    1931 $23.59 

March    31,    1932 31.  29 

June  30,  1932 14.10 

September  30.  1932 56.50 

December  31,  1932 14.  OO 

^"^  Id.,  Pt.  IV,  Table  7A. 
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Indenture,  may  be  made  as  follows:  (1)  Securities  which  have  an  active 
market  value — by  taking  such  market  value  as  of  the  date  under  consideration ; 
(2)  Securities  which  have  no  active  market  values  but  which  have  not  shrunk 
in  intrinsic  worth — by  taking  the  cost  to  you;  (3)  Securities  which  have  no 
:active  market  values  bvit  which  have  shrunk  in  intrinsic  worth — by  taking 
the  appraised  values  as  of  the  date  under  consideration.""^ 

The  most  significant  element  of  tliis  legal  opinion  was  that  it  per- 
mitted the  Company  to  make  its  own  appraisals  of  the  asset  value 
not  only  of  such  securities  as  had  no  market  at  all,  but  of  such  as 
the  Company  might  choose  to  regard  as  having  no  "active  market 
value." 

The  Company  itself,  in  its  inquiry  of  the  attorneys,  had  taken  the 
definite  stand  that  some  of  its  portfolio  securities,  though  listed  on 
exchanges  and  traded,  had  no  market  value  because  not  "sufficiently 
activelj^  traded  in."  ^°-  The  opinion  of  counsel,  however,  did  not 
Tmdertake  to  define  what  an  "active  market  value"  was  as  distin- 
guished from  an  "inactiA^e  market  value." 

The  reply  of  counsel  contained  the  suggestion  that  to  the  extent 
that  appraisals  were  used,  the  management  would  be  practically  the 
arbiter  of  the  net  asset  value  of  the  Company. 

An  appraisal  of  the  valvie  of  such  securities  under  such  circumstances  is, 
■of  course,  nothing  more  than  an  expression  of  opinion  on  such  value.  But  if 
the  appraisal  is  made  by  one  or  more  persons  who  by  training  and  experience 
are  qualified  to  express  such  an  opinion,  who  have  acted  in  good  faith,  and 
have  made  the  appraisal  after  consideration  of  all  reasonably  available  infor- 
mation on  the  intrinsic  worth  of  the  securities  imder  examination,  including 
l)alance  sheets  and  income  accounts,  past  and  present,  the  value  arrived  at 
can  be  attacked  and  set  aside  only  by  proof  of  error  in  fact  on  the  part  of  the 
appraisers.  Otherwise,  an  appraisal  by  any  other  equally  qualified  person  which 
arrives  at  a  different  value  amounts  to  nothing  more  than  a  difference  of 
opinion. 

The  Company,  pursuant  to  the  advice  of  counsel,  proceeded  to 
appraise  not  only  such  securities  as  were  not  listed  on  exchanges,  but 
also  securities  which  it  claimed  had  no  "active  market  value." 

Among  the  securities  to  which  the  Company  assigned  appraised 
values  were  two  which  were  traded  on  an  exchange.  It  will  be 
shown  that  had  the  Company  accepted  the  market  prices  in  these 
two  instances  alone,  instead  of  crediting  itself  with  the  higher 
appraisal  values,  the  net  assets  of  the  Company  would  have  been 
exposed  as  below  the  "touch-off"  point. 

Accepting  the  appraisal  figures,  the  net  assets  of  the  Company 
would  be  compiled  as  follows  from  the  balance  sheet  for  December 
31,  1931.^°3 


^"1  Letter  of  November  4,  1931,  from  Caclwalader.  Wickersham  &  Taft  to  Reynolds 
Investing  Company,  Inc. 

""2  The  Company's  inquiry  is  reproduced  in  the  opinion  of  counsel  contained  in  the 
letter  dated  November  4,  1931. 

^"^  Reply  to  the  Commission's  questionnaire  for  Reynolds  Investing  Company,  Inc.,  Pt.  I, 
'JJxhibit  E-6. 
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ASSETS  CUREENT   LIABILITIES 

Cash $35,310.62    Accrued     interest     payable 

Accrued  interest  and  divi-  on    debentures $45,877.50 

dends    receivable 22,  075.  31     Sundry  accounts  payable—     10,  460.  68 

Notes    receivable 226,958.37     Reserve  for  State  taxeS—       5,075.00' 

Investments  " 4,  365,  970.  05  

Total        market 

and/or  value  as 

appraised  by  the 

Company. 
Deferred  charges.^ 


Total    assets 4,650,314.35  Total     current      lia- 

Total  liabilities-—        61,413.18  bilities 61,413.18- 


Net  assets 4,  588,  901. 17 

"  Investments  at  cost  totaled  $14,674,528.84. 

6  The  balance  sheet  carried  two  "Deferred  charges"  items  totaling  $217,968.06  in  the 
"Assets"  column,  to  wit :  "Unamortized  balance  of  office  alterations  $5,828.59"  and: 
"Unamortized  discount  and  expense  $212,139.47."  In  computing  nef  assets  in  connection 
with  the  "touch  off"  clause  these  items  are  properly  eliminated. 

The  aggregate  assets  figure  of  $4,365,970.05  for  security  invest- 
ments was  composed  of  a  total  of  $1,333,588.  80  representing  the 
market  vahie  of  bonds,  stocks,  and  a  syndicate  holding,  and  a  total 
of  $3,032,381.25  representing  appraisals  by  the  Company.^°^  Included 
in  the  appraisal  total  of  $3,032,381.25  were  appraisals  of  the  value 
of  the  Company's  holdings  of  stock  of  Keybarn  Company,  Inc.  and 
the  United  States  Foil  Company,  Class  B  Common.  The  balance 
sheet  stated  in  a  footnote  that  the  market  quotations  of  these  two 
stocks  on  December  31,  1931,  "at  the  nominal  market"  were  75  cents 
and  $2,875,5*^^  respectively.  The  Company  appraised  its  Eeybarn 
stock  at  $3.00  per  share  or  $2.25  per  share  above  the  market  quota- 
tion; its  United  States  Foil  Company  stock  at  $9.00  per  share  or 
$6.00  per  share  above  the  market  quotation. °°*^ 

The  Company  apparently  sought  to  justify  its  use  of  an  appraisal 
value  instead  of  a  market  value  by  the  notation  that  the  market  quo- 
tations cited  were  "at  a  nominal  market,"  i.  e.,  that  these  securities 
had  no  "active  market  value."  ^°^  In  the  month  of  December  1931 
alone,  31,800  shares  of  Eeybarn  Company,  Inc.  stock  were  traded  on 
the  New  York  Curb  Exchange.  The  price  ranged  between  50  cents 
and  87%  cents  per  share.  In  the  same  month  6,100  shares  of  United 
States  Foil  Company  Class  B  Common  were  traded  on  the  New  York 
Curb  Exchange,  the  price  ranging  between  $2.87%  per  share  and 

5»*  Ibid. 

5»5  Ibid. 

^"•^  It  should  be  noted  that  Investors  Equity  Company,  Inc.,  and  Reybarn  Company,  Inc., 
which  were  related  to  Reynolds  Investing  Company,  Inc.,  by  a  partial  identity  in  sponsor- 
ship and  directorate  carried  these  two  securities  at  their  market  quotations;  see  infra,, 
p.  1828. 

'"■  Op.  cit.  supra,  note  503. 
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$3.25  per  share.  Reference  to  the  daily  trading  reports  on  the  New 
York  Curb  Exchange  shows  that  thousands  of  shares  of  stock  of  both 
Companies  were  traded  each  month  of  the  year  1931.^*** 

The  appraisal  gave  to  the  Company's  holding  of  Reybarn  Com- 
pany, Inc.  stock  an  evaluation  of  $446,436  above  the  market  quo- 
tation and  to  the  Company's  holding  of  United  States  Foil  Company 
Class  B  stock  an  evaluation  of  $252,007  above  the  market  quotation, 
constituting  a  total  of  $698,443.^°^  Had  these  two  securities  been 
carried  at  market  value,  the  net  assets  of  the  Company  on  December 


508  rpjjg  trading  in  these  two  stoclis  on   the  New  York  Curb  Exchange  for  1931   was  as 
follows : 

Reybarn  Co.,  Inc. 


Date  (1931) 

High 

Low 

Closing 
sale 

Volume 

(shares) 

January                                     -                                           .  ., 

3 

5 

f 

1 

1 
1 

1 
-.2 

13, 900 

February 

17,000 

March 

16,  000 

April 

8,900 

May 

4,000 

June 

5,400 

July 

6,400 

2,300 

September 

11,700 

4,300 

November 

5,500 

31,  800 

Daily  transactions  during  last  week  of  December  19S1 

Dec.  25,  Friday  >> 

M 

M 

H 

9,800 

% 

1,300 

Dec.  29,  Tuesday 

2,200 

Dec.  30,  Wednesday 

4,400 

Dec.  31,  Thursday 

3,400 

United  States  Foil  Co.,  Class 


Janury 

February.. 

March 

April 

May 

June 

July 

August 

September. 

October 

November. 
December. . 


7 

5^ 

5H 

9 

h% 

<.5?i 

10 

7 

"8^ 

7J^ 

&A 

6}^ 

6M 

4^ 

m 

6 

4 

5 

5M 

4Ji 

m 

4:}4 

"  3% 

4 

V/i 

m 

3?4 

214 

'm 

4 

3M 

SH 

3M 

•2y, 

2% 

4,600 
6,000 
7.800 
2,100 
5,700 
7,200 
2,200 
500 
1,900 
4,800 
1,300 
6,100 


Daily  transactions  during  last  week  of  December  1951 


Dec.  26,  Saturday 

m 

2% 

2^ 

900 

Dec.  28,  Monday.. 

2K 

2H 

2}^ 

200 

Dec.  29,  Tuesday 

Dec.  30,  Wednesday 

3 

2% 

i 

1 

1,600 

Dec.  31,  Thursday 

100 

"  Bid  price.  '  Exchange  closed. 

'*'  Op.  cit.  supra,  note  503,  Pt.  Ill,  Table  2.  Reynolds  Investing  Company,  Inc.,  held 
198,416  shares  of  the  stock  of  Reybarn  Company,  Inc.,  appraised  at  $595,248  and  41,144 
shares  of  the  Class  B  stock  of  United  States  Foil  Company,  appraised  at  $370,296. 
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31,  1931,  AYOuld  have  been  shown  to  be  $3,890,458.17.=^°  Since  $3,670,- 
200  of  debentures  were  outstanding  at  that  time,  the  coverage  on  that 
basis  on  December  31,  1931,  would  have  appeared  as  a  trifle  over 
106  7o,  or  approximately  4%  below  the  "touch-off"  point. 

Similarly,  if  the  net  assets  of  the  Company  as  shown  by  the  bal- 
ance sheet  of  December  31,  1932,  had  been  reduced  by  the  use  of 
market  quotations  of  Reybarn  Company,  Inc.  stock  and  the  United 
States  Foil  Company  Class  B  stock  in  place  of  the  appraisal  values, 
the  net  assets  of  the  Company  at  that  time  would  be  disclosed  as 
aggregating  $3,770,298.71  ="  and  since  $3,501,000  of  debentures  were 
outstanding  at  that  time^^-  the  coverage  would  appear  as  104.8% 
instead  of  the  123.30%  submitted  by  the  Company.^" 

The  Company  submitted  that  on  June  30,  1932,  the  net  asset  cover- 
age reached  its  lowest  point— 111.25%.=^^  That  amount  of  asset 
coverage  was  obtained  by  the  use  of  appraisal  values  higher  than  the 
market  quotations  in  the  case  of  the  two  blocks  of  stock  above  men- 
tioned. It  is  readily  apparent  that  the  substitution  of  the  market 
quotations  for  the  appraised  values  would  bring  the  asset  coverage 
at  that  time  considerably  below  the  "touch-off"  point. 

The  propriety  of  appraising  securities  listed  on  the  exchanges 
was  seriously  questioned  by  Chas.  D.  Barney  &  Co.,  one  of  the  orig- 
inal sponsors  of  the  Company.  In  May  1932  Chas.  D.  Barney  &  Co. 
apprised  the  management  that  it  felt  that  "the  point  on  which  Mr. 
Taft's  opinion  is  based,  namely  as  to  whether  listed  stocks  have  a 
market  which  might  be  termed  active  or  not,  is  a  very  fine  one."  =^= 
It  further  suggested  that  the  president  of  the  Company  might  find 
his  duties  and  obligations  to  the  stockholders  inconsistent  with  his 
duties  to  debenture  holders,  and  requested  that  he  apply  to  the 
Federal  District  Court  for  the  appointment  of  an  equity  receiver 
rather  than  wait  for  this  step  "to  be  taken  by  a  holder  of  the  deben- 
tures or  a  group  of  such  holders."  =^^  The  Company  replied  that  the 
officers  were  satisfied  with  the  manner  in  which  the  net  assets  of  the 
Company  were  determined  and  declined  the  suggestion  of  making 
application  for  a  receivership .=" 

='»  The  net  assets  as  computed  from  the  balance  sheet  for  December  31,  1931  ($4,588,901.17) 
reduced  by  $698,443. 

=11  Op.  cit.  supra,  note  503,  Pt.  I,  Ex.  E-7. 

'■'■^  Ibid. 

»w  Id.,  Pt.  IV,  Table  7. 

51*  Ibid. 

=«  Letter  of  John  W.  Hanes  of  Cbas.  D.  Bainey  &  Co.  to  Reynolds  Investing  Company,  Inc.. 
dated  May  3,  1932  (Minute  Book  of  Reynolds  Investing  Company,  Inc.).  Mr.  Hanes  had 
been  a  director  of  Reynolds  Investing  Company,  Inc.,  but  had  resigned  as  of  September  24, 
1931.  Mr.  Taft  was  a  member  of  the  law  firm  of  Cadawalder,  Wickersham  &  Taft,  counsel 
to  Reynolds  Investing  Company,  Inc. 

5i«  Ibid. 

^1'  Reply  of  Reynolds  Investing  Company,  Inc.,  to  John  W.  Hanes,  dated  May  11,  1932 
(Minute  Book  of  Reynolds  Investing  Company,  Inc.).     The  reply  read  in  part  as  follows  : 

I  hardly  need  remind  you  that  the  question  of  whether  the  110%  clause  of  the  Trust 
Indenture  has  been  complied  with  must  depend  upon  whether  the  net  assets  of  the 
Company  have  been  determined  "in  accordance  with  good  accounting  practice"  as  the  in- 
denture provides. 

****♦♦* 

The  Company  has  always  expressed  its  willingness  to  furnish  all  information  of  its 
affairs  to  any  of  its  security  holders  who  are  concerned  over  the  situation  or  anxious  for 
further  information,  and  it  is  still  willing  and  anxious  to  do  so,  as  I  personally  am 
also.  If  in  spite  of  this  any  of  the  debenture  holders  feel  that  the  terms  of  the  Trust 
Indenture  have  not  been  complied  with,  they  are,  of  course,  at  liberty  to  take  such 
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As  late  as  April  1939  a  sharp  difference  of  opinion  existed  as  to 
whether  the  Class  B  common  stock  of  the  United  States  Foil  Com- 
pany and  the  common  stock  of  Reynolds  Metals  Company  were  prop- 
erly subject  to  appraisal  or  whether  they  were  to  be  taken  at  their 
market  quotations.^^^ 

In  addition  to  appraising  two  blocks  of  securities  which  the  Com- 
pany claimed  had  merely  a  "nominal  market  value,"  the  manage- 
ment appraised  portfolio  securities  which  had  no  market  at  all.  As 
noted  above,  the  investment  securities  were  set  forth  in  the  balance 
sheet  for  December  31,  1931,  as  having  a  combined  market  and  ap- 
praised value  of  $4,365,970.05.519  Of  this  total  figure  only  $1,333,- 
588.80,^2°  or  approximately  31%,  represented  the  market"  value  of 
securities;  $965,544,'5^i  or  22%,  represented  the  appraisal  value  of  the 
Reybarn  and  United  States  Foil  Company  stock  which  was  presumed 
to  have  no  active  market  value;  and  $2,066,837.25,^-^  or  47%,  repre- 
sented securities  which  had  no  market  at  all.  Thus,  approximately 
69%  of  the  valuation  of  the  entire  portfolio  consisted  of  appraisals 
made  by  officers  and  directors  of  the  Company. 

The  appraisals  by  the  management  of  Reynolds  Investing  Com- 
pany, Inc.  appear  in  several  instances  to  have  been  inconsistent  with 
appraisals  of  the  same  securities  held  in  the  portfolios  of  affiliated  com- 
panies. This  use  of  the  higher  set  of  values  for  the  same  securities 
by  Reynolds  Investing  Company,  Inc.  in  1931  and  1932,  elevated 
the  total  net  assets  of  that  company  above  the  "touch-off"  point. 
Reynolds  Investing  Company,  Inc.  was  one  of  five  investment  com- 
panies which  had  been  originally  jointly  sponsored  by  Chas.  D. 
Barney  &  Co.  and  Reynolds  &  Company,  brokerage  firms  and  mem- 
bers of  the  New  York  Stock  Exchange.^-'^  Upon  comparison,  substan- 
tial discrepancies  are  to  be  found  in  the  values  accorded  to  the  identical 
securities  in  the  respective  portfolios  of  three  of  the  affiliated  com- 

steps  as  they  are  advised  and  the  matter  will  have  to  be  determined  on  the  basis  of  the 
provisions  of  the  Trust  Indenture.  But  any  such  steps  will  have  to  he  taken  without 
my  cooperation  and  you  can  rest  assured  that  in  such  event  the  Company  and  I  per- 
sonally will  make  every  effort  to  prove  our  conviction  that  the  terms  of  the  Trust 
Indenture  have  been  and  now  are  being  complied  with  to  the  very  letter,  and  that  the 
appointment  of  a  Receiver  under  such  circumstances  would  be  unwarranted  and  in 
violation  of  the  interest  and  rights  of  the  security  holders  of  the  Company. 

"8  Letter  of  Kellogg,  Emery  &  Inness-Brown,  attorneys  for  one  of  the  preferred  stock- 
holders committees  to  the  Trustees,  dated  April  3,  19.39  (S.  E.  C.  File  No.  212-98-2B,  New 
York  Regional  Office).     This  letter  read  in  part  as  follows  : 

Counsel  for  various  Common  Stockholders'  interests  suggest  that  the  Class  B  Com- 
mon Stock  of  United  States  Foil  Company  and  the  Common  Stock  of  Reynolds  Metals 
Company  be  included  as  "Special  Interests."     We  share  the  opinion  of  the  remaining 
counsel  that  these  shares  should  be  excluded  from  the  definition  of  "Special  Interests." 
******* 

As  shown  above,  the  trading  in  these  two  stocks  is  sufficiently  active  to  remove  them 
from  the  class  of  "Special  Interests."  We  believe  that  they  should  be  classified  with 
the  other  general  portfolio  securities. 

^i»  Reply  to  the  Commission's  questionnaire  for  Reynolds  Investing  Company,  Inc.,  Pt.   I, 
Exhibit  E-6. 
^20  Ibid. 
=^21  Ibid. 
''^  Ibid. 
=5"  Id.,  Item  5. 
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panies,  to  wit:  Investors  Equity  Company,  Inc.,  Reybarn  Company, 
Inc.,  and  Reynolds  Investing  Company,  Inc.^^* 

In  some  instances,  the  same  issues  of  securities  were  contained  in 
the  portfolio  of  Reynolds  Investing  Company,  Inc.  and  in  the  port- 
folios of  the  other  two  companies ;  in  other  instances,  in  the  portfolio 
of  Reynolds  Investing  Company,  Inc.  and  in  the  portfolio  of  one 
of  the  other  companies. 

The  following  table  on  p.  1832  reflects  the  appraisal  values  per 
share  employed  by  Re5aiolds  Investing  Company,  Inc.,  on»June  30, 
1932,  as  compared  with  the  appraisals  in  use  at  that  time  by  Rey- 
barn  Company,  Inc.  and  Investors  Equity  Company,  Inc.^^^ 

^  These  tliree  companies,  in  addition  to  being  under  the  common  sponsorship  of  the 
Baraey-Reynolds  interests,  had  several  directorships  and  a  number  of  tlieir  highest  officers 
in  common,  as  shown  below. 

John  W.  Hanes 


Reynolds  Investing  Co.,  Inc." 

Investors  Equity  Co.,  Inc."- 

Reybarn  Co.,  Inc.' 

Office 

From— 

To— 

Office 

From— 

To- 

Office 

From— 

To— 

President. - 
Director 

1928- __ 
3/2/28-. 

1929. 

9/24/31. 

Vice  presi- 
dent. 
Director...- 

5/1927. 
5/1927. 

5/1932. 
5/1932. 

President.. 
Director-... 

2/1929. 
2/1929. 

12/31/35.  ■' 
12/31/35.<i 

Richard  S.  Reynolds 


President. 
Director... 


3/2/28- 
3/2/28. 


Vice  presi- 
dent. 
Director... 


9/1931. 
2/1929. 


Clarence  K.  Reynolds 


Vice  presi- 
dent. 
Director 


3/2/28., 
3/2/28. 


12/31/35.' 
12/31/35.' 


President..]  5/1927. 
Director...-!  5/1927. 


5/1932. 
5/1932. 


President- - 
Director 


2/1929. 
2/1929 


12/31/35.  <« 
12/31/35.'* 


°  Reply  to  the  Commission's  questionnaire  for  Reynolds  Investing  Co.,  Inc.,  Pt.  VII. 
>>  Reply  to  the  Commission's  questionnaire  for  Investors  Equity  Co.,  Inc.,  Pt.  VII. 
'  Reply  to  the  Commission's  questionnaire  for  Reybarn  Co.,  Inc.,  Pt.  VII. 
<*  End  of  the  period  to  which  the  Commission's  questionnaire  referred. 

B25  This  compilation  and  comparison  of  the  values  at  which  the  same  "special  interests" 
were  held  by  the  respective  companies  is  as  of  June  30,  1932,  the  date  on  which  Reynolds 
Investing  Company,  Inc.,  claimed  an  asset  coverage  of  111.25%.  On  that  date  Reybarn 
Company,  Inc.,  was  using  appraisals  which  had  been  set  by  the  Board  of  Directors  on  June 
15,  1932  (Minutes  of  Resolutions  adopted  by  Board  of  Directors  on  June  15,  1932). 

The  last  appraisals  by  Investors  Equity  Company,  Inc.,  were  set  on  May  17,  1932,  the  day 
prior  to  the  transfer  and  sale  of  its  assets  to  Tri-Continental  Corporation  (reply  to  the 
Commission's  questionnaire  for  Investors  Equity  Company,  Inc.,  Pt.  Ill,  Table  2).  The 
chief  reason  for  the  transfer  of  the  assets  of  Investors  Equity  Company,  Inc.,  to  Tri- 
Continental  Corporation  was  that  the  latter  assumed  the  bonded  indebtedness  of  Investors 
Equity  Company,  Inc.,  which  was  on  the  point  of  reaching  the  "touch-off"  level  (id.,  Pt.  I, 
Exhibits  Al  and  A3). 

The  valuations  of  "special  interests"  in  use  by  Reynolds  Investing  Company,  Inc.,  on 
June  30,  1932,  were  the  appraisals  as  of  December  31,  1931,  approved  by  the  directors  on 
January  21,  1932,  no  new  appraisals  being  made  until  December  31,  1932  (Minutes  of  the 
meeting  of  directors  of  Reynolds  Investing  Company,  Inc..  on  Jan.  21,  1932  ;  appraisals  as 
of  Dec.   31,   1931,   and   Dec.   31,    1932,   filed  by   Reynolds    Investing  Company,   Inc.,   as  a 
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Title  of  appraised  security 


Investors 

Equity  Co., 

Inc.,  as  of  May 

17,  19,32  a 

(dollars  per 

share) 


Reybarn  Co., 

Inc.,  appraised 

values  set  on 

June  15,  19.32, 

in  use  on  June 

30,  1932  b 

(dollars  per 

share) 


Reynolds  In- 
vesting Co., 
Inc.,  appraised 
as  of  Dee.  31, 
1931,  in  use  on 
June  30,  1932  " 
(dollars  per 
share) 


Case,  Pomeroy  &  Co.  common 

Case,  Pomergy  &  Co.,  pfd 

Petroleum  Reclamation  Corporation,  pfd. 

Royal  American  Corp 

United  States  Foil  Company  "B" 

Orange  Crush  Company 

Selected  Industries,  Inc.,  conv.  pfd 

Selected  Industries,  Inc.,  units 

Stokeley  Brothers  Company,  pfd 

Passwall  Corporation,  common 

Reybarn  Company,  Inc 


30 
37.50 


1.  m^ 

0.62 
30 
1 
0.75 


30 

37.  50 
d2.  25 


10 
100 
100 
50 
d9 
20 
7 

9.35 
92.91 
2 
d3 


»  Reply  to  the  Commission's  questionnaire  for  Investors  Equity  Company,  Inc.,  Pt.  III. 

k  Minutes  of  directors'  meeting,  June  15,  1932  and  reply  to  the  Commission's  questionnaire  for  Reybarn 
Company,  Inc..  Pt.  III. 

"  Reply  to  the  Commission's  questionnaire  for  Reynolds  Investing  Company,  Inc.,  Pt.  III.  The  apprais- 
al of  Dec.  31,  1931,  a  copy  of  which  was  filed  with  the  reply  to  the  Commission's  questionnaire,  compares 
the  appraisals  as  of  that  date  with  the  prior  appraisals  for  the  preceding  month,  i.  e.,  Oct.  31,  1931,  and 
contains  the  following  comments: 

Reference  to  Case-Pomeroy;  Mr.  Pike  informs  us  that  the  break-down  value  of  Case-Pomeroy  is 
somewhere  between  $8.00  and  $8.50.  As  is  our  usual  custom  we  have  allowed  something  for  "good 
will"  which  item  amounted  to  $7  a  share  in  the  original  purchase. 

Case-Pomeroy  Pfd.,  is  carried  at  cost,  as  that  stock  is  paying  dividends  and  has  liquid  assets  well 
above  the  total  amount  of  the  issue. 

Passwall  Corporation  Preferred  is  carried  at  $27,  after  a  check-up  with  the  auditors  and  its  annual 
statement. 

We  see  no  change  in  the  situation  as  far  as  Passwall  Corporation  common,  Penn  Heat  control,  Petro- 
leum Reclamation  preferred  and  Petroleum  Reclamation  common  are  concerned. 

Our  large  block  of  Reybarn  Company  is  appraised  at  $3  which  is  approximately  its  break-down  value, 
according  to  our  figures  and  the  statement  of  assets  furnished  to  us  by  the  Comjiany. 

Royal  American  Corporation  is  carried  at  $.50  and  we  have  a  message  from  Mr.  Fortington  to  the 
effect  that  it  would  be  extremely  difEcult  to  arrive  at  an  exact  break-down  figure  of  the  corporation. 
It  is  less  than  $60  and  more  than  $40. 

Selected  Industries  Convertible  Preferred  has  been  changed  from  $8  to  $7. 
Selected  Industries  Units  have  been  changed  from  $11.83  to  $9.35. 

Stokely  Bros.  Common  and  Preferred,  we  continue  to  carry  in  a  block  at  cost. 

United  States  Foil  "A"  we  carry  at  cost  as  before  and  United  States  Foil  "B"  at  $9,  which  is  approxi- 
mately its  break-down  value. 

d  It  should  be  noted  that  Investors  Equity  Company,  Inc.  carried  Reybarn  Company  common  at  market 
and  Reybarn  Company,  Inc.  carried  U.  S.  Foil  "B"  at  market,  while  Reynolds  Investing  Company,  Inc. 
gave  to  these  securities  a  much  higher  appraised  evaluation  on  the  ground  that  they  had  only  a  nominal 
market  value— see  supra  p.  1827. 


supplement  to  its  reply  to  the  Commission's  questionnaire).     The  letter,  dated  Feb.  24.  1937, 
transmitting  appraisals  as  of  Dec.  31.  1931.  and  Dec.  31,  1932,  read  as  follows  : 

In  reference  to  your  letter  of  Feb.  2nd.  covering  questions  6  and  7,  I  have  gone 
through  our  files  and  find  that  the  only  official  appraisals  made  by  us  in  writing  of  the 
portfolio  securities  are  those  contained  in  the  minute  book,  copies  of  which  I  am 
enclosing. 

As   I   explained   at   the   preliminary  hearing,  we  were  in   constant  touch  with   the 
oflBcials  of  those  companies  which  we  designate  as  "Special  Situations,"  and  the  infor- 
mation received  from  them  was  largely  verbal  or  obtained  from  their  own  records. 
Very  truly  yours, 

Reynolds  Investing  Company,  Inc., 
(s)      W.  F.  Woodward. 

W.  F.  Woodward,  Seen,  d  Treas. 

It  might  be  further  noted  that  as  late  as  May  3.  1932,  the  president  of  the  Company  and 
John  W.  Hanes  were  engaged  in  a  discussion  over  the  propriety  of  the  appraisals  of  December 
31,  1931;  see  supra,  pp.  1829. 

Investors  Equity  Company.  Inc.,  had  outstanding  a  debenture  issue  the  indenture  for 
which    contained   a    110%    asset    coverage    "touch-off"    provision    and    a    "good    accounting 
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The  most  substantial  variations  between  the  appraisals  of  Investors 
Equity  Company,  Inc.,  and/or  Eeybarn  Company,  Inc.,  and  Keynolds 
Investing  Company,  Inc.,  are  listed  below : 

Reybarn  and/or        Reynolds 

Investors  Equity        Investing 

Co.  Inc.  Go.  Inc. 

Case,  Pomeroy  &  Co.  preferred $80.  00  $100.  00 

Case,  Pomeroy  &  Co.  common 6.  00  10.  00 

Passwell  Corporation  common 1.00  2.00 

Petroleum  Reclamation   Corporation,   preferred 30.00  100.00 

Reybarn  Company.  Inc .  75  3. 00 

United  States  Foil  Company  "B" 2.25  9.00 

A  list  of  the  number  of  shares  of  each  of  these  securities  held  by 
Reynolds  Investing  Company,  Inc.  on  June  30,  1932,  is  not  available. 
However,  the  statements  by  the  Company  of  "Securities  Owned" 
show  that  it  held  precisely  the  same  number  of  shares  of  each  of 
the  above  listed  securities  on  December  31.  1931  and  on  December  31, 
1932.^-^  Hence  the  inference  that  the  same  number  of  shares  of  each 
of  the  securities  was  held  by  the  Company  on  the  interim  date  of 
June  30,  1932,  is  fully  justifiable. 

The  difference  in  the  net  assets  of  Reynolds  Investing  Company,. 
Inc.  (as  of  June  30.  1932),  as  the  result  of  the  use  of  its  own  ap- 
praisals instead  of  those  of  Investors  Equity  Company,  Inc.  and 
Reybarn  Company,  Inc.  would  amount  to  $936,975. ^-^  Reynolds 
Investing  Company,  Inc.  reported  net  assets  at  market  as  of  June 
30,  1932,  amounting  to  $3,929,608,=^=^  giving  a  coverage  for  the  bonds 
of  111.25%  or  11/4%  above  the  "touch-off"  point.  A  deduction  of 
the  aggregate  $936,975  excess  appraisals  in  the  case  of  these  six 
securities  would  show  the  net  assets  to  be  $2,992,633  and  reduce  the 
coverage  for  the  $3,532,200  of  outstanding  debentures  on  June  30,. 

practice"  clause  identical  with  those  contained  in  the  indenture  of  Reynolds  Investing- 
Company,  Inc.  C reply  to  the  Commission's  questionnaire  for  Investors  Equity  Company, 
Inc.,  Pt.  I,  Exhibit  K). 

528  Reply  to  the  Commission's  questionnaire  for  Reynolds  Investing  Company,  Inc.,  Pt.  III. 
The  portfolio  holdings  were  the  same  also  as  of  December  31,  1930. 

^^'  See  the  following  table  : 


Number 

of 
shares 
held 

Unit  ap- 
praisal 
value 
used  by 
Reynolds 
Investing 
Co.,  Inc. 

Appraisal 
of  value 
of  hold- 
ings by 
Reynolds 
Investing 
Co.,  Inc. 

Unit  ap- 
praisal 
value 
used  by 
Investors 
Equity 
and/or 
Reybarn 
Co.,  Inc. 

Value  of 
Reynolds 
Investing 
Co.,  Inc., 

holdings  at 
Investors 
Equity— 
Reybarn 
Co.,  Inc., 
appraisals 

Case,  Pomeroy  &  Co.,  Inc.,  pfd 

Case,  Pomeroy  &  Co.,  Inc.,  common. 

Passwall  Corporation,  common 

Petroleum    Reclamation    Corpora- 
tion, pfd 

Reybarn  Co..  Inc 

United  States  Foil  Co.  "B" 

750 
17, 196 
13,  533 

1,650 
198,416 
41, 144 

$100. 00 
10.00 
2.00 

100.  00 
3.00 
9.00 

$75, 000 
171,960 
27, 066 

165,  000 
595,  248 
370,  296 

$80.00 
6.00 
1.00 

30.00 
.75 
2.25 

$60, 000- 
103, 176 
13,  533- 

49,  500 
148,812 
92, 574 

1,404,570 
467, 595 

Difference 

936,975 

Table 
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1932,  to  85.15%.  On  that  basis  the  net  assets  of  the  Company  were 
not  only  below  the  "touch-off"  point  but  less  than  the  face  amount  of 
the  bonds. 

Even  after  the  company  went  into  reorganization  proceedings,  in 
May  1938,  the  ambiguities  of  the  "touch-off"  provisions  presented 
almost  insuperable  difficulties.^'^  It  is  interesting  to  note,  in  the 
suggested  plans  for  reorganization,  a  recognition  of  the  difficulties 
caused  by  the  inadequacies  of  the  protective  provisions  in  the  bond 
indenture.  The  plan  of  reorganization  presented  in  April  1939  rec- 
ommended that  the  following  elements  be  clearly  and  unequivocably 
defined : ''° 

a.  Wliat  constitutes  "net  assets." 

b.  Which  asset  items  are  to  be  included  or  excluded  in  the  com- 
putations. 

c.  How  listed  securities  should  be  valued. 

d.  How  unlisted  securities,  or  the  so-called  "special  situations" 
should  be  taken,  and  on  what  basis  these  unlisted  securities  should  be 
valued. 

e.  Which  liabilities  are  to  be  included  or  excluded  in  the  balance 
sheet. 

f.  Who  should  prepare  the  balance  sheet  for  the  purpose  of  compu- 
tation of  the  debtor's  net  assets. 

It  will  be  recalled  that  by  Article  III,  Section  VIII,  of  the  In- 
denture the  Company  covenanted  to  redeem  all  the  then  outstanding 
debentures  if  the  net  assets  of  the  Company  fell  below  110%  of  the 
funded  debt.  The  vagueness  of  definition  of  net  assets  and  the 
absence  of  adequate  check-up  and  enforcement  provisions  permitted 
the  decisions  as  to  whether  the  "touch-off"  point  had  been  reached 
and  whether  any  remedial  action  should  be  taken  to  rest  in  the 
hands  of  the  management  itself. 

3.  EFFECTS  OF  EFFORTS  TO  AVEUT  THE  ENFORCE- 
MENT OF  A  "TOUCH-OFF"  CLAUSE 

A  "touch-off"  provision  is  at  least  some  protection  to  the  bond- 
holders of  an  investment  company.  However,  the  presence  of  such 
a  clause  has  proved  to  be,  in  many  instances,  a  source  of  injury  to 

529  "Tiie  'touch-off'  clause  was  tlie  subject  of  heated  controversy  and  belated  compromise." 
(Letter  of  counsel  for  several  common  stockholders"  committees  and  for  First  Income  Trading 
Corporation  Receiver  to  Trustees  of  Reynolds  Investing  Company,  Inc.  S.  E.  C.  File  No. 
212-98-2B.) 

=3i>  Plan  of  reorganization  submitted  to  the  Trustees  by  respective  counsel  for  the  different 
committees  dated  April  1939  (S.  B.  C.  File  No.  212-98-1  A). 

In  November  1939  the  trustees  in  reorganization  filed  with  the  United  States  District 
Court  for  the  district  of  New  Jersey  a  proposed  plan  for  the  reorganization  of  Reynolds 
Investing  Company.  Inc.,  which  in  essence  provides  for  the  complete  liquidation  of  its  assets 
on  or  before  April  1,  1947.  During  the  interim  the  assets  of  the  company  are  to  be  sold 
gradually  and  applied  to  the  repurchase  of  the  company's  outstanding  bonds  and  preferred 
stocks  at  their  face  or  par  value,  or  80%  of  their  asset  value,  or  at  tender  prices  made  by 
bondholders  or  preferred  stockholders  or  market  prices,  whichever  is  lowest  at  the  time  of 
repurchase.  On  April  1,  1947,  a  statutory  liquidation  of  the  Company  under  the  laws  of 
Delaware  is  to  occur,  and  the  Company's  assets  are  then  to  be  distributed  in  accordance 
with  the  priority  of  the  claims  of  the  various  classes  of  securities.  Pending  the  final  liqui- 
dation of  the  company,  control  of  its  management  is  to  be  vested  in  the  bondholders  who 
are  given  the  right  to  elect  3  out  of  the  5  members  of  the  board  of  the  directors  of  the  reor- 
ganized company.  In  the  matter  of  Reynolds  Investing  Company,  Inc.,  United  States 
District  Court  for  the  district  of  New  Jersey,  In  Bankruptcy  No.  27863. 
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the  company  as  a  whole,  to  the  junior  security  holders,  and  possibly 
to  the  debenture  holders  themselves.  The  menace  of  the  serious  con- 
sequences that  might  possibly  result  from  a  violation  of  the  "touch- 
off"  clause  caused  investment  companies  to  engage  in  summary  liqui- 
dations of  promising  investments^  in  a  declining  market,  thus  prac- 
tically wiping  out  the  equity  of  the  junior  security  investors;  to  sell 
nonincome  producing  securities  at  unpropitious  times  in  order  to 
purchase  income  producing  securities;  and  to  convert  favorable  in- 
vestments into  cash  so  that  they  might  proceed  to  repurchase  deben- 
tures at  a  discount  and  avert  the  "touch-off"  point  in  that  manner. 

As  was  stated  by  one  investment  company  manager,  "the  'touch- 
off'  clause  operates  to  remove  management  discretion  at  the  very 
time  when  it  is  most  needed."  ^^^ 

While  a  weak  "touch-off"  provision  and  an  indifferent  trustee  de- 
prive the  debenture  holder  of  a  vital  protection,  a  more  stringent 
"touch-off"  provision  or  a  more  exacting  trustee  may  precipitate 
action  injurious  to  the  company  and  the  junior  security  holders. 

a.  Reliance  Management  Corporation  and  Reliance  International 
Corporation 

Reliance  Management  Corporation  and  Reliance  International  Cor- 
poration illustrate  the  effects  of  an  attempt  to  avert  the  threat  of  the 
enforcement  of  a  "touch-off"  provision. 

Reliance  Management  Corporation  was  incorporated  January  25, 
1929,  under  the  laws  of  the  State  of  Maryland. ^^^  The  individuals  and 
firms  interested  in  the  formation  of  this  company  and  the  distributors 
of  its  stock  were  Scholle  Bros.,  Ames,  Emerich  &  Co.,  Inc.,  F.  A. 
Willard  &  Co.,  Estabrook  &  Co.,  and  Morton  H.  Fry,  partner  of 
Scholle  Bros.^^^ 

The  above  interests  were  given  representation  on  the  first  board  of 
directors,  which  included  also  one  representative  of  the  Central  Han- 
over Bank  and  Trust  Company  and  The  New  York  Trust  Company. ^•"'^ 
Management  of  the  Corporation  was  first  vested  in  Morton  H.  Fry  by 
virtue  of  a  management  agreement  dated  January  26,  1929,  for  a 
period  of  five  years.^-^    Under  this  agreement  Mr.  Fry,  a  partner  of 

■isi  Public  Examination,  The  Equity  Corporation,  at  1201.  Erwin  Rankin,  of  the  Founders 
group  of  investment  companies,  testified  to  the  harmful  influence  upon  that  group  of  the 
"touch-off"  provisions  in  the  indentures  (Public  Examination,  American  General  Corporation 
et  al.,  at  24896-7)  : 

Q.  I  also  am  informed  that  some  of  the  provisions  of  these  indentures  have  caused 
liquidation- at  times  that  was  unfortunate.     Isn't  that  so? 

A.  Yes ;  I  think  that  is  true.     I  mean  I  can  think  of  circumstances  that  you  might 
say  were  compelled  hy  the  indenture  that  were  unfortunate. 
Q.  You  recall  such  circumstances  happening,  do  you  not? 

A.  I  recall  an  instance  such  as  in  1932.  V\'hen  asset  values  were  below  indenture 
requirement,  and  we  felt  income  had  to  be  protected  when  we  sold  non-income-producing 
securities,  which  was  unfortunate. 

Q.  You  sold  securities  also  in  order  to  provide  funds  to  buy  the  debentures  at  a 
discount  in  order  to  keep  within  the  indenture  protection  also,  didn't  you  ? 

A.  That  is  right.     A  good  many  things  in  the  final  analysis  go  back  to  the  restrictions. 
"2  Reply  to  the  Commission's  questionnaire  for  Reliance  Manasjemeut  Corporation,  Pt    I 
Items  1  (d),  (e). 

M3  Id.,  Item  5 ;  and  Public  Examination,  The  Equity  Corporation,  at  1036,  1051,  and 
Commission's  Exhibit  No.  136. 

^  Reply  to  the  Commission's  questionnaire  for  Reliance  Management  Corporation,  Pt. 
I,  Exhibit  D-1. 

W5id.,  Exhibit  C-1  ;  and  Public  Examination,  The  Equity  Corporation,  at  1053-4,  and 
Commission's  Exhibit  No.  140. 
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the  New  York  Stock  Exchange  firm  of  Scholle  Bros.,  was  authorized 
to  supervise  the  portfolio  of  the  Corporation  in  cooperation  with 
Scholle  Bros.,  who,  it  was  set  forth  in  the  agreement,  "maintain  a 
statistical  force  with  a  personnel  trained  in  investigation  and  exam- 
ination of  investments,  and  maintain  banking  connections  for  the 
buying  and  selling  of  investments."  ^^^ 

On  August  30,  1929,  the  same  interests  that  had  organized  this 
Corporation  organized  Eeliance  International  Corporation,  over 
which  Reliance  Management  Corporation  exercised  control  through 
its  holdings  of  the  Class  B  common  stock  of  the  new  enterprise.^^'^ 
On  September  5, 1929,  Reliance  Management  Corporation  entered  into 
an  agreement  to  manage  Reliance  International  Corporation  for  a 
fee  equal  to  1/2  of  1%  per  annum  of  its  average  aggregate  resources, 
investments  taken  at  cost.^^^  Eventually,  this  contract  was  modified 
as  a  part  of  the  arrangement  whereby,  in  effect.  Reliance  Interna- 
tional Corporation  ceased  to  be  a  subsidiary  of  Reliance  Management 
Corporation  and  became  its  parent — a  switch  occasioned  by  the  com- 
pan57's  efforts  to  comply  with  the  "touch-off"  provision  to  which  the 
bonds  were  subject.^^® 

On  January  26, 1929,  Reliance  Management  Corporation  sold  to  the 
bankers  $5,000,000  of  5%  debentures  at  941/2  and  accrued  interest,  and 
these  were  offered  to  the  public  by  the  bankers  at  991/2  and  accrued 
interest.^*"  The  indenture  under  which  these  debentures  were  is- 
sued,^*^  and  under  which  the  Central  Union  Trust  Co.  of  New  York 
served  as  Trustee,  contained  protective  provisions  frequently  found  in 
indentures.    The  "touch-off"  provision  read  as  follows :  ^" 

The  Company  covenants  that  the  current  resources  of  the  Company  shall 
always  be  in  excess  of  one  hundred  and  twenty-five  per  cent  (125%)  of  the 
principal  amount  of  all  its  funded  obligations. 

"Current  resources"  of  the  Company,  for  purposes  of  estimating 
the  requisite  ratio,  were  to  include :  ^*^ 

The  fair  market  value  of  all  securities  owned  by  the  Company  *  *  *, 
provided  that  the  fair  market  value  of  the  stock  of  controlled  companies  shall 
be  deemed  to  be  the  amount  which  would  be  received  by  the  Company  as  a 
liquidating  dividend  on  those  stocks  if  the  controlled  companies  were  to  be 
dissolved  and  finally  liquidated  on  the  date  in  question ; 

The  indenture  did  not  contain  any  indication  how  the  "fair  market 
value"  was  to  be  ascertained.  This  omission,  it  will  be  noted  below, 
enabled  the  management  to  make  a  temporary  pretense  that  the 
"touch-off"  point  had  not  been  reached. 

The  procedure  in  case  of  a  default  by  the  Company  in  the  perform- 
ance of  this  covenant  as  outlined  in  Article  Eight  of  the  indenture 

^  Public  Examination,  The  Equity  Corporation,  at  1053-4  and  Commission's  Exhibit  No. 
140. 

«'  Id.,  at  1058,  1062,  1070,  1079. 

^  Id.,  at  1087  and  Commission's  Exhibit  No.  149. 

"»°  Id.,  at  1220  and  Commission's  Exhibit  No.  161. 

"Old.,  at  1037-8. 

*"  Reply  to  the  Commission's  questionnaire  for  Reliance  Management  Corporation,  Pt.  I, 
Exhibit  H. 

"=>  Id.,  Exhibit  H,  p.  77  (Art.  Six,  Sec.  12,  of  the  indenture). 

""Sid.,  Exhibit  H,  p.  20  (Art.  One,  Sec.  1,  subsection  g,  3  of  the  Indenture). 
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was  substantially  like  that  provided  in  the  case  of  Keynolds  Invest- 
ing Company,  Inc./**  described  above.  There  was  a  noteworthy  dif- 
ference in  only  one  regard.  While  the  indenture  in  the  case  of  Rey- 
nolds Investing  Company,  Inc.  required  the  trustee  to  serve  a  written 
notice  of  default  upon  the  company  only  if  requested  to  do  so  by  the 
holders  of  25%  of  the  principal  amount  of  debentures,  under  this 
indenture  it  was  made  the  duty  of  the  trustee  to  serve  such  a  notice 
at  the  request  in  writing  of  the  holder  of  any  debenture  at  the  time 
outstanding.^*^ 

On  December  14,  1931,  the  Central  Hanover  Bank  and  Trust  Com- 
pany, successor  of  the  Central  Union  Trust  Co.  of  New  York,  in  its 
capacity  as  Trustee,  served  written  notice  on  Eeliance  Manage- 
ment Corporation  to  the  effect  that  the  trustee  had  been  advised  that 
the  Corporation  had  failed  to  maintain  its  current  resources  in  excess 
of  125%  of  the  principal  amount  of  all  its  funded  obligations  and 
that  in  the  event  such  default  should  continue  for  60  days  after  this 
notice  it  might  in  its  discretion  as  Trustee  declare  the  principal  of  all 
debentures  outstanding  due  and  payable  immediately.'*" 

In  the  reply  which  the  board  of  directors  authorized  the  president 
of  the  Company  to  make  to  the  Trustee,  it  sought  support  in  the 
lack  of  definition  of  the  term  "fair  market  value"  in  the  indenture. 
In  answer  to  the  Trustee's  notice  dated  December  14,  1931,  charging 
that  the  Corporation  had  "failed  to  maintain  its  current  resources 
in  excess  of  125%  of  the  principal  amount  of  all  its  funded  obliga- 
tions," ^"  the  president  stated  that  the  Board  took  the  position  that 
the  closing  prices  (or  bid  prices)  of  the  securities  included  in  the 
balance  sheet  of  November  30,  1931,  furnished  the  Trustee  did  not 
reflect  their  "fair  market  value"  but  that  the  fair  market  value  was 
substantially  in  excess  of  such  prices.^*^  In  closing,  the  president 
stated:  "This  Corporation  therefore  notifies  you  that  it  does  not 
admit  that  its  current  resources  are  less  than  125%  of  its  funded 
obligations  and  therefore  cannot  accept  your  notice  of  default  dated 
December  14,  1931."  »*^ 

Notwithstanding  this  reply  to  the  Trustee,  the  activities  of  the 
directors  and  officers  during  the  period  of  December  14,  1931  to 
February  13,  1932,  gave  every  indication  that  they  did  in  reality 


"^  See  supra,  pp.   1823^. 

««0p.  cit.  supra,  note  541,  Exhibit  H   (p.  83),  Article  Eight  of  the  indenture,  entitled 
'Remedies  of  Trustee  and  Debenture  Holders,"  reads  in  part  as  follows  : 

Section  1.   If  one  or  more  of  the  following  events  shall  happen,  that  is  to  say  : 

«  »  «  4:  4:  *  * 

(4)  default  shall  be  made  in  the  due  observance  or  performance  of  the  covenant  con- 
tained in  Section  12  of  Article  Six  and  such  default  shall  have  continued  for  a  period 
of  60  days  after  written  notice  thereof  shall  be  eiven  to  the  Company  by  the  Trustee 
whose  duty  it  shall  be  (in  case  of  such  default)  to  give  such  notice  at  the  request 
in  writing  "of  the  holder  of  any  debentures  at  the  time  outstanding  hereunder  ; 

then  in  any  and  every  such  case  the  Trustee  may.  in  its  discretion,  and  upon  the 
written  request  of  the  holders  of  not  less  than  25%  in  principal  amount  of  the  de- 
bentures then  outstanding  hereunder,  and  upon  being  indemnified  to  its  satisfaction, 
the  Trustee  shall,  by  notice  in  writing,  delivered  to  the  Company,  declare  the  principal 
of  all  debentures  outstanding  hereunder  to  be  due  and  payable  immediately,     ♦     *     *. 

"»  Public  Examination,  The  Equity  Corporation,  Commission's  Exhibit  No.  152. 

"'  Ibid. 

"8  Id..   Commission's  Exhibit  No.   153. 

«"» Ibid,  and  id.,  at  1172-3 
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acknowledge  the  default.    Morton  H.   Fry,  president  of  Eeliance 
Management  Corporation  at  that  time,  testified :  ^^° 

Q.  And  you  did  at  that  time  refuse  to  admit  that  the  closing  prices  reflected 
the  fair  value  of  the  portfolio? 

A.  On  the  advice  of  counsel  that  was  the  attitude  we  took  with  the  trust 
company.  We  felt  we  had  some  justification  for  that  attitude  inasmuch  as  you 
may  recall  that  insurance  companies  and  savings  banks  were  allowed  during 
that  period  to  carry  their  securities  on  their  published  balance  sheets  at  any- 
thing but  closing  prices.  In  other  words,  they  had  what  was  known  as  "con- 
vention values"  which  in  some  cases  were  closing  quotations  of  as  much  as 
year  before.  So  we  felt  we  had  some  justification.  Actually,  however,  I  have 
no  hesitancy  in  saying,  because  I  reflect  the  opinion  of  the  board,  we  felt  a 
default  did  exist  and  it  was  up  to  us  to  take  every  means  in  our  power  to 
remedy  it. 

Q.  Did  the  trustee  move,  as  a  result  of  its  letter  declaring  a  default,  to 
declare  the  bonds  due  aud  payable  immediately? 

A.  We  were  allowed,  under  the  terms  of  the  indenture,  60  days  in  which  to 
correct  the  so-called  default. 

Q.  And  it  was  during  that  subsequent  period  that  measures  were  taken  to 
cux*e  the  default? 

A.  Measures  were  taken  to  cure  the  default  and  did  cure  the  default.  As  a 
matter  of  fact,  I  think  I  should  state  for  the  purpose  of  the  record  here  that 
there  never  was  an  actual  default.  A  default  only  could  have  been  declared 
effective  at  the  end  of  the  60-day  period,  so  we  were  never  in  default. 

The  management  proceeded  to  consider  various  measures  to  remedy 
the  default,  the  existence  of  which  they  had  officially  denied  to  the 
Trustee.  The  situation  surrounding  the  debentures  was  canvassed 
thoroughly,  offers  involving  sale  of  control  were  considered  and 
discussed,  a  plan  of  raising  new  capital  by  sale  of  additional  stock  to 
stockholders  Avas  considered  and  abandoned. '^^^ 

The  policy  was  continued  of  buying  the  Corporation's  own  deben- 
tures "as  cheaply  as  possible,  inasmuch  as  it  was  necessary  to  sell 
holdings  of  high-grade  bonds  at  considerable  sacrifice  to  pay  for  these 
purchases  of  debentures."  ^^^  Further,  the  Board  "as  a  matter  of 
precaution  decided  to  convert  the  portfolio  of  this  company  as  far  as 
possible  into  cash."  ^^^  By  February  9,  1932,  the  entire  portfolio  had 
t)een_sold  with  the  exception  of  certain  inactive  securities  of  an  ap- 
proximate market  value  of  $150,000.  The  procedure  involved  the  pre- 
cipitate liquidation  within  less  than  two  Vt-eeks  of  securities  which 
had  cost  $3,450,000  and  at  a  time  when  prices  of  equity  securities 
were  at  a  very  low  ebb.  The  proceeds  from  the  sales  of  these  secu- 
rities amounted  only  to  about  $1,075,000,  resulting  in  realized  losses 
of  about_  $2,375,000.^^* 

Speaking  of  this  drastic  liquidation,  Mr.  Fry  stated  that — 
this  "touch  off"  policy  had  compelled  us,  against  our  better  judgment,  to  sell 
out  the  investment  portfolio  of  the  Reliance  Management  Corporation  at   or 
near  what  we  then  thought  was  the  low  point  in  the  market,  which  had  deprived 


^=«Id.,  at  1175-6. 

55^  Id.,  at  1202-5. 

«=2Id.,  Commission's   Exhibit  No.   161. 

■"^3  Id.,  Commission's  Exhibits  Nos.  157  and  161. 

"»<  Ibid. 
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the  shareholders  of  the  Reliance  Management  Corporation  of  an  opportunity  of 
a  come-back,     *     *     *.^° 

This  enforced  liquidation  of  the  portfolio  did  not  suffice  to  cure 
the  default,  and  Mr.  Fry  testified  that  in  the  final  analysis,  the  Cor- 
poration was  faced  with  two  alternatives :  first,  to  sell  its  holdings  of 
Eeliance  International  Corporation  Class  B  stock,  which  holdings 
could  not  be  taken  into  consideration  in  computing  the  125%  cover- 
age and  thereby  transform  an  "inadmissible"  asset  into  an  "admis- 
sible" asset ;  or,  second,  to  sell  additional  stock  to  stockholders.  Mr. 
Fry  testified :  ^'^'^ 

*  *  *  It  was  obvious,  as  we  discussed  this  situation,  that  there  were  only 
two  ways  in  which  we  could  remedy  it ;  one  was  through  the  sale  of  one  of  our 
assets  which  we  were  not  allowed  to  count  as  coverage  in  the  bonds,  that  is,  a 
controlled  corporation.  I  am  referring  to  our  holdings  of  Reliance  International 
Class  B  stock.  We  were  not  allowed  to  use  that  as  coverage  in  figuring  the 
125%.  Therefore  one  of  the  possibilities  was  that  we  sell  our  holdings  of 
Reliance  International  Corporation  Class  B  stock  and  by  so  doing  convert  an 
inadmissible  asset  into  an  admissible  asset,  and  in  that  way  cure  the  default. 

The  other  obviously  was  to  get  the  stockholders  who  were  the  owners  of  the 
company  to  put  up  additional  funds.  Tliose  were  the  only  two  ways  in  which 
the  situation  could  be  remedied. 

Discussing  the  "touch  off"  clause  as  an  inducing  factor  leading  to 
attempts  by  others  to  acquire  control  of  investment  companies,  Mr. 
Fry  testified : ''' 

As  I  say,  that  was  the  period  when  strenuous  efforts  were  being  made  by 
various  operators  to  acquire  investment  trusts.  This  was,  I  think  I  may  be  per- 
mitted to  say  to  you,  the  outstanding  independent  investment  trust  in  New  York 
at  that  time,  in  that  it  was  not  under  the  control  of  any  banking  house  or 
banking  group.  It  was  in  very  liquid  form.  We  have  no  tie-ups.  All  our 
securities  could  have  been  converted  into  cash  within  twelve  hours,  at  any  time. 
The  blocks  we  held  were  not  big  as  compared  with  general  market  conditions. 
Therefore  it  looked  like  a  very  attractive  plum  for  whoever  could  get  it,  in  trying 
to  build  up  one  of  these  huge  investment  pictures. 

They  realize  that,  from  the  studies  they  had  made,  and  they  realized  from 
those  studies  that  with  that  330,000  shares,  as  I  recall  it,  of  Class  B  stock  in  the 
Reliance  Management  portfolio,  would  give  them  control  of  the  big  picture ;  that 
is,  the  Reliance  International,  so  we  had  a  number  of  passes  made  at  us.  As  a 
matter  of  fact,  I  began  to  think  from  the  way  they  kept  piling  in  on  us  that  they 
were  as  thick  as  flies  in  August.  Everybody  was  after  us.  We  had  offers  or 
tentative  offers  from  the  Atlas  Corporation  and  the  Tri-Continental  Corporation, 
American  International  Corporation,  Mr.  Wallace  Groves,  and  I  think  there  were 
a  number  of  others  that  do  not  appear  in  the  record,  where  promoters  of  various 
kinds  came  in  to  see  me  about  the  situation.  These  offers  all  took  various  and 
different  forms.  They  were  not  identical.  Some  people  wanted  to  handle  this 
one  way,  but  the  nub  of  the  whole  thing  was  that  the  persons  who  made  the  offers 
all  wanted  to  get  voting  control  of  Reliance  International  through  that  Class  B 
stock.     That  was  the  essence  of  it. 


•"Id.,  at  1216. 
»«Id.,  at  1203-5. 
BSf  Ibid. 
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However,  the  passing  of  voting  control  of  Reliance  International 
Corporation  to  a  new  interest  by  a  sale  of  the  Class  B  stock  was  a  pros- 
pect possessing  appeal  for  neither  the  stockholders  nor  management 
of  Reliance  Management  Corporation,^^^  and,  ultimately,  the  follow- 
ing steps  were  taken  to  extricate  the  corporation  from  its  precarious 
position. 

Reliance  Management  Corporation  sold  221,000  shares  of  its  capital 
stock  to  its  controlled  investment  company.  Reliance  International 
Corporation,  for  $265,200  in  cash,  which  proceeds  enabled  the  former 
to  avert  the  default  existing  in  respect  to  the  "touch  off"  provision. 
Reliance  Management  Corporation  had  only  150,000  free  shares  avail- 
able at  this  time,  so  the  officers  of  the  corporation  surrendered  without 
consideration  a  block  of  option  warrants  representing  the  rights  to 
purchase  the  additional  71,000  shares.  Reliance  International  Cor- 
poration offered  the  stock  at  its  cost  to  the  stockholders  of  Reliance 
Management  Corporation  so  as  not  to  deprive  them  of  any  preemptive 
rights  to  subscribe  to  this  new  issue  of  stock.  However,  but  few  of 
the  Reliance  Management  Corporation  stockholders  accepted  the 
offer.5^9 

In  consideration  of  the  purchase  of  this  stock  by  Reliance  Interna- 
tional Corporation,  Reliance  Management  Corporation,  as  the  holder 
of  330,000  shares  of  Class  B  stock  of  Reliance  International  Corpora- 
tion, approved  certain  changes  in  the  latter's  charter  ^^^  and  in  the 
management  contract  existing  between  Reliance  International  Cor- 
poration and  Reliance  Management  Corporation.^**^  Amendments 
were  made  having  the  effect  of,  first,  eliminating  the  disproportionate 
voting  rights  attending  the  Class  B  common  stock  of  Reliance  Inter- 
national Corporation ;  °**^  second,  giving  the  preferred  stockholder 
voting  rights  whenever  the  net  assets  at  market  value  fell  below  $60 
per  share;  ^^^  and  third,  reducing  the  stated  value  of  the  preferred 
stock  from  $50  to  $25  per  share.^''*  The  principal  compensation  to 
Reliance  International  Corporation  for  contributing  the  funds  to  save 
the  situation  were  the  amendments  to  the  management  contract  which, 
in  effect,  reduced  the  compensation  from  1/2  of  1%  of  aggregate  re- 
sources, figured  on  cost,  to  I/4  of  1%  of  aggregate  resources  figured  on 
market  value.^**^ 

The  history  of  Reliance  Management  Corporation  indicates  that  the 
"touch  off"  provision,  if  actively  enforced,  may  prejudice  the  interests 
of  the  equity  stockholder  and  sometimes  the  interests  of  the  bondhold- 
ers as  well.  It  is  manifest  that  the  major  difficulties  of  the  Corpo- 
ration were  in  large  part  due  to  the  existence  of  a  funded  debt  and 
more  particularly  to  a  "touch  off"  provision  that  the  Company  appar- 
ently had  reason  to  believe  would  actually  be  enforced  by  the  Trustee. 
Although  the  contractual  rights  of  the  debenture  holders  were  appar- 
ently safeguarded  in  this  instance,  the  measures  taken  for  the  "protec- 
tion" of  the  debenture  holder  proved  to  be  disastrous  to  the  equity 

W8  Id.,  Commission's  Exhibit  No.  175. 

^^  Id.,  at  1215-19,  and  Commission's  Exhibits  Nos.  157  and  161. 

=8"  Id.,  at  1217-8. 

6«i  Ibid. 

"02  Id.,  at  1217,  and  Commission's  Exhibit  No.  157. 

>""  Id.,  Commission's  Exhibit  No.  157. 

B84  Ibid. 

""^i  Id.,  at  1216.  The  terms  of  the  agreement  and  a  summarization  of  the  entire  situation 
are  set  forth  in  a  letter  to  stockholders  dated  February  18,  1932, 
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stockholder.  In  a  period  of  declining  markets  and  severe  contraction 
of  dividend  income  the  Corporation  was  obliged  to  dispose  of  its 
investments  in  order  to  purchase  its  own  debentures  and  thus  reduce 
its  funded  obligations  and  the  fixed  interest  charge  thereon.  This  is  an 
instance  where  an  original  leverage  factor  °*"' — the  ratio  between  the 
funded  debt  and  stock  capitalization — which  would  generally  be  con- 
sidered fairly  conservative,  proved  inimical  to  the  equity  stockholders 
wjio  are  supposed  to  be  the  beneficiaries  of  "leverage." 

Because  of  the  slightly  more  effective  enforcement  provisions  of  this 
indenture,  or  because  of  the  alertness  of  the  Trustee,  summary  liqui- 
dation of  the  company's  assets  vv^as  forced  upon  the  management.  The 
matter  of  the  disposition  of  securities  was  no  longer  a  matter  of  the 
broad  investment  judgment  of  the  management,  but  w^as  dictated 
by  the  exigencies  presented  by  the  presence  of  the  "touch-off"  clause. 
The  charter  granted  the  management  broad  powers,  but  these  powers 
were  negated  and  vitiated  by  the  "touch-off"  provision  at  a  time 
when  investment  judgment  was  most  vital.  The  management  was 
constrained  to  transform  virtually  its  entire  portfolio  into  cash  at  a 
low  point  in  the  market  in  order  to  avoid  the  default.  On  the  other 
hand,  had  not  the  Trustee  acted  promptl}-  the  rights  of  the  debenture 
holders  might  have  been  jeopardized.  Thus  the  difficulty  of  recon- 
ciling the  interests  of  the  two  types  of  investors — holders  of  funded 
debt  and  holders  of  the  equity  securities — becomes  apparent. 

E^'en  the  steps  which  were  ultimately  taken  to  remedy  the  situation 
did  not  have  a  sufficiently  stimulating  effect  in  giving  the  equity 
holder  a  reasonable  opportunity  for  recovery.  The  decline  in  the 
Company's  portfolio  up  to  that  time  was  so  severe  ^"  that  little  re- 
mained for  the  prospective  equity  investor,  and  capital  invited  to 
participate  in  the  rescue  of  the  Corporation  was  definitely  reluctant 
to  accept  the  invitation. 

The  effects  of  the  enforcement  of  a  "touch-off"  provision  in  this 
instance  may  be  said  to  have  been  fivefold.  First,  the  equity  in- 
vestor was  practically  wiped  out.  Second,  new  capital  was  made 
almost  impossible  to  obtain.  Third,  the  Corporation  was  forced  to 
place  itself  in  practically  a  complete  cash  position  at  virtually  the 
bottom  of  a  continuously  declining  market.  Fourth,  even  the  deben- 
tures were  placed  in  a  speculative  position  in  marked  contrast  to  their 
original  conservative  appearance.  Fifth,  the  continued  forced  liqui- 
dation in  a  declining  market  to  prevent  the  default  of  the  debentures 
drastically  weakened  the  base  upon  which  the  equity  security  holder 
depended  to  retrieve  his  losses  in  a  rising  market. 

However,  in  contrast,  in  many  instances  the  absence  of  effective 
protective  provision  or  the  failure  of  prompt  enforcement  of  pro- 
tective clauses  has  resulted  in  situations  where  the  company  was  per- 
mitted to  drift  in  the  hope  of  an  upswing  in  security  prices  with 
disastrous  results  to  the  bondholders. 

The  presence  of  bonds  in  the  capital  structure  of  an  investment 
company  induces  the  irreconcilable  conflict  between  the  interest  of 
the  bondholder  in  securing  the  protection  of  a  "touch-off"  provision 

s«8id.,  at  1046,  1050.  The  sum  of  J?6,000,000  was  paid  for  the  stock  and  |4,950,000  for 
the  debentures,  or  a  total  of  $10,950,000,  of  which  the  investment  company  received 
.$10,125,000,  or  $825,000  less  than  the  total  invested  by  the  public. 

=8^  Id.,  at  1151. 
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and  the  interest  of  the  stockholder  in  avoiding  its  menace.  The 
fundamental  character  of  this  conflict  is  illustrated  by  the  fact  that 
two  of  the  leading  officials  of  Reliance  Management  Corporation  were 
equally  insistent  on  the  inclusion  and  exclusion,  respectively,  of  a 
"touch-off"  provision  in  bonds. 

Ambrose  Benkert,  vice  president  of  Ames  Emerich  &  Co.,  Inc.  and 
director  of  the  Eeliance  Management  Corporation,^''^  testified  that, 
while  he  thought  the  "touch-off"  was  beneficial  to  bondholders  and 
detrimental  to  stockholders,  he  "would  not  handle  the  bonds"  unless 
a  "touch-off"  provision  was  incorporated  in  the  indenture :  ^^^ 

Q.  Do  you  recall  how  it  was  that  the  clause  was  included  in  the  indenture, 
that  the  aggregate  resources  of  the  corporation  should  not  be  permitted  to  fall 
below  125%  of  the  outstanding  debentures? 

******* 

Po  you  recall  whose  suggestion  that  was  or  why  it  was  put  in?  Was  it 
primarily  for  the  security  of  the  bondholder  or  primarily  because  that  might  be 
called  a  sales  point  in  distributing? 

A.  Primarily  for  the  security  of  the  bondholders. 

Q.  And  that  point  was  stressed  in  the  selling  of  the  debentures,  that  they 
had  that  coverage? 

A.  Very  emphatically  stressed. 

Q.  Did  you  later  have  cause  to  have  some  regret  about  the  existence  of  that 
coverage  clause? 

A.  Only  as  a  stockholder. 

Q.  Had  you  been  a  bondholder,  you  would  have  been  very  glad  that  it  was 
there? 

A.  Yes. 

Q.  But  looking  at  Reliance  Management  Corporation  as  an  investment  trust, 
regardless  of  the  classes  of  securities,  would  you  say  that  the  touch-off  clause 
for  those  debentures  was  a  good  thing  in  an  investment  trust  of  the  general 
management  type? 

A.  I  think  it  is  a  good  thing  for  the  bondholders  and  a  bad  thing  for  the 
stockholders. 

Q.  And  isn't  it  a  fact,  or  this  can  be  its  effect,  to  rob  the  management  of  any 
discretion  when  perhaps  that  discretion  and  that  expert  advice  may  be  most 
needed  by  the  trust? 

A.  That  is  in  the  realm  of  theory. 

Q.  Wasn't  it  in  the  realm  of  practice  as  far  as  Reliance  Management  Corpo- 
ration was  concerned,  later  on  when  it  became  operative? 

A.  Whether  or  not  it  was  in  the  realm  of  practice  or  whether  it  would  work 
out  advantageously,  is  still  a  matter  of  opinion. 

******* 

Q.  In  retrospect,  you  have  no  doubt  about  the  wisdom  of  putting  it  in? 

A.  Not  at  all. 

Q.  And  if  there  was  another  trust  which  was  to  have  debt,  would  you  think 
that  you  would  want  a  similar  clause  there  to  protect  the  bondholders? 

A.  I  wouldn't  handle  the  securities  unless  it  had. 

Q.  You  would  not  handle  the  bonds  unless  it  had? 

A.  No. 


***  Ames,  Emerich  &  Co.  was  active  in  financing  and  organizing  Reliance  Management 
Corporation  (id.,  at  1098). 
508  Id.,  at  1103-5. 
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Q.  Particularly  where  the  bonds  were  unsecured  and  were  merely  corporate 
promises  to  pay? 

A.  That  is  so. 

On  the  other  hand,  Mr.  Fry,  the  president  and  director  of  the 
Corporation,"*^  was  emphatic  in  stating  that  he  would  never  again 
undertake  the  management  of  an  investment  company  with  bonds 
outstanding  governed  by  an  indenture  containing  a  "touch-off"  pro- 
vision. ^"^ 

Q.  Well,  I  am  particularly  interested  in  your  views  on  the  125%  touch-off 
clause. 

A.  As  to  that,  I  would  say  I  would  never  undertake  under  any  circumstances 
the  management  of  an  investment  company  which  had  bonds  outstanding  with 
a  touch-ol¥  clause,  nor  would  I,  as  an  investor,  buy  the  common  stock  of  a  com- 
pany which  had  bonds  outstanding  with  a  touch-off  clause. 

Q.  You  didn't  think  so  at  that  time,  but  you  certainly  do  today? 

A.  I  certainly  do  today.  My  experience  with  the  touch-off  clause  in  the 
last  five  years  has  been  sufficient  to  demonstrate  that  to  me  without  any  doubt 
whatsoever. 

Q.  And  why  do  you  feel  so  strongly  about  that,  Mr.  Fry? 

A.  I  am  speaking  from  the  point  of  view  of  the  management  of  the  company 
and  the  investors. 

Q.  I  understand  that. 

A.  From  the  point  of  view  of  the  bondholder,  that  is  a  perfectly  valid  safe- 
guard from  his  point  of  view. 

Q.  Yes. 

A.  But  where  you  have  outstanding  a  debenture  with  a  touch-off  clause,  you 
have  nothing  more  than  a  marginal  account  when  things  go  wrong.  And, 
therefore,  it  is  necessary,  as  you  approach  that  touch-off  clause,  regardless  of 
what  your  judgment  may  be,  it  is  necessary  for  you  to  try  to  protect  your 
bondholders  so  that  they  may  not  be  in  a  position  of  selling  you  out  completely. 

And  it  must  happen — and  I  don't  see  how  it  can  be  otherwise — that  very 
frequently  when  you  want  to  be  buying,  and  your  judgment  tells  you  that  you 
should  be  buying,  you  have  to  be  selling  because  of  this  so-called  touch-off 
clause. 

Q.  That  was  your  experience  with  Reliance  Management? 

A.  That  was  certainly  our  experience. 

Q.  You  think  that  the  touch-off  clause  operates  to  remove  management  dis- 
cretion at  the  very  time  when  it  is  most  needed? 

A.  There  isn't  any  question  about  it. 

4.  THE  EXPOSURE  OF  DEBENTURE  HOLDERS  TO  INJURY 
FROM  THE  SAME  ACTIVITIES  AS  HAVE  BEEN  DE- 
SCRIBED IN  THE  CASE  OF  PREFERRED  STOCK 

Generally,  the  debenture  holder  is  subject  to  the  same  abuses  as 
those  which  impair  the  position  of  the  preferred  stockholder. 

a.  Payment  of  Dividends  Out  of  "Capital"  "^ 

A  distribution  of  dividends  to  common  stock  or  to  a  junior  pre- 
ferred stock  which  impairs  the  "cushion"  of  a  senior  preferred  stock 

^'">m.,  at  1201. 

=71  Id.,  at  1148-50. 

■"2  See  supra,  pp.  1709-30. 
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obviously  reduces  the  coverage  for  the  bond  issues.  Moreover,  a 
payment  of  dividends  to  a  senior  preferred  stock,  -when  the  bonded 
indebtedness  is  not  amply  covered,  constitutes  an  injury  to  the 
bondholder. 

The  preservation  of  adequate  junior  capital  is  an  indispensable 
condition  for  any  sound  bond  investment.  As  has  been  noted  above, 
in  connection  with  preferred  stock,  corporation  laws  generally  per- 
mit the  reduction  of  capital  to  a  nominal  sum  and  the  distribution 
to  stockholders  as  dividends  of  the  surplus  obtained  by  the  reduction. 
This  may  result  in  the  withdrawal  of  a  substantial  part  of  the  capital 
and  surplus  upon  which  the  bondholders  rely  as  a  cushion. 

Frequently  the  reduction  of  stated  capital  has  been  resorted  to  in 
order  to  eliminate  large  profit-and-loss  balance-sheet  deficits  and 
permit  the  continuation  or  resumption  of  dividends  on  capital  stock 
before  the  past  losses  have  been  made  up.^" 

An  effort  to  protect  bondholders  from  distribution  of  a  surplus 
obtained  in  this  manner  is  represented  by  a  "touch  off"  clause  in  the 
indenture  which  requires  the  retention  by  the  company  of  a  certain 
margin  of  resources  above  the  indebtedness,  or  by  a  provision  in  the 
indenture  specifically  prohibiting  dividends  or  other  distributions  to 
stockholders  unless  such  an  adequate  margin  will  exist  after  the  dis- 
tribution. The  deficiencies  of  such  clauses  by  reason  of  ambiguity 
or  unenforceability  have  been  noted  above.^^* 

b.  Repurchases  of  Bonds  ^^^ 

As  has  been  pointed  out,  repurchases  by  an  investment  company 
of  its  own  preferred  stock  at  a  price  less  than  the  current  liquidating 
value  of  that  stock  effect  a  shifting  of  assets  between  security  hold- 
ers— the  retiring  preferred  stockholder  receives  less  than  he  would 
have  received  upon  immediate  liquidation  of  the  company,  and  what 
he  has  relinquished  accrues  to  the  common  stockholder  and  to  the 
remaining  senior  security  holders."^^ 

The  repurchase  of  bonds  at  prices  less  than  those  the  bondholder 
would  obtain  upon  immediate  liquidation  of  the  company  effects  a 
similar  redistribution  of  the  assets  of  the  company — what  the  retiring 
bondholder  has  sacrificed  in  asset  values  accrues  to  the  junior  securi- 
ties or  to  the  remaining  bondholders.  If  the  repurchase  at  a  discount 
from  asset  value  ^^'^  is  made  at  a  time  when  the  bonds  are  "under  water", 

s"  See  the  Commission's  Report  on  tlie  Study  and  Investigation  of  the  Work,  Activities, 
Personnel,  and  Functions  of  Protective  and  Reorganization  Committees,  Pt.  VII,  Sec.  Ill ; 
see  also  Graham  and  Dodd,  Security  Analysis  (1934),  pp.  224-7. 

™  See  supra,  pp.  1807-42. 

^"5  See  supra,  pp.  1749-74. 

'''^  See  supra,  pp.  1758-61.  If  the  preferred  stock  is  fully  covered  all  the  profit  accrues 
to  the  common  stock ;  if  the  preferred  stock  is  "under  water,"  some  or  all  of  that  profit 
must  be  applied  first  to  making  up  the  preferred  stock  deficit. 

^''  By  the  "asset  value"'  of  a  bond  is  meant  the  amount  the  holder  would  receive  upon 
immediate  liquidation  of  the  company ;  i.  e.,  the  liquidation  figure  specified  in  the  indenture 
if  the  company's  assets  are  adequate  or  the  precise  amount  distributable  to  the  bondholder 
in  the  case  where  the  bonds  are  "under  water." 

The  term  "asset  coverage"  is  identical  with  "asset  value"  only  in  the  case  where  the  bonds 
are  not  fully  covered,  since  under  such  circumstances  the  bondholder  on  liquidation  would 
receive  distribution  to  the  precise  extent  of  the  asset  coverage.  When  the  bonds  are  fully 
covered  "asset  coverage"  refers  to  the  extent  of  the  cushion  for  the  bonds  above  the  specified 
liquidating  value. 
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the  "profit"  will  increase  the  asset  value  of  the  remaining  bonds ;  if  at 
a  time  when  the  bonds  are  fully  covered,  the  "profit"  will  make  up  the 
deficit  in  the  preferred  stock,  if  such  exists,  or  increase  the  asset  value 
of  the  common  stock. 

The  strains  upon  management  due  to  the  presence  of  bonds  or  de- 
bentures in  the  capital  structure  is  greater  than  the  pressure  due  to 
preferred  shares.  Ordinarily,  even  if  the  assets  of  a  company  are 
inadequate  to  fully  liquidate  the  preferred  stock  at  its  par  or  specified 
value  (the  preferred  stock  being  "under  water")  or  the  dividends  are 
not  paid,  the  company  has  committed  no  breach  of  agreement  in  re- 
spect to  the  preferred  stockholders  entitling  the  preferred  stock  to 
demand  a  liquidation  of  the  company.  But  the  failure  on  the  part  of 
the  company  to  maintain  a  specified  minimum  cushion  of  assets  above 
the  face  amount  of  the  bonds  or  the  failure  to  pay  the  required  interest 
generally  constitutes  a  breach  of  a  vital  covenant  of  the  bond  indenture 
and  may  result  in  the  enforced  liquidation  of  the  company. 

The  main  object  of  the  so-called  "touch-off"  provision  is  to  enable 
the  bondholder,  when  the  company  has  infringed  upon  the  specified 
margin  of  safety,  to  obtain  the  principal  amount  of  his  bond  (or  all 
the  net  assets  if  these  assets  are  not  sufficient  to  pay  the  full  amount) 
by  a  liquidation  of  the  company.  If,  when  the  "touch-off"  point  is 
reached,  the  company,  instead  of  taking  steps  to  liquidate  outstand- 
ing bonds  at  their  principal  amount  or  at  least  at  full  current  asset 
value,  proceeds  to  repurchase  the  bonds  at  below  asset  value,  the  com- 
pany is  rendering  nugatory  the  assurances  to  the  bondholders  in  the 
"touch-off"  provision.  The  bondholder  desirous  of  disposing  of  his 
holding  would  naturally  not  be  inclined  to  accept  the  market  price  or 
discount  prices  tendered  him  by  the  company,  if  the  company  and  the 
trustee  were  helping  him  to  secure  the  higher  liquidation  value  which 
he  would  get  through  the  enforcement  of  the  "touch-off"  provision. 

Many  investment  companies  from  1931  through  1935  reacquired  large 
blocks  of  their  bonds,  either  just  before  or  after  the  "touch-off"  point 
had  been  reached,  at  prices  far  below  what  the  holders  would  have 
received  had  there  occurred  a  formal  liquidation  provided  for  in  the 
indenture.  The  repurchase  programs  conducted  by  International  Se- 
curities Corporation  of  America,  Second  International  Securities  Cor- 
poration, and  United  States  &  British  International  Company,  Ltd., 
members  of  the  United  Founders  Corporation  group  of  investment 
companies,  and  the  reacquisition  activities  of  Eastern  Utilities  Invest- 
ing Corporation  are  illustrative  of  this  practice. 

(1)  INTERNATIONAL  SECURITIES  CORPORATION  OF  AMERICA,  SEC- 
OND INTERNATIONAL  SECURITIES  CORPORATION  AND  UNITED 
STATES  &  BRITISH  INTERNATIONAL  COMPANY,  LTD. 

International  Securities  Corporation  of  America,  Second  Interna- 
tional Securities  Corporation  and  United  States  &  British  Interna- 
tional Com]3any,  Ltd.,  three  of  the  investment  companies  in  the  United 
Founders  Corporation  group,  had  aggregate  assets  of  $115,000,000  at 
the  close  of  1929.  Each  comj^any  had  outstanding  debentures,  pre- 
ferred stock  and  common  stock  issues.^^^    Each  of  the  indentures  under 


5^8  Public  Examination,  American  General  Corporation  et  al.,  Commission's  Exhibits  Nos. 
8402,  3407,  3409. 


184G  SECURITIES   AND    EXCHANGE   COMMISSION 

which  the  debentures  were  issued  had  "touch-off"  clauses  requiring 
the  maintenance  of  an  asset  coverage  of  125%  of  the  principal  amount 
of  the  debentures  outstanding,  and  providing  that,  in  the  event  this 
coverage  was  not  maintained,  the  trustee  might  in  its  discretion  serve 
notice  of  default  on  the  debtor  company  and  demand  payment  of  the 
face  amount  of  the  debentures  and,  upon  demand  of  a  prescribed  per- 
centage of  the  debenture  holders,  was  obligated  to  do  so.^^^ 

In  1931  the  assets  of  both  International  Securities  Corporation  and 
United  States  &  British  International  Company,  Ltd.  fell  below  the 
125%  coverage  requirement  for  debentures  outstanding  and  in  the  fol- 
lowing year  there  was  a  similar  deficiency  in  the  asset  coverage  for 
Second  "international  Securities  Corporation.  When  the  approach  of 
the  "touch-off"  point  threatened,  these  three  investment  companies 
entered  upon  a  program  of  purchasing  their  outstanding  debentures. 
The  amounts  paid  to  the  debenture  holders  were  not  only  less  than 
the  principal  amount  of  the  debentures  but  less  than  the  current 
"asset  value"  of  the  debentures;  that  is,  less  than  the  amount  which 
the  debenture  holders  would  have  received  upon  a  liquidation  of  the 
company  at  the  time  of  the  repurchases.  The  intended  objective  of 
the  repurchase  programs  was  to  regain  the  prescribed  asset  coverage 
of  125%  for  the  bondholders  who  did  not  retire  by  applying  to  the 
remaining  outstanding  bonds  profits  made  by  the  company  at  the  ex- 
pense of  the  bondholders  who  surrendered  their  bonds  below  asset 
value.^so 

From  May  31  to  November  30,  1931,  International  Securities 
Corporation  of  America  repurchased  $2,918,000  face  amount  of  its 
bonds  at  a  total  price  of  $1,779,992.  The  asset  coverage  for  the 
bonds  was  142%  on  May  31,  1931,  the  beginning  of  the  6-month 
period,  and  105%  on  November  30,  1931,  the  end  of  the  period.  The 
point  of  "touch-off"  had  therefore  been  substantially  passed.  How- 
ever, throughout  this  period  the  company  was  possessed  of  sufficient 
assets  to  pay  the  full  principal  amount  to  the  holder  of  every  bond. 
Nevertheless,  the  holder  whose  bond  was  repurchased  in  this  period 
received  an  average  price  of  only  $61  per  $100  face  amount  of  the 
bond.  Yet  the  holder  who,  unable  to  secure  liquidation  of  his  hold- 
ing at  its  asset  value,  sold  his  bond  at  an  average  price  of  $61  in  this 
six-month  period,  received  more  than  the  bondholder  whose  security 
was  repurchased  by  the  company  in  the  next  six  months.  Between 
November  30,  1931  and  May  31,  1932,  the  company  repurchased 
$12,571,000  face  amount  of  bonds  at  an  average  price  of  $53.^^^  As 
has  been  indicated,  at  the  beginning  of  the  period  the  "asset  cover- 
age" of  the  bonds  was  105%.  At  the  end  of  the  period,  when  the 
assets  of  the  company  were  at  their  lowest  recorded  point,  the  com- 
pany still  had  sufficient  assets  to  liquidate  $100  face  amount  of  bonds 
at  $77.  Thus  the  holders  who  were  retired  during  this  period  re- 
ceived between  $47  and  $24  per  $100  face  amount  less  than  the 
"asset  value"  of  their  bonds. 

Although  during  the  succeeding  year  (May  31,  1932  to  May  31, 
1933)  the  asset  coverage  of  the  remaining  bonds  rose  to  and  beyond 

="  Id.,  Commission's  Exhibits  Nos.  3401-D,  3406-D,  and  3408-D. 
«»Id.,  at  25327-8. 

^iJd.,  Commission's  Exhibit  No.  3401  (F6-8)  ;  see  also  Table  33.  For  discussion  of 
failure  of  trustee  to  act,  see  infra,  pp.  1848-9. 
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the  face  value,  due  in  part  to  the  influence  of  the  prior  repurchases 
of  the  company  at  an  asset  profit  to  it,  the  holders  whose  bonds  were 
repurchased  by  the  company  in  that  year  received  an  even  lower 
average  price — $41  in  the  first  half  of  the  year  and  $42  in  the  latter 
half.  Throughout  the  period  from  May  31,  1930  to  May  31,  1933, 
the  company  repurchased  in  the  aggregate  $17,399,000  face  amount 
of  debentures  at  an  average  discount  from  asset  value  of  approxi- 
mately $39  and  at  a  discount  from  face  amount  of  $43.^^^ 

Table  33  shows  that  bondholders,  instead  of  receiving  the  face 
amount  of  their  bonds,  once  the  "touch-off"  point  had  been  reached, 
as  was  the  implied  assurance  of  the  "touch-off"  provision,'^*^  received 
less  than  the  face  amount  when  the  bonds  were  fully  covered  and 
substantially  less  than  the  asset  value  when  the  bonds  were  "under 
water." 

The  debenture  issues  had  been  entirely  distributed  by  Harris, 
Forbes  &  Company,  an  investment  banking  firm,  with  the  exception 
of  slightly  over  $900,000  face  amount,  which  was  a  residue  of  a  much 
larger  issue  which  had  been  distributed  by  International  Securities 
Trust  prior  to  its  incorporation.^^* 

Table  33. — Repurchases  and  retirement  of  5%  debentures  of  International  Secu- 
rities Corporation  of  America,  May  31,  1930   to  May  31,  1933 


6  months  ending- 

Face  amount 
of  de- 
bentures 
repurchased 

Total  amount 
paid 

Average 
price  paid 
per  $100 

face 
amount 

Arithmetic 

mean  of  asset 

coverage  at 

beginning 

and  at  end  of 

period 

(percent) 

Approximate 

discount 

from  asset 

value  " 

No  v.  30,  1930 

$483, 000 

1, 195, 000 

2, 918,  000 

12,  571, 000 

113,000 

119,  000 

$381, 084 

885, 184 

1, 779, 992 

6,  703,  732 

46,  096 

49,  787 

$79 
74 
61 
53 
41 
42 

171 
150 
124 
91 
87 
104 

$101,916 

309, 816 

1,138,008 

4,  735, 878 

52,300 

69,  213 

May  31,  1931 

Nov.  30,  1931 

May  31,  1932 

Nov.  30,  1932              _       

May  31,  1933 

May  31, 1930  to  May  31, 1933.. 

17, 399, 000 

9, 845,  875 

57 

6  407  131 

"  When  the  debentures  were  fully  covered  the  discount  is  the  difference  between  the  total  amount  paid 
during  the  period  and  the  face  value  of  the  debentures  repurchased.  When  the  debentures  were  '-under 
water"  during  the  period,  the  discount  is  the  difference  between  total  amount  paid  during  the  period  and 
the  aggregate  asset  value  of  that  amount  of  bonds  based  on  the  arithmetic  mean  of  the  asset  coverage  at  the 
beginning  and  at  the  end  of  the  period. 


The  Company,  when  it  decided  to  take  steps  "in  order  to  secure  the 
ratio  of  assets  [125%]  to  the  face  value  of  the  debentures,"  proceeded 
to  make  offers  either  directly  or  through  Harris,  Forbes  &  Company 
"by  which  the  debenture  holders  could  surrender  their  debentures 
to  the  Company  to  be  purchased  at  a  fixed  price."  As  has  been  noted, 
the  prices  offered  and  at  which  the  debentures  were  repurchased 
were  uniformly  far  below  their  asset  value.  The  debentures  were  not,, 
apparently,  readily  forthcoming  in  response  to  offers  at  these  low 

682  Op.  cit.  supra,  note  578,  Commission's  Exhibit  No.  3401   (P-4  to  10).     See  Table  33. 

583  Section  39  ("touch-off"  provision)  and  Section  17  (redemption — at  the  election  of  the 
company)  of  the  Indenture  (id..  Commission's  Exhibit  No.  3401  (Exhibit  D)). 

68<0p.  cit.  supra,  note  578,  Commission's  Exhibits  Nos.  3402  (p.  6),  No.  3407  (p.  122), 
and  No.  3409  (p.  96). 
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prices.  As  was  stated,  "it  took  considerable  work  to  go  out  and  get 
them  in,  work  and  time  and  expense"  and  the  Company  paid  Harris 
Forbes  &  Company  a  commission  of  close  to  6%  for  gathering  in 
these  bonds.^^^ 

Mr.  Granbery,  who  represented  Harris  Forbes  &  Company  on 
the  board  of  directors  of  the  investment  company,  testified :  ^^^ 

Q.  Isn't  that  rather  a  high  commission,  Mr.  Granbery,  to  obtain  these 
securities?     *     *     * 

A.  *  *  *  I  believe  you  will  find  those  International  Securities  bonds  were 
sold  in  very  small  amounts  all  over  the  country,  and  it  took  considerable  work 
to  go  out  and  get  them  in,  work,  and  time  and  expense. 

Q.  Do  you  recall  whether  the  Commission  you  got  for  buying  in  these 
bonds  was  larger  than  the  underwriting  commission  you  got  for  putting  them 
out? 

A.  The  percentage  was;  yes,  sir. 

At  the  time  when  the  impingement  upon  the  "touch-off"  point  was 
becoming  imminent,  the  Company  could  have  increased  the  asset 
coverage  of  the  outstanding  debentures  and  yet  preserved  the  asset 
value  to  the  bondholders  who  were  to  be  retired,  by  invoking  the 
method  of  reacquisition  of  debentures  described  in  the  Indenture.^^^ 
The  Indenture  provided  that  the  Company  had  the  absolute  right 
to  redeem  or  buy  up  all  or  any  part  of  a  particular  series  by  pub- 
lishing a  notice  to  the  effect  that  it  had  elected  to  so  redeem  at  the 
prices  specified  in  the  debentures  themselves.^^^  The  redemption 
prices  specified  ranged  from  103%  of  the  principal  sum  (up  to 
June  1,  1930)  to  100%  (after  June  1,  1945),  the  premium  declining 
progressively  between  the  two  dates.^^^  However,  this  procedure 
was  not  invoked  but  the  debentures  were  reacquired  by  purchase  at 
discounts.  The  result  of  this  repurchase  program  was,  therefore, 
that  the  bondholders  who  held  on  to  their  bonds  until  1936  "received 
100  cents  on  the  dollar  for  their  bonds  and  5%  interest  while  they 
M  ere  outstanding,"  ^^°  while  the  bondholder  who  was  prevailed  upon 
by  the  distributing  banker  and  the  management  of  the  company  to 
surrender  his  bond,  relinquished  to  the  other  security  holders  a  sub- 
stantial part  of  the  asset  value  of  his  bond.^°^ 

Harris,  Forbes  &  Company,  which  had  sold  the  debentures  of 
the  Company,  had  placed  a  representative,  E.  C.  Granbery,  on  the 
board  of  directors  to  look  after  the  interests  of  the  debenture  holders. 
In  addition  to  this  role,  Mr.  Granbery  represented  the  interests  of 

MS  Id.,  at  25327-8  and  25335-6. 

"'8  Id.,  at  25336.  Mr.  Granbery  expressed  the  opinion  tliat,  in  the  matter  of  disposing  of 
his  securities,  the  average  investor  relies  largely  on  the  advice  of  the  banker  who  sold  him 
the  securities  (id.,  at  25339)  : 

I  think  you  will  find  that  the  average  private  investor  does  not  make  a  deep  study 
of  the  securities,  but  relies  to  a  considerable  extent  on  the  recommendation  of  the  house 
with  whom  he  does  business. 
887  While  the  asset   coverage  is  higher  than   the   redemption   price,    reacquisition   at   the 
redemption  figure  will  increase  the  asset  coverage  of  the  nonretired  debentures. 

^88  Op.  cit.  supra,  note  578,  Commission's  Exhibit  No.  3401   (Exhibit  D,  Sees.  17  and  24). 
•89  Ibid. 

™Id.,  at  25328. 

■"»  A  considerable  proportion  of  the  preferred  stock  and  the  common  stock  of  the  Company 
was  at  this  time  in  the  hands  of  American  Founders  Corporation,  the  parent  company,  and 
thus  the  shift  of  assets  effected  by  the  repurchase  program  redounded,  in  a  substantial 
degree,  to  the  favor  of  the  management  interests  (id.,  Commission's  Exhibit  No.  X3405 
[p.  111]). 
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Harris,  Forbes  &  Company  and  was  a  stockholder  and  a  director 
of  United  Founders  Corporation  and  American  Founders  Corpo- 
ration,^'*- which  owned  the  major  part  of  the  junior  securities  of 
International  Securities  Corporation  of  America.^'^^  The  enforce- 
ment of  the  "touch-off"  provision,  i.  e.,  compulsory  liquidation  of  the 
debentures,  would  have  resulted  in  the  sacrifice  or  destruction  of  these 
equity  interests.^^^  When  the  assets  of  the  Company  fell  below  the 
125%  level,  Mr.  Granbery  decided  that  "it  was  better  business  for 
everybody  concerned  not  to  force  that  default  clause  and  let  the  Com- 
pany ride  through."  The  alternative  adopted  by  the  Company,  in 
which  Mr.  Granbery  acquiesced,  was  the  program  of  gathering  in 
the  debentures  at  an  asset  loss  to  the  retiring  debenture  holders  and 
a  resulting  asset  gain  to  the  junior  securities.  Mr.  Granbery  conceded 
that  it  was  to  the  interest  of  the  junior  security  holders  not  to  have 
the  debentures  foreclosed.^^^ 

Q.  Now,  the  interest  of  the  equity  holders,  I  suppose,  was  not  to  have  the 
debentures  foreclosed? 

A.  Right. 

******* 

Q.  And  you  think  you  could  protect  the  American  Founders,  whose  interests 
were  entirely  conflicting  with  the  debenture  holders? 

A.  Yes,  sir. 

♦  *****♦ 

Q.  As  a  stockholder  of  United  Founders,  you  were  interested,  naturally,  in 
seeing  that  those  companies  did  not  foreclose  or  enforce  the  debentures? 

A.  That  thought  did  not  enter  my  head  at  all. 

Q.  I  am  quite  prepared  to  believe  it  did  not,  but  I  am  thinking  about  the 
position  of  a  person  with  less  mental  fortitude,  shall  we  say,  being  in  that 
situation  where  he  had  to  represent  himself,  American  Founders,  and  the 
equity  holders,  and  also  look  after  the  interest  of  the  bondholders.  Do  you 
think  that  could  be  done  without  any  difiiculty? 

A.  I  am  perfectly  willing  to  agree  with  you  that  the  value  of  my  United 
Founders  stock  would  be  affected  if  the  subsidiary  trusts  were  wiped  out  of 
existence.     From  that  standpoint,  I  was  financially  interested. 

The  program  of  gathering  in  debentures,  at  prices  far  below 
the  asset  value  of  the  debentures  was  followed  in  the  case  of 
two  other  companies  of  the  Founders  group:  Second  International 
Securities  Corporation  and  United  States  &  British  International 
Company,  Ltd.  Tables  34  and  35  disclose  the  discrepancies  between 
the  average  prices  paid  to  the  holders  of  the  debentures  and  the  mean 
asset  coverages  during  the  time  of  the  repurchases. 

From  May  1930  through  May  1933,  all  three  investment  companies 
repurchased  an  aggregate  of  $24,138,000  face  amount  of  their  de- 
bentures at  a  discount  from  face  amount  of  43%  and  at  a  discount 
from  current  asset  value  of  approximately  41%  (Tables  33,  34,  and 
35). 

^^  Id.,   at  25323-4.     Harris,   Forbes   &  Company  was  also   represented  on  the   board   of 
directors  of  International  Securities  Corporation  of  America  by  Don  C.  Wheaton. 
'^3  Id.,  Commission's  Exhibit  No.  X3405  (p.  111). 
="»  Id.,  at  25334. 
=^5  Id.,  at  25324-5  and  25333-4. 
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Table  Si.— Repurchases  and  retirement  of  5%  debentures  of  United  States  & 
British  International  Co.,  Ltd.,  May  31,  1930  to  May  31,  1933 


I  months  ending- 


Face 
amount  of 
debentm^es 
purchased 


Total 
amount 


price  paid 

per  $100  face 

amount 


Arithmetic 
mean  of  asset 

coverage  at 
beginning 

and  at  end 
of  period 
(percent) 


Approximate 

discount 

from  asset 

value  " 


Nov.  30,  1930 

May  31,  1931 

Nov.  30,  1931 

May  31,  1932 _ 

Nov.  30,  1932 

May  31, 1933-.. 

May  31,1930  to  May  31, 1933. 


$149,  000 
159,  500 
425,  500 
2, 615,  500 
94, 000 
70,  500 


$117,  755 
118,080 
297, 195 
1,  406, 092 
40, 920 
31, 062 


$31,  245 
41,  420 

128,  305 

1,  209,  408 

49,  320 

39,  438 


3,  514, 000 


2,  Oil,  104 


'  When  the  debentures  were  fully  covered  the  discount  is  the  dift'erence  between  the  total  amount  paid 
during  the  period  and  the  face  value  of  the  debentures  repurchased.  When  the  debentures  were  "under 
water"  during  the  period,  the  discount  is  the  difference  between  total  amount  paid  during  the  period  and 
the  aggregate  asset  value  of  that  amount  of  bonds  based  on  the  arithmetic  mean  of  the  asset  coverage  at 
the  beginning  and  at  the  end  of  the  ceriod. 


Table  35. — Repurchases  and  retirement  of  5%  debentures  of  Second  Interna- 
tional Securities  Corporation,  May  31,  1930  to  Nov.  30,  1932 


6  months  ending— 

Face  amount 
of  deben- 
tures pur- 
chased 

Total  amount 
paid 

Average 
price  paid 
per  $100 

face 
amount 

Arithmetic 
mean  of  as- 
set coverage 
at  beginning 
and  at  end 
of  period 
(percent) 

Approximate 

discount 

from  asset 

value  ° 

Nov.  30,  1930                       

$100, 000 
196,  000 
199, 000 
2,  569, 000 
161, 000 

$80, 140 
147,  608 
127, 070 
1,  358, 755 
76, 171 

$80 
75 
64 
53 
47 

277 
225 
177 
125 
118 

$19, 860 
48,  392 
71  930 

May  31,  1931 

Nov.  30,  1931 

May  31,  1932 

1,  210,  245 
84,  829 

Nov  30  1932 

May  31, 1930  to  Nov.  30, 1932 

3,  225, 000 

1,789,744 

55 

1,  435,  256 

"  Since  the  debentures  were  fully  covered  throughout  the  period,  these  figures  represent  the  difference 
between  the  total  amount  paid  during  the  period  and  the  face  value  of  the  debentures  repurchased. 


(2)  EASTERN  UTILITIES  INVESTING  CORPORATION  '=« 

In  March  1939  Eastern  Utilities  Investing  Corporation,  which  had 
been  a  public  utility  holding  company  from  1924  to  1927,  at  which 
latter  date  it  had  been  allegedly  turned  into  an  investment  company, 
issued  $35,000,000  5%  gold  debentures.  From  1925  to  1936,  when 
Eastern  Utilities  Investing  Corporation  was  placed  in  reorganization 
under  Section  77B  of  the  Bankruptcy  Act,  the  corporation  Avas  com- 
pletely dominated  by  the  Associated  Gas  &  Electric  System,  which 
was  under  the  control  of  H.  C.  Hopson  and  J.  I.  Mange. 

Beginning  with  September  1925  when  Associated  Gas  and  Electric 
Corporation  first  purchased  control  of  Eastern  Utilities  Investing 

500  por  a  detailed  discussion  of  the  history  of  Eastern  Utilities  Investing  Corporation  and 
a  brief  outline  of  the  Associated  Gas  &  Electric  System,  see  Ch.  II  of  this  part  of  the  report, 
pp.  624-776,  and  Appendixes  G  and  H,  p.  790  et  seq. 
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Corporation,  the  latter  served  as  an  instrumentality  for  supplying 
financial  resources  to  the  Associated  Gas  and  Electric  Company  sys- 
tem and  as  a  receptacle  for  the  securities  of  Associated  Gas  and 
Electric  Company  and  its  affiliated  companies.  By  means  of  the 
debenture  issue,  Eastern  Utilities  Investing  Corporation  secured 
$35,000,000  from  the  public,  not  for  the  purpose  of  investment  in  the 
diversified  securities  of  public  utilities  and  allied  enterprises,  as  pro- 
claimed, but  to  be  turned  over  intact  to  Associated  Gas  and  Electric 
Company  in  exchange  for  blocks  of  securities  of  companies  in  the 
system.  In  fact,  the  $32,812,500  of  cash  proceeds  received  from  the 
sale  of  the  debentures  was  immediately  turned  over  by  Eastern  Utili- 
ties Investing  Corporation  to  Associated  Gas  and  Electric  Company 
in  exchange  for  securities  of  Associated  Gas  and  Electric  Company 
and  securities  of  its  subsidiaries.^^^ 

A  substantial  part  of  the  funds  secured  by  Associated  Gas  and 
Electric  Company  through  the  Eastern  Utilities  Investing  Corpora- 
tion bond  issue  was  used  by  Associated  Gas  and  Electric  Company 
in  acquiring  stock  of  General  Gas  &  Electric  Corporation.  Mr.  Stix, 
comptroller  of  Association  Gas  and  Electric  Company  and  familiar 
with  these  transactions,  conceded  it  would  not  have  been  desirable  for 
Associated  Gas  and  Electric  Company  to  issue  its  own  debentures, 
which  would  have  had  to  carry  at  least  5%  interest,  to  buy  the  stock 
of  General  Gas  and  Electric  Corporation  which  was  paying  only 
about  2%  cash  dividends.  Hence,  Associated  Gas  and  Electric  Com- 
pany had  Eastern  Utilities  Investing  Corporation  issue  debentures 
and  used  the  money  contributed  by  the  public  for  the  purchase  of  the 
General  Gas  &  Electric  Corporation  stock.  Mr.  Stix  conceded  that 
Associated  Gas  and  Electric  Company  had  Eastern  Utilities  Investing 
Corporation  raise  money  from  the  public  with  the  intent  of  using 
that  money  in  a  manner  which  would  not  have  been  justifiable  with 
the  proceeds  of  a  debenture  issue  of  its  own.^^® 

Part  of  the  cash  proceeds  of  the  debentures  sold  by  Eastern  Utilities 
Investing   Corporation   was  used  by   Associated  Gas   and   Electric 

^^  Public  Examination,  Eastern  Qtilitles  Investing  Corporation,  Commission's  Exhibit  No. 
3772,  Item  4.  Mr.  Stix  was  unable  to  state  specifically  who  made  up  the  list  of  securities 
transferred  to  Eastern  Utilities  Investing  Corporation  :  "Actually,  I  don't  think  we  paid 
much  attention  to  it ;  at  least  we  did  not  give  it  any  serious  import  because  one  of  the  pur- 
poses of  the  financing  was  to  help  raise  money  for  Associated  Gas  and  Electric  Company" 
(id.,  at  25019). 

^^  21A  Proceedings  In  the  matter  of  Eastern  Utilities  Investing  Corporation.  United 
States  District  Court  for  the  District  of  Delaware,  pp.  1115-7. 

A.  I  would  say  that  the  net  cost  of  the  money  to  Associated  was  probably  somewhere 
between  4%  and  5%. 

Q.  And  had  you  raised  that  money  through  debenture  issue,  it  would  have  made 
your  acquisition  of  General  Gas  unprofitable? 

A.   I  think  that  is  right,  and  perhaps  impossible. 

Q.  That  is  impossible,  I  take  it,  because  you  think  it  would  have  been  bad  business 
judgment  to  have  invested  the  money  which  cost  5%  in  a  situation  which  at  the  most 
would  have  paid  a  return  of  4%  or  4%%  or  something? 

A.  That  is  correct. 

Q.  And  those  circumstances  necessarily  led  you  to  explore  every  possibility  of  acquiring 
capital  interest? 

A.  No  ;  we  had  explored  them  already,  and  we  were  in  the  way  of  raising  this  money 
through  Class  A  stock. 

Q.  Was  there  not  one  source  which  you  had  not  tapped,  to  wit.  Eastern  Utilities 
Investing  Corporation? 

A.  Yes. 

******* 

Q.  And  did  you  sometime  in  the  early  part  of  1929  decide  upon  utilizing  the  Eastern 
Utilities  Investing  Corporation  as  a  means  of  obtaining  additional  funds  from  the  public 
through  the  sale  of  Eastern  Utilities  Investing  Corporation  debentures? 

A.  We  did. 
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Securities  Company  to  conduct  market  operations  in  the  Class  A  stock 
of  Associated  Gas  and  Electric  Company.^^"  Subsequently  Associated 
Gas  and  Electric  Securities  Company,  Inc.,  sold  a  substantial  block 
of  this  stock  to  Eastern  Utilities  Investing  Corporation  at  the  inflated 
prices.^°° 

The  effect  of  the  control  of  Eastern  Utilities  Investing  Corporation 
by  the  Associated  Gas  &  Electric  System  is  shown  by  the  fact  that 
whereas  in  1929  the  equity  assets  in  Associated  Gas  and  Electric 
Company  were  only  134  times  its  funded  debt  as  compared  with  the 
equity  in  Eastern  Utilities  Investing  Corporation  of  2%  times  its 
funded  debt,  at  the  end  of  1936  Eastern  Utilities  Investing  Corpora- 
tion was  in  reorganization  proceedings  under  Section  77B  of  the 
Bankruptcy  Act  (at  the  direction  of  Associated  Gas  and  Electric 
Company),  while  Associated  Gas  and  Electric  Company  was  still  a 
going  concern.*'"^ 

The  degree  to  which  the  interests  of  Eastern  Utilities  Investing 
Corporation,  and  that  of  the  bond-holding  public  which  had  entrusted 
$35,000,000  to  be  used  for  diversified  investment  by  Eastern  Utilities 
Investing  Corporation,  were  subordinated  to  the  plans  of  the  controll- 
ing personalities  of  the  Associated  system  may  be  gauged  by  the  fact 
that  from  1925  to  October  1936  Eastern  Utilities  Investing  Corpora- 
tion did  not  enter  into  a  single  substantial  transaction  involving 
purchase,  sale,  or  exchange  of  securities  except  with  some  Associated 
Gas  &  Electric  System  company.^'O'  Mr.  Stix  frankly  asserted  that 
"the  Associated  companies  got  all  the  benefit  from  Eastern  Utilities 
Investing  Corporation's  financing."  ^°^ 

Before  the  end  of  1931  the  condition  of  the  bonds  had  already  be- 
come very  precarious.  In  a  letter  to  the  holders  of  prior  preferred 
stock,  dated  November  12,  1931,  the  Company  referred  to  the  possi- 
bility of  default  under  the  125%  asset  coverage  provision  (the  "touch- 
off"  clause  for  the  bonds).  From  the  date  of  the  original  sale  of  the 
issue  to  the  public,  considerable  amounts  of  the  bonds  had  kept  coming 
back  on  the  market  which  the  underwriting  syndicate  kept  buying 
and  reselling  through  its  sales  organization.  H.  C.  Hopson,  the  dom- 
inating influence  in  the  Associated  Gas  &  Electric  System,  apparently 
backed  up  the  underwriters  in  maintaining  the  market  in  the  deben- 
tures until  about  May  1931  when  he  grew  "tired  of  trying  to  keep 
the  market  in  line  by  purchasing  bonds,"  and  conceived  the  idea  of 
promoting  exchanges  which  would  "take  off  the  market  substantial 
amount  of  bonds."  ^°'^ 

The  new  program  of  "taking  the  bonds  off  the  market"  by  exchanges 
was  actually  a  form  of  reacquisition  in  order  to  avoid  the  possible 
taking  effect  of  the  touch-off  contained  in  the  bond  debenture.     By 


•^'s  Op.  cit.  supra,  note  597,  at  24710,  24727,  and  Commission's  Exhibit  No.  3771  (Pt.  VII, 
Table  32). 

On  April  3,  1929,  77,500  shares  of  Associated  Gas  and  Electric  Companj'  Class  A  stock 
which  had  been  bought  by  Associated  Gas  and  Electric  Securities  Company,  Inc.,  from  its 
parent,  the  issuer,  at  a  price  of  $35.00  per  share  was  sold  to  Eastern  Utilities  Investing  Cor- 
poration at  $57.00  per  share  (id..  Commission's  Exhibit  No.  3811).  Later  in  the  same  month 
Eastern  Utilities  Investing  Corporation  bought  an  additional  121,500  shares. 

<»»  Ibid. 

•^1  Id.,  at  25120-1,  and  Commission's  Exhibit  No.  3783. 

«»2Id.,  at  23563,  25779-80  (Mr.  Stix),  and  24326-9  (Mr.  Bowman). 

««3  Id.,  at  24779. 

"w  Id.,  Commission's  Exhibit  No.  3843,  Items  26  and  27. 
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this  clause  the  Company  covenanted  that  it  would  at  all  times  main- 
tain a  ratio  of  assets  to  funded  debt  of  at  least  125%  and  that  if  at 
any  time  the  ratio  should  fall  below  125%,  the  Trustee  (The  New 
York  Trust  Company)  in  its  discretion  or  upon  the  demand  of  the 
holders  of  15%  of  the  face  amount  of  debentures  could  declare  the 
debentures  in  default.""^ 

Operation  of  such  "touch-off"  clauses  was  in  many  instances  sought 
to  be  avoided  by  the  direct  repurchase  and  retirement  of  some  of 
the  bonds.*'"*'  In  taking  bonds  of  Eastern  Utilities  Investing  Corpora- 
tion out  of  the  hands  of  the  public  by  the  exchange  program,  the 
management  which  dominated  both  the  Associated  Gas  &  Electric 
System  and  Eastern  Utilities  Investing  Corporation  contemplated 
securing  an  increase  of  coverage  for  the  remaining  debentures  similar 
to  that  effected  by  direct  repurchases.  At  the  same  time,  the  Associ- 
ated Gas  &  Electric  System  secured  other  advantages.  First,  instead 
of  paying  cash  to  the  holders  of  the  Eastern  Utilities  Investing  Cor- 
poration bonds,  Associated  Gas  and  Electric  Company  and  General 
Finance  Corporation,  an  affiliate  of  Associated  Gas  and  Electric 
Company,  gave  them  securities  of  the  System.  Second,  instead  of 
reacquiring  the  bonds  directly  from  the  public.  Eastern  Utilities 
Investing  Corporation  reacquired  the  bonds  from  its  affiliates,  paying 
for  them  with  portfolio  securities  on  a  basis  higher  than  the  outside 
holders  of  bonds  could  obtain.  Third,  instead  of  retiring  the  bonds 
so  reacquired,  Eastern  Utilities  Investing  Corporation  had  them  trans- 
ferred to  a  dummy  corporation,  thereby  putting  itself  in  a  position 
to  contend  that  these  bonds  should  be  regarded  as  eliminated  in 
calculating  asset  coverage  but  should  be  considered  outstanding  iii 
calculating  the  amount  of  the  debentures  required  to  compel  the 
trustee  to  act. 

In  June  1931  Associated  Gas  and  Electric  Company  and  several 
of  its  subsidiaries,  particularly  Associated  Gas  and  Electric  Securi- 
ties Company,  Inc.,  and  General  Finance  Corporation,  made  the  first 
of  a  series  of  offers  to  the  holders  of  the  debentures  of  Eastern 
Utilities  Investing  Corporation  to  transfer  to  them  securities  of  other 
members  of  the  Associated  Gas  &  Electric  System  in  exchange  for 
their  Eastern  Utilities  Investing  Corporation  bonds.*'°' 

The  bond  reacquisition  program  may  be  divided  into  two  periods 
on  the  basis  of  a  difference  in  primary  objectives.  Through  1931  and 
the  first  part  of  1932  the  main  objective  was  "to  decrease  the  amount 
of  outstanding  debentures  in  a  greater  ratio  than  the  decrease  in 
assets,"  and  the  maintenance  of  the  minimum  asset  coverage  required 
by  the  "touch-off"  provision.  However,  in  June  1932  the  Trustee 
notified  the  Company  of  its  default  in  the  matter  of  asset  coverage 
for  the  bonds.  Thereafter  the  objective  of  the  reacquisition  program 
was  the  mustering  of  enough  debentures  to  vote  amendments  to  the 
trust  indenture  eliminating  the  "touch-off"  provision. 

«<^  That  the  Trustee  was  not  equipped  with  real  power  to  secure  compliance  with  the 
"touch-off"  provision  nor  to  enforce  remedies  availahle  upon  a  default  and  that  the  Trustee 
did  not  utilize  any  discretionary  power  which  he  might  have  had,  in  favor  of  the  debenture 
holders,  is  discussed  at  greater  length  in  Ch.  II  of  this  part  of  the  report,  pp.  624-776. 

«^The  repurchase  and  retirement  of  a  bond  at  a  cost  to  the  company  of  less  than  the 
existing  coverage  would  have  the  effect  of  increasing  the  coverage  of  the  remaining  bonds. 

^'A  simultaneous  campaign  was  carried  on  for  the  reacquisition  of  the  preferred  stock  of 
Eastern  Utilities  Investing  Corporation.  A  discussion  of  these  activities  will  be  found  in 
■Ch.  II  of  this  part  of  the  report,  pp.  624-776. 
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The  intensity  of  the  program  to  reacquire  the  debentures  of  Eastern 
Utilities  Investing  Corporation  is  indicated  by  the  fact  that  during 
the  last  half  of  1931  Associated  Gas  and  Electric  Securities  Company, 
Inc.  sent  six  different  offering  letters.  No  disclosure  was  made  that 
either  Associated  Gas  and  Electric  Securities  Company,  Inc.  or  Gen- 
eral Finance  Corporation  was  a  subsidiary  of  Associated  Gas  and 
Electric  Company,  nor  that  both  of  these  companies  were  part  of  the 
same  system  with  Eastern  Utilities  Investing  Corporation.^°^  The 
bankers,  Harris,  Forbes  &  Company  and  Halsey,  Stuart  &  Co.,  Inc., 
who  had  marketed  the  debenture  issue,  urged  the  acceptance  of  the 
1931  exchange  offers.*^°^ 

Eastern  Utilities  Investing  Corporation  itself  urged  the  acceptance 
of  the  offers.*'^"  In  fact,  Eastern  Utilities  Investing  Corporation  per- 
sisted in  holding  itself  out  as  a  diversified  investment  company  by 
attributing  the  decline  in  the  market  price  of  its  bonds  "to  the  fact 
that  investment  companies'  securities,  such  as  those  of  Eastern  Utili- 
ties Investing  Corporation,  are  not  in  favor  with  the  investing  public, 
who  seemingly  fear  for  the  safety  of  income  and  principal  in  the  face 
of  the  continued  decline  in  security  prices."  ^"  Eastern  Utilities 
Investing  Corporation  urged  the  acceptance,  in  exchange,  of  the  se- 
curities of  Associated  Gas  and  Electric  Company  on  the  theory  that 
they  were  materially  different  from  the  securities  of  Eastern  Utilities 
Investing  Corporation,  when  as  a  matter  of  fact  the  portfolio  of  East- 
ern Utilities  Investing  Corporation  itself  consisted  at  the  time  prin- 
cipally of  securities  of  Associated  Gas  and  Electric  Company. 

The  Trustee  (The  New  York  Trust  Company)  declined  to  advise 
individuals  on  the  merits  of  the  exchanges  or  vouchsafe  information 
on  the  asset  value  of  the  portfolio,  and  referred  inquirers  to  Eastern 
Utilities  Investing  Corporation  itself.''^^  To  the  holders  of  the  de- 
bentures neither  the  corporation  nor  the  Trustee  intimated  the  im- 
minent infringement  upon  the  "touch-off"  clause  although  that  possi- 
bility was  disclosed  to  the  holders  of  the  preferred  stock  for  the 
purpose  of  persuading  the  latter  to  accept  exchanges.*'^^  Many  de- 
benture holders  sought  the  advice  of  brokers,  security  dealers,  and 
investment  houses,  and  the  advice  from  these  sources  may  not  have 
been  entirely  unbiased  as  the  Associated  Gas  &  Electric  System  paid. 
commissions  to  bankers  who  recommended  the  acceptance  of  these 
exchange  offers.®^* 

The  debenture  holder  was  faced  with  the  difficult  problem,  which 
frequently  confronts  the  holders  of  the  securities  of  multiple-security 
companies,  of  ascertaining  not  only  the  merit  of  the  particular  security 
which  he  held  but  the  comparative  merit  of  the  other  securities  which 
he  was  offered  in  exchange.*'^^ 

By  December  1931  the  Associated  Gas  &  Electric  System  had 
accumulated  in  Associated  Utilities  Corporation,  a  subsidiary  of  Asso- 
ciated Gas  and  Electric  Company,  $18,398,000  principal  amount  of 

808  Op.  cit.  supra,  note  597,  Commission's  Exliibit  No.  3772. 

«»a  Ibid. 

«i»  Id.,  Commis.sion's  Exhibit  No.  3772,  Item  39. 

<^i  Id.,  Commission's  Exhibit  No.  3772,  Item  39  (p.  5). 

«"  Id.,  at  28787-8. 

«i3  Id.,  Commission's  Exhibit  No.  3772,  Item  40. 

6"  Id.,  at  26002-3. 

""  See  discussion  supra,  pp.  1674-1707. 
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Eastern  Utilities  Investing  Corporation  debentures.  The  System  had 
transferred  to  the  former  holders  of  the  debentures  $672,329  in  cash 
and  the  following  amounts  of  Associated  Gas  and  Electric  Company 
securities : 

$16,705,000  principal  amount  of  Associated  Gas  and  Electric  Company  4%% 

Convertible  Gold  Debentures,  due  1949  ; 
$221,000  principal  amount  of  Associated  Gas  and  Electric  Company  4%%  Gold 

Debentures,  Bond,  Consolidated  Eefunding  Series,  due  1958 ; 
$489,000  principal  amount  of  Associated  Gas   and  Electric   Company   5% 
Convertible  Certificates.*^' 

In  December  1932  Eastern  Utilities  Investing  Corporation  pro- 
ceeded to  effect  a  transfer  to  itself  of  the  $18,000,000  of  debentures 
held  by  Associated  Gas  and  Electric  Company  in  exchangefor  securi- 
ties contained  in  the  portfolio  of  Eastern  Utilities  Investing  Corpo- 
ration. This  transaction  was  consummated  in  the  form  of  a  general 
exchange  offer,  thus  purporting  to  give  the  outside  holder  of  Eastern 
Utilities  Investing  Corporation  bonds  the  same  opportunity  as  Asso- 
ciated Gas  and  Electric  Company.  Actually,  all  the  debenture  hold- 
ings of  Associated  Utilities  Investing  Corporation,  the  subsidiary 
of  Associated  Gas  and  Electric  Company,  were  acquired  by  Eastern 
Utilities  Investing  Corporation  at  par,  while  only  an  insignificant 
amount  of  the  publicly  held  debentures  was  reacquired,  and  that  at 
a  discount.'^^'^ 

The  form  of  this  exchange  offer  was  unusual.  Instead  of  offering 
the  holders  of  its  debentures  a  specific  amount  of  portfolio  securities 
in  consideration  for  the  surrender  of  the  debentures,  Eastern  Utilities 
Investing  Corporation  asked  the  debenture  holders  to  make  tenders. 
Eastern  Utilities  Investing  Corporation  accepted  the  tender  by  Asso- 
ciated Gas  and  Electric  Company  of  all  of  the  $18,354,000  principal 
amount  of  debentures  held  by  the  latter;  very  few  of  the  publicly 
held  debentures  were  tendered  and  these  were  accepted  on  a  lower 
exchange  basis. ''^^ 

The  $18,354,000  face  amount  of  debentures  were  not  directly  reac- 
quired by  Eastern  Utilities  Investing  Corporation  but  were  trans- 
ferred to  a  hitherto  totally  inactive  subsidiary  of  Eastern  Utilities 
Investing  Corporation.''^^  By  this  time  a  question  as  to  whether 
Eastern  Utilities  Investing  Corporation  was  in  a  status  of  compli- 
ance with  the  "touch-off"  provision  had  been  raised  from  a  number 
of  sources.  The  management  feared  that  the  holders  of  15%  of  the 
face  amount  of  the  indentures  might  be  assembled  to  coerce  the 


*i*  Op.  cit.  supra,  note  597,  Commission's  Exhibit  No.  3772,  Item  19 ;  Commission's  Ex- 
hibit No.  3775  ;  and  the  Annual  Report  of  Associated  Gas  and  Electric  Company,  p.  35. 
•^"  Op.  cit.  supra,  note  597,  Commission's  Exhibit  No.  3882. 

"8  Halsey,  Stuart  &  Co.,  Inc.,  one  of  the  two  banking  firms  that  had  distributed  the 
debentures  originally,  advised  its  clients  to  ignore  the  exchange  offer  (id.,  at  25989-90). 
An  inter-office  communication  of  Halsey,  Stuart  &  Co.,  Inc.,  read  in  part  as  follows  : 

Think  our  only  course  is  to  insert  bulletin  notice  that  we  favor  ignoring  the  exchange 
offer  due  to  the  fact  that  the  company  will  not  disclose  its  portfolio  and  that  the 
biggest  holder,  the  Associated  Company,  refuses  to  state  at  what  price  it  is  going  to 
turn  its  debentures  in  and  what  it  will  talie  in  exchange  *  *  ♦.  We  are  only  con- 
cerned with  the  fact  that  Hopson  is  not  presenting  the  matter  fairly  to  the  Eastern 
Utilities  Investing  Corporation  debenture  holders.  Stuait  (id.,  Commission's  Exhibit 
No.  3843,  Item  39). 
«9Tax  Proceedings  In  the  matter  of  Eastern  Utilities  Investing  Corporation,  United 
States  District  Court  of  Delaware,  No.  1247,  p.  237. 
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Trustee  into  action.  If  the  $18,000,000  in  debentures  were  retired  a 
smaller  number  would  be  sufficient  to  constitute  the  required  per- 
centage. On  April  12,  1932,  the  Utility  Accountants  and  Tax  Con- 
sultants certified  that  as  of  December  31,  1931,  there  were  only  $16,- 
506,000  principal  amount  of  debentures  outstanding  and  that  the 
amount  of  the  coverage  of  the  debentures,  using  this  basis,  was  150% . 
The  asset  coverage  arrived  at  by  this  method  of  computation  showed 
a  compliance  with  the  "touch-off"  provisions  (125%)  and  with  the 
prerequisite  (150%)  for  the  payment  of  dividends.  However,  on  the 
records  of  The  New  York  Trust  Company,  since  the  $18,000,000  of 
debentures  had  not  been  placed  in  the  treasury  of  Eastern  Utilities 
Investing  Corporation  itself,  nor  retired,  $35,000,000  of  debentures 
were  still  listed  as  outstanding.''^'^ 

Thus  the  accountants  were  enabled  to  compute  asset  coverage  under 
the  theory  that  there  were  only  $16,506,000  principal  amount  of  de- 
bentures outstanding  but  the  Trustee  was  put  in  a  position  to  demand 
the  instruction  of  15%  of  the  full  $35,000,000  principal  amomit  of 
debentures  before  taking  action.^^^  Mr.  Stix  frankly  admitted  that 
the  purpose  of  taking  up  the  bonds  in  the  name  of  a  dummy  corpora- 
tion was  "to  straddle  these  two  provisions  in  the  indenture" — on  the 
one  hand  to  enable  the  accountants  to  present  a  colorable  picture  of 
compliance  with  the  asset-coverage  provisions  of  the  indenture  and 
to  obstruct  the  debenture  holders'  right  to  call  on  the  Trustee  to  en- 
force the  covenants  of  the  indenture  should  the  violation  become 
clear.^22 

As  its  own  records  showed  $35,000,000  of  debentures  outstanding, 
the  Trustee  questioned  the  debt  certificate  issued  by  the  Utility  Ac- 
countants and  Tax  Consultants  (which  asserted  that  only  $16,506,000 
of  debentures  were  outstanding)  and  demanded  a  new  certificate.*'^^ 
No  amended  certificate  was  filed  by  the  Company  and  the  Trustee  took 
no  further  action  in  connection  with  the  asset  coverage  as  of  December 
31,  1931. 


•*>  utility  Accountants  and  Tax  Consultants  which  had  charge  of  filing  annual  certificate 
as  to  amount  of  the  Company's  debt  was  a  Hopson  service  company  (op.  cit.  supra,  note 
597,  at  24763,  and  Commission's  Exhibit  No.  3782,  Items  16,  17,  28,  and  43). 

821  Op.  cit.  supra,  note  619,  pp.  233-8,  240-1,  456-8.     Mr.  Stix  testified  : 

There  was  a  definition  in  the  indenture  in  the  sections  which  had  to  do  with  150% 
and  125%,  which  defined  outstanding  bonds,  and  my  understanding  of  those  definitions 
was  that  as  to  the  125%  and  150%  covenants  it  applied  to  outstanding  bonds  which 
were  not  held  in  the  treasury  of  Eastern  Utilities  Investing  Corporation  or  in  the 
treasury  of  a  subsidiary  company  of  Eastern  Utilities  Investing  Corporation. 

As  to  the  fifteen  percent  provision  which  had  to  do  with  action  on  the  part  of  the 
trustee  when  requested  by  fifteen  percent  of  the  bondholders  there  was  no  such  defini- 
tion, and  therefore  there  was  a  question  as  to  whether  or  not  fifteen  percent  meant 
fifteen  percent  of  the  thirty-five  million  which  the  Trustee  bad  authenticated  or  whether 
it  meant  fifteen  percent  of  the  bonds  outstanding  either  on  the  books  of  Eastern 
Utilities  Investing  Corporation,  if  that  happened  to  be  less  than  thirty-five  million,  or 
on  a  consolidated  basis  of  Eastern  Utilities  Investing  Corporation  and  a  subsidiary. 

We  tonk  the  position  that  in  the  absence  of  a  definition  we  could  seriously  contend 
the  fifteen  percent  applied  to  the  thirty-five  million  that  the  Trustee  had  authenticated. 
******* 

Well,  in  outlining  the  plan  in  the  first  instance  that  was  the  premise  I  started  on, 
that  they  would  find  srnch  a  corporation  and  make  it  a  subsidiary  of  Eastern  Utilities 
Investing  Corporation  before  they  handled  the  transactions  with  respect  to  the  ex- 
changes. The  sole  puroose  being  to  straddle  these  two  provisions  in  the  indenture 
or  three  provisions  in  the  indenture. 

•^  Id.,  pp.  233-8,  240-1. 

«23  Op.  cit.  supra,  note  597,  Commission's  Exhibit  No.  3782,  Item  66. 
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Not  until  June  15,  1932,  did  the  Trustee,  upon  the  advice  of  its 
counsel,  call  the  attention  of  Eastern  Utilities  Investing  Corporation 
to  an  "apparent"  default  under  Section  14  of  Article  3  of  the  inden- 
true,  which  required  an  asset  coverage  of  125%  for  the  debentures.^^* 
The  Trustee  failed,  altogether,  to  advert  to  another  breach  of  the 
indenture  which  had  undeniably  taken  place  prior  to  this  time,  even 
if  the  $18,000,000  of  debentures  were  not  to  be  regarded  as  outstand- 
ing, namely,  the  payment  of  dividends  on  the  preferred  stock  while  the 
asset  coverage  was  below  150%  .^^^ 

Thereafter  Eastern  Utilities  Investing  Corporation  proceeded  with 
its  debenture  reacquisition  program;  but  now  the  objective  changed 
to  the  accumulation  of  enough  debentures  to  remove  from  that  instru- 
ment all  provisions  giving  the  debenture  liolders  the  right  to  call  a 
default  and  effect  a  liquidation  of  the  corporation  upon  any  ground 
except  non-payment  of  principal  or  interest.  By  May  12,  1933,  the 
Associated  system  had  reacquired  enough  debentures  to  be  able  to  vote 
85%  of  the  total  outstanding  debentures  even  if  the  $18,795,000  of 
debentures  held  by  the  dummy  subsidiary  of  Eastern  Utilities  Invest- 
ment Corporation  were  disqualified.®^^  From  August  1932  to  May 
1933  General  Finance  Corporation,  a  subsidiary  of  Associated  Gas 
and  Electric  Company,  had  been  used  as  the  agency  to  make  the 
exchange  offers.  General  Finance  Corporation  offered  the  Eastern 
Utilities  Investing  Corporation  debenture  holders  the  debentures  of 
Associated  Gas  and  Electric  Company  in  exchange.*'^''  Throughout 
this  period  the  officers,  the  bankers,  and  Eastern  Utilities  Investing 
Corporation  itself,  implied  that  the  "touch-off"  point  had  not  been 
reached  by  asserting  that :  ^^^ 

The  unprecedented  decline  in  security  values  has  made  it  apparent  that  an 
upturn  in  quoted  values  would  be  necessary  to  avoid  such  default. 

******* 

We  feel  that  the  best  interest  of  the  debenture  holders  would  be  served  by 
avoiding  the  default  and  its  eventualities. 

On  May  12,  1933,  the  Associated  Gas  &  Electric  System  having  by 
that  time  reacquired  enough  bonds  to  assure  the  change  in  the  inden- 
ture. Eastern  Utilities  Investing  Corporation  for  the  first  time  pub- 
licly announced  the  proposed  amendments  and  in  connection  therewith 
baldly  revealed  that  if  the  company  had  to  be  liquidated  the  holder 
of  a  $1,000  face  amount  of  debenture  would  receive  securities  having 
a  market  value  of  only  $85.28.^^9 

"^  Id.,  at  23821-3 ;  Commission's  Exhibit  No.  3782,  Item  58. 

«=^  Id.,  at  23825.  A.  M.  Cooper,  who  was  in  charge  of  the  indenture  for  the  trustee, 
testified : 

Q.  But  you  know  that  even  on  the  basis  of  Eastern  Utilities  Investing  Corporation's 
suggestion  [via  that  $18,494,900  of  the  debentures  were  not  to  be  deemed  outstanding] 
a  default  would  exist  with  respect  to  the  requirement  that  150%  of  assets  be  main- 
tained ? 

A.  Well,  yes  ;  it  was  only,  I  believe,  with  reference  to  the  payment  of  dividends. 

«^  Id.,  Commission's  Exhibit  No.  3772,  Item  39. 

^''  Id.,  Commission's  Exhibit  No.  3826,  and  Commission's  Exhibit  No.  3772,  Item  89. 

«28  Id.,  Commission's  Exhibit  No.  3772,  Item  39. 

«28  Ibid. 
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Eastern  Utilities  Investing  Corporation  at  this  time  had  available 
for  distribution  to  its  debenture  holders  only  securities  of  Associated 
Gas  and  Electric  Company  and  its  subsidiaries.*^^^  The  character  of 
some  of  the  exchange  offers  by  which  the  Associated  Gas  &  Electric 
System  had  reacquired  debentures  of  Eastern  Utilities  Investing 
Corporation  is  indicated  by  the  fact  that,  included  in  the  package  of 
securities,  of  an  aggregate  market  value  of  $85,  which  the  holders  of 
the  $1,000  debenture  would  receive  in  liquidation,  was  $1,112,18 
principal  amount  of  Associated  Gas  and  Electric  Company  5%  con- 
vertible obligations.''^^  Only  several  months  earlier  General  Finance 
Corporation  had  pressed  upon  the  Eastern  Utilities  Investing  Cor- 
poration bondholders  a  par  for  par  exchange  of  $1,000  face  amount 
of  Associated  Gas  and  Electric  Company  5%  convertible  obligations 
for  $1,000  Eastern  Utilities  Investing  Corporation  debentures.*'^^ 

On  May  12,  1933,  Eastern  Utilities  Investing  Corporation  asked 
the  Trustee  to  call  a  meeting  of  debenture  holders  for  the  purpose  of 
amending  the  indenture  in  order  to  remove  from  it  all  provisions 
giving  the  Trustee  or  the  debenture  holders  the  right  to  call  a  de- 
fault of  such  debentures  upon  any  ground  except  non-payment  of 
principal  and  interest.''^^  The  Trustee,  who  for  more  than  a  year 
had  failed  to  take  any  action  in  connection  with  known  breaches  of 
the  covenants  of  the  indenture  and  had  consistently  declined  to  extend 
or  vouchsafe  information  to  the  bondholders,*'^*  complied,  forthwith, 
with  the  management's  request  and  fixed  the  earliest  possible  date 
for  the  meeting.*'^^ 

On  June  22,  1933,  the  proposed  amendments  to  the  indenture  were 
carried  by  a  slight  margin  above  the  85%  vote  required.*'^^  The 
$18,795,000  in  principal  amount  of  debentures  held  by  Southwestern 
Utilities  General  Corporation,  the  subsidiary  of  Eastern  Utilities  In- 
vesting Corporation,  was  disqualified  from  voting.  But  the  deben- 
tures held  by  the  Associated  Gas  &  Electric  System,  upon  which  the 
management  depended  to  carry  the  amendments,  were  permitted  to 
vote  in  the  face  of  a  protest  by  the  Tradesmen's  National  Bank  and 
Trust  Company  of  Philadelphia,  a  holder  of  $25,000  face  amount  of 
debentures,  based  on  the  provisions  of  the  indenture  disqualifying 
debentures  held  for  the  benefit  of  the  issuer.*'^^  The  inspectors  of  the 
votes,  appointed  by  the  Trustee,  supported  by  the  opinion  of  counsel 

^0  Eastern  Utilities  Investing  Corporation  announced  on  May  12,  1933,  that  tlie  holder 
of  a  $1,000  debenture  would  receive  upon  immediate  liquidation  the  following  securities 
having  an  aggregate  market  value  of  $85 : 

7  shares  General  Gas  and  Electric  Corporation  Class  A  common  stock ;  4.9  shares 
Associated  Gas  and  Electric  Company  $5  dividend  series  Pfd.  Stk. 

9.4  shares  Associated  Gas  and  Electric  Company  $4.00  Cum.  Pfd.  Stk. 

5  shares  Associated  Gas  and  Electric  Company  $6.50  Cum.  Pfd.  Stk. 

$1,112.18  principal  amount  Associated  Gas  and  Electric  Company  5%  Conv.  obli- 
gations. 

$13.90  principal  amount  Associated  Gas  and  Electric  Company  7%  interest  bearing 
scrip  due  February  15,  1939   (ibid.). 

«i  Op.  cit.  supra,  note  597,  Commission's  Exhibit  No.  3772,  Item  39. 
«32Id.,  at  25998-9. 

«3  Id.,  at  23852-7,  and  Commission's  Exhibit  No.  3782,  Item  94. 

83^  Id.,  at  23747,  23753,  and  Commission's  Exhibit  No.  3782,  Items  50,  52,  55,  58,  59. 
83=  Id.,  Commission's  Exhibit  No.  3771,  Exhibit  G,  Art.  XII,  Sec.  2   (p.  68). 
**8  The  actual  vote  in  favor  of  the  amendments  was  $13,803,000  in  principal  amount  of 
debentures,  or  slightly  in  excess  of  85%    (id.,  at  23384-5). 
«"  Id.,  at  23388,  and  Commission's  Exhibit  No.  3782,  Item  8. 
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for  the  trustee,  rejected  the  protest.^^^  The  protesting  bank  did  not 
have  the  benefit  of  an  insider's  knowledge  of  the  affairs  of  the  system 
nor  the  benefit  of  an  examination  of  the  books  and  records  of  Eastern 
Utilities  Investing  Corporation  nor  of  the  books  of  affiliated  com- 
panies to  trace  the  reacquisition  of  these  bonds.'^^''  In  the  last  analysis 
it  was  the  reacquisition  program  prosecuted  by  the  Associated  Gas 
&  Electric  system  which  enabled  the  "System"  to  effect  the  ultimate 
elimination  of  practically  all  of  the  safeguards  originally  contained 
in  the  indenture. 

In  October  1936  Eastern  Utilities  Investing  Corporation  went  into 
reorganization  proceedings  under  Section  7TB  of  the  Bankruptcy 
Act.*'^''  The  reorganization  plan,  which  apparently  contemplated  a 
liquidation  of  the  company  by  means  of  an  offer  to  minority  security 
holders  to  exchange  their  securities  for  securities  of  Associated  Gas 
and  Electric  Company  was  ultimately  approved  by  the  Court.''*^ 

The  history  of  the  $35,000,000  debenture  issue  of  Eastern  Utilities 
Investing  Corporation  shows  that  the  fate  of  bond  issues — allegedly 
the  most  conservative  and  best  protected  of  the  various  types  of 
senior  securities  distributed  by  the  multiple-security  investment  com- 
pany— may  be  almost  wholly  at  the  mercy  of  the  management,  which 
may  succeed  in  reacquiring  the  securities  from  the  hands  of  the 
holder  on  the  basis  of  almost  any  exchange  which  it  chooses  to  pro- 
mote and  can  easily  restrain  the  holder  from  exercising  the  contingent 
privileges  granted  to  him. 

c.  Issuance  of  Additional  Bonds  and  Notes  and  the  Contracting  of 
Bank  Debts  «*^ 

One  of  the  major  weaknesses  of  present  safeguards  for  investment 
trust  bondholders  is  the  opportunity  frequently  afforded  an  unprin- 
cipled or  improvident  management  to  issue  additional  bonds  and 
notes  or  contract  bank  debts  taking  precedence  over  the  right  of 
existing  debentures  or  receiving  an  equal  priority  with  the  existing 
debentures. 

Many  debenture  issues  have,  no  doubt,  been  sold  under  representa- 
tion, true  when  made,  that  the  particular  issue  has  an  exclusive  first 
claim  on  the  assets  of  the  company.  However,  of  48  investment 
company  and  investment  trust  indentures,  examined,^^^^  15  had  no 
specific  limitation  upon  the  amount  of  funded  indebtedness  that 
might  be  outstanding  at  any  one  time,  while  33  indentures  specified 
a  maximum  indebtedness  that  might  be  created  under  the  particular 

«8  Id.,  at  3380. 

8»Mr.  Cooper  testified  (id.,  at  23887)  : 

Q.  In  order  to  obtain  ample  evidence  to  determine  whether  or  not  the  debentures 
held  within  the  Associated  Gas  &  Electric  system  were  held  for  the  benefit  of  Eastern 
Utilities  Investing  Corporation,  or  held  by  or  for  the  benefit  of  a  subsidiary  of  Eastern 
Utilities  Investing  Corporation,  it  would  have  been  necessary,  would  it  not,  to  examine 
various  books  of  account  and  other  records  of  system  companies?  And  to  examine 
witnesses  as  to  the  beneficial  ownership  of  certain  securities?    Isn't  that  right? 

A.  Yes,  sir. 

<»»Id.,  Commission's  Exhibit  No.  3783. 

«i  Ibid.,  and  Wall  Street  Journal,  August  4,  1939. 

•*2See  supra,  pp.  1775-89. 

««  Upon  examination  of  the  answers  to  the  questionnaire  submitted  by  180  investmemt 
companies,  it  was  found  that  33  of  these  companies  had  issued  bonds  or  debentures  and  that 
these  33  companies  had  issued  in  all  48  separate  Issues  of  bonds  and  debentures. 
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funded  issiie.'^^*  Of  the  33  investment  trusts  and  investment  com- 
panies which  were  found  to  have  issued  bonds  or  debentures,  29 
executed  such  indentures  as  permitted  the  issuance  of  subsequent 
debentures  provided  a  certain  ratio  of  assets  to  indentures  existed 
after  the  issuance  of  the  additional  debentures,  while  the  indentures 
of  four  companies  failed  even  to  contain  a  negative  pledge  clause,  that 
is,  a  provision  requiring  the  presence  of  a  certain  ratio  of  assets  for 
the  issuance  of  additional  debentures.*^*^  The  holder  of  a  debenture 
of  an  investment  company,  which  is  secured  by  a  pledge  of  property 
only  in  the  minority  of  cases,  is  thus  generally  unprotected  against 
the  future  issue  of  bonds,  notes,  and  current  debts  that  can  be  placed 
ahead  of  his  debenture.  Short-term  loans  may  be  contracted  or  new 
debentures  issued  with  an  earlier  date  of  maturity  so  that  the  later 
obligation  of  the  company  will  become  entitled  to  payment  before 
the  first  issue  of  debentures ;  or  by  reason  of  a  default  in  payment  of 
interest  on  subsequent  debentures,  these  debentures  may  cause  a 
liquidation  of  the  company  when  the  original  debenture  holders  are 
not  in  favor  of  liquidation. 

If  an  investment  company  encounters  financial  difficulties,  caused 
either  by  a  period  of  declining  security  values  or  by  the  activities  of 
inexpert  managements,  the  company  may  resort  either  to  the  issuance 
of  additional  securities  or  borrowings  from  banks  in  order  to  realize 
additional  cash  to  extricate  itself  from  its  predicament. 

The  issuance  of  additional  bonds  or  debentures  has  not  been  so 
prolific  a  source  of  injury  to.  the  debenture  holders  as  the  contracting 

•■"^Tlie  limitations  upon  the  amount  of  funded  indebtedness  that  might  be  created  under 
the  specified  issues  were  as  follows : 

American     General     Corporation    (International     Securities     Trust     of 

America) $40,  000,  000 

Adams  Express  Co.,  The : 

No.    1 24,  000,  000 

No.    2 12,  000,  000 

Aldred  Investment  Trust : 

No.    1 5,  000,  000 

No.    2 5,  000,  000 

American  European  Securities  Co.  : 

No.    1 2,  000,  000 

No.    2 2,  000,  000 

American   International   Corporation 25,  000,  000 

Capital  Administration  Company,  Ltd 20,  000,  000 

Carriers  and  General  Corporation 5,  000,  000 

Continental    Securities    Corporation 5,  000,  000 

Domestic  &  Foreign  Investors  Corporation 2,  500,  000 

General  American  Investors  Co..  Inc 7,  500,  000 

General    Investment    Corporation 6,  091,  200 

Investors  Equity  Company,  Inc.  : 

No.    1 20,  000,  000 

No.    2 20,  000,  000 

New  York  &  Foreign  Investing  Corporation 6,  000,  000 

Niagara  Share  Corporation   of  Maryland 15,  000,  000 

North  American  Investment  Corporation 5,  000,  000 

Overseas  Securities  Co.,  Inc 3,  500,  000 

Public   Utilities   Corporation 600,  000 

Railway  and  Light  Securities  Company  : 

No.    1 500,  000 

No.    2 1.  000,  000 

No.    R 1,  000,  000 

No.    4 3,  000,  000 

No.    5 4,  000,  000 

Reynolds  Investing  Company,  Inc.  : 

No.  1 10,  000,  000 

No.    2 10,  000,  000 

Standard   Investing  Corporation  : 

No.    1 4,  500,  000 

No.    2 5.  000,  000 

Tri-Continental  Corporation 20,  000,  000 

Western  Reserve  Investing  Corporation 3,  000,  000 

^  These  four  companies  were  Old  Colony  Investment  Trust,  Old  Colony  Trust  Associates, 
Tri-Continental  Corporation,  and  Union  American  Investing  Company. 
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of  "short  term"  or  "temporary"  liabilities  which  are  not  included 
within  the  modicum  of  protection  furnished  by  the  fairly  common 
"negative  pledge  clause"  in  connection  with  the  issuance  of  additional 
debentures.  Among  the  48  indentures  of  investment  trusts  and  in- 
vestment companies  examined,  no  instance  was  noted  of  a  specified 
pecuniary  maxhnum  for  temporary  indebtedness.  In  several  in- 
stances the  indenture  contained  a  minimum  asset  ratio  for  all  indebt- 
ness — a  provision  that  the  contracting  of  temporary  indebtedness  be 
limited  to  a  specified  percentage  of  the  net  resources  or  that  a  speci- 
fied margin  of  assets  above  all  indebtedness  be  constantly  main^ 
tained.*'^*^  Several  indentures  provided  that  the  company  would  not 
mortgage  or  pledge  or  create  any  lien  on  any  of  its  assets  as  security 
for  temporary  indebtedness  unless  the  "current  resources"  of  the  com- 
pany exceeded  the  funded  indebtedness  by  a  specified  percentage.®^^ 
One  of  the  most  important  phases  of  the  general  problem  of  inade- 
quate safeguards  for  senior  securities  concerns  the  absence  of  restric- 
tions upon  the  pledging  of  assets  for  temporary  indebtedness  and  for 
bank  borrowings  on  the  part  of  the  investment  trust  or  company 
entailing  the  hypothecation  by  the  company  with  the  bank  of  the 
most  desirable  or  marketable  of  its  portfolio  securities  in  order  that 
the  loan  be  consummated.*^*^ 

The  indebtedness  which  American  Bondholders  &  Share  Corpora- 
tion contracted  is  an  e_xample  of  bank  borrowing  prejudicial  to  the 
holders  of  the  outstanding  debentures  of  that  company. 

(1)  AMERICAN  BONDHOLDERS  &  SHARE  CORPORATION 

American  Bondholders  &  Share  Corporation,  a  closed-end'  manage- 
ment investing  company,  was  organized  on  September  12,  1927,  under 
the  laws  of  Delaware  under  the  principal  sponsorship  of  Myron  S. 
Hall  &  Co.,  members  of  the  New  York  Stock  Exchange.'^*^  The 
capital  stock  of  this  company  consisted  solely  of  10,000  shares  of 
common  stock  of  no  par  value,  issued  to  the  sponsors  at  $5  per  share 

«^fiFor  example,  the  indenture  for  the  5%  gold  debentures  of  International  Securities 
Corporation  of  America  provided  both  that  no  temporary  indebtedness  be  created,  if  upon  the 
creation  thereof  the  total  outstanding  temporary  indebtedness  would  exceed  10%  of  the 
company's  current  resources  (Public  Examination,  American  General  Corporation  et  al., 
Commission's  Exhibit  No.  3401,  Indenture,  Sec.  31),  and  that  the  current  resources  of  the 
company  should  at  all  times  be  equal  to  at  least  125%  of  the  principal  amount  of  all  indebted- 
ness, funded  and  temporary  (id.,  Sec.  39). 

The  indenture  for  the  5%  series  B  debentures  of  Investors  Equity  Company,  Inc.,  provided 
that  the  net  assets  should  at  all  times  be  equal  to  at  least  140%  of  all  funded  indebtedness 
and  110%  of  all  indebtedness. 

si'For  example,  the  indenture  for  the  5%)  gold  debentures  of  International  Securities 
Corporation  of  America  provided  that  the  company  should  not  mortgage,  pledge,  or  create 
a  lien  on  any  of  its  assets  as  security  for  any  temporary  indebtedness  unless  the  current 
resources  of  the  company  equaled  at  least  200%  of  the  aggregate ,  funded  indebtedness 
(Public  Examination,  American  General  Corporation  et  al..  Commission's  Exhibit  No.  3401, 
Indenture,  Sec.  31). 

9^sAn  example  of  the  jeopardizing  of  the  preferred  stockholder's  position  through  the 
contraction  of  an  indebtedness  to  banks  which  was  given  a  prior  lien  on  the  assets  of  the 
company  is  to  be  found  in  the  story  of  The  Equity  Corporation  bank  loans  given,  supra, 
pp.  1775-9. 

^Moody's  Manual  of  Investments,  Banks,  etc.  (1929),  p.  2810.  Participating  in  the 
sponsorship  of  this  investment  company  was  the  investment  banking  and  brokerage  firm  of 
O'Brian,  oPtter  &  Stafford,  of  Buffalo,  New  York  (ibid.). 

660  Derived  from  supplementary  information  supplied  the  Commission  for  American  Bond- 
holders &  Share  Corporation. 


1862  SECURITIES    AND   EXCHANGE    COMMISSION 

for  a  total  of  $50,000.*'^°  The  public's  contribution  was  obtained 
through  the  issuance  of  debentures  in  the  principal  amount  of 
$1,000,000.^51  Absolute  control  of  $1,000,000  of  the  public's  funds  was 
obtained  by  the  insiders  with  an  investment  of  $50,000.  Contrasted 
with  the  public's  funds,  the  sponsor's  contribution  was  relatively- 
insignificant  and  provided  a  very  small  cushion  for  the  senior  securi- 
ties. To  a  limited  extent  the  debentures  were  accorded  participation 
in  earnings  and  surplus  profits  of  the  company.^"^^  The  maturity 
date  of  the  debentures  was  in  the  year  2027,  a  hundred  years  from  the 
date  of  issue.'^^^ 

The  absence  of  protective  features  marked  this  issue  of  senior 
securities.  The  debentures  were  unsecured,  had  no  "touch-off"  clause, 
and  had  no  requirement  that  the  debentures  be  equally  and  ratably 
secured  if  any  assets  of  the  company  be  pledged  to  secure  other  in- 
debtedness.^°*  The  only  restriction  with  respect  to  incurring  addi- 
tional indebtedness  was  a  covenant  that  the  company  would  not 
create  an  issue  of  funded  debt  (defined  as  a  liability  created  through 
the  sale  of  securities  maturing  in  more  than  one  year),  unless  asset 
coverage  for  all  liabilities  exceeded  105%. 

The  investment  company  was  not  unsuccessful  in  its  early  years. 
As  at  December  31,  1929,  despite  the  market  break  of  that  year,  the 
debentures  were  fully  covered  and  a  slight  excess  in  asset  cover- 
age existed.  Thereafter,  the  decline  in  the  value  of  the  company's 
portfolio  securities  continued  relentlessly.  During  this  period,  the 
investment  company  borrowed  cash  from  banks  upon  the  pledge  of 
portfolio  securities  in  order  to  purchase  additional  securities  at  the 
current  low  market  levels  apparently  with  the  view  of  hedging  its 
unrealized  depreciation  losses.  These  loans  reached  a  maximum  of 
$240,000  during  1931.^5^  The  pledging  of  the  portfolio  assets  for  the 
company's  borrowings  constituted  the  lending  banks  secured  creditors 
to  whom  the  debenture  holders,  unsecured  as  they  were,  were  sub- 
ordinated. Moreover,  since  the  continued  decline  of  the  market  value 
of  the  collateral  necessitated  the  submission  of  additional  collateral, 
more  and  more  of  the  assets  of  the  company  were  removed  from  the 
first  claim  of  the  debenture  holders!  and  subjected  to  the  secured  claim 
of  the  banks.  At  December  31,  1930,  the  market  value  of  the  invest- 
ment company's  portfolio  securities  was  approximately  $818,000.  Of 
these,  securities  with  a  market  value  of  $307,000  were  pledged  as 
collateral  to  secure  bank  loans  aggregating  $210,000."^*^  One  year 
later,  December  31,  1931,  the  company's  total  investments  had  a  mar- 
ket value  of  only  $320,000  and  securities  worth  $262,000  were  pledged 
to  secure  loans  of  $185,000.^"     Thus,  the  percentage  of  the  market 

6»i  Ibid. 

8^2  In  addition  to  a  fixed-interest  rate  of  4i^A%  the  debentures  had  certain  participating 
rights.  Each  $1,000  face-amonnt  debenture  carried  10  nondetachable  security  receipts. 
Coupons  applicable  to  these  receipts  entitled  the  debenture  holder  to  cumulative  interest  up 
to  1V2%  if  earned  prior  to  payment  of  dividends  on  the  common  stock  and,  in  addition,  if 
common-stock  dividends  exceeded  $1  per  share,  a  sum  equal  to  ISO'T'r  of  such  dividends. 
At  maturity  the  debenture  holder  was  entitled  to  receive  three-fifths  of  the  book  value  of  a 
share  of  common  stock  for  each  security  receipt.  (Moody's  Manual  of  Investments,  Banks, 
etc.   (1929),  p.  2810.) 

8=»  Ibid. 

^*  Op.  cit.  supra,  note  650. 

ofis  Ibid. 

as'  Ibid. 

«^  Reply  to  the  Commission's  questionnaire  for  American  Bondholders  &  Share  Corporation 
and  supplementary  information. 
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value  of  the  portfolio  securities  pledged  to  secure  the  loans  increased 
from  37%  to  82%  in  the  space  of  a  year. 

The  course  pursued  by  the  directors  of  the  investment  company, 
in  effect  the  purchase  of  stock  on  margin,  proved  to  be  disastrous. 
While  the  volume  of  portfolio  holdings  of  the  company  increased 
steadily  from  1930  to  the  end  of  1931,  the  market  price  of  these  invest- 
ments steadily  depreciated.  During  the  year  1932,  when  market 
prices  were  still  falling,  the  bank  loans  w^ere  called  and  the  pledged 
securities  were  sold.  The  management  had  exposed  the  company's 
capital  to  hazards,  and  the  results  of  the  unsuccessful  speculation 
now  redounded  to  the  injury  of  the  debenture  holders.  The  invest- 
ment company  sustained  a  comparatively  enormous  realized  loss — over 
$980,000.  The  investment  company  was  left  with  only  $42,575  total 
assets  at  the  end  of  1932.  The  bulk  of  the  loss,  of  course,  was  borne 
by  the  debenture  holders.  In  January  1933,  when  it  was  decided  to 
liquidate  the  assets  of  the  company,  the  holder  of  each  $1,000  deben- 
ture was  offered  $41  in  cash  or  a  share  of  common  stock  in  a  new 
corporation  organized  under  the  laws  of  New  York  and  sponsored  by 
Cohn  Brothers,  the  successor  of  Myron  S.  Hall  &  Co.  Two-thirds 
of  the  debenture  holders  accepted  the  cash  offerings — 96%  less  than 
the  face  amount  of  their  debentures.®^^ 

d.  Diversification  in  Portfolio 

Perhaps  the  most  significant  characteristics  of  management  invest- 
ment companies  are  that  their  assets,  to  a  far  greater  extent  than 
those  of  other  types  of  companies,  are  liquid  or  readily  marketable 
and  that  the  broadest  powers  of  investment  are  conferred  upon  man- 
agement. Tlie  nature  of  the  investments  can  vary  greatly  and  can 
be  shifted  rapidly.  The  company's  funds  may  be  invested  in  com- 
paratively small  blocks  of  diversified  securities  of  various  classes  in 
various  industries  or  may  be  invested  in  concentrated  blocks  giving 
a  position  of  control  or  influence  in  a  variety  of  industries.  The 
funds  of  the  company  may  be  and  have  been  employed  in  under- 
writings,  commodity  purchases,  in  loans  to  others,  foreign  exchange 
or  other  investment  companies,  or  to  promote  a  variety  of  business 
enterprises.  The  funds  may  be  employed  in  long-term  investments 
or  speculative  trading  activities.  Since  the  exercise  of  these  broad 
powers  by  a  reckless  or  self-serving  management  may  constitute  an 
obvious  threat  to  the  interest  of  the  bondholders,  investment  com- 
panies have,  although  very  infrequently,  purported  to  extend  to  the 
bondholders  protection  against  excesses  of  such  a  nature  by  including 
in  the  indenture  covenants  limiting  the  scope  of  the  management's 
discretion. 

Covenants  of  this  nature,  like  the  "touch-off"  provision  and  other 
alleged  safeguards  extended  bondholders,  have  not  been  immune  from, 
circumvention  by  the  management.  Bondholders,  as  a  class,  gen- 
erally receive  no'  participation  in  the  management ;  hence  the  admin- 
istrators of  the  investment  company  may  be  ready  to  accept  specious 
reasoning  and  tenuous  interpretations  of  these  protective  provisions 

«a  Derived  from  supplementary  information  supplied  tlie  Commission  for  American  Bond- 
"holders  &  Share  Corporation.  The  dissolution  of  the  company  and  the  distribution  to  de- 
tienture  holders  was  consummated  in  March  1933  (Moody's  Manual  of  Investments,  Banks, 
etc.  (1933),  p.  1595). 
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in  order  to  eliminate  obstacles  to  a  course  of  action  favorable  to 
management  interests  or  to  the  other  classes  of  securities.  The 
trustee  may  fail  to  take  any  action,  of  its  own  motion,  to  secure  com- 
pliance with  the  covenants,  and  rarely  can  the  requisite  proportion 
of  bondholders  be  assembled  to  compel  the  insistent  and  continuous 
action  on  the  part  of  the  trustee  which  is  necessary  to  enforce  a 
default  or  breach  of  covenant. 

(1)  PACIFIC  SOUTHERN  INVESTORS,  INC. 

Ilhistrative  of  the  circumvention  or  possible  violation  of  a  provi- 
sion in  an  indenture  restricting  the  scope  of  management  discretion, 
and  of  the  failure  of  the  trustee  to  take  any  action  in  regard  thereto, 
is  Pacific  Southern  Investors,  Inc. 

Pacific  Southern  Investors,  Inc.  was  a  member  of  the  group  of  four 
management  investment  companies  so  closely  related  in  sponsorship 
and  interownership  of  stock  that  they  have  ordinarily  been  identified 
by  the  name  of  thei  company  which  at  the  time  appeared  to  be  the 
most  significant  one  in  the  group — first  known  as  the  American 
Capital  Group  and  subsequently  as  the  Pacific  Investors  Group.''^* 
Two  members  of  the  group,  Pacific  Investing  Corporation  and  Ameri- 
can Capital  Corporation,  were  organized  in  1927  and  1928,  respec- 
tively, by  a  group  of  Los  Angeles  businessmen  headed  by  Henry  S. 
McKee,  at  the  time  president  of  Barker  Bros. ;  ^"^^  the  other  two,  The 
Investment  Company  of  America  and  Southern  Bond  &  Share  Corpo- 
ration, were  sponsored  in  1926  and  1928,  respectively,  by  E.  E.  Mac- 
Crone  &  Co.,  a  brokerage  firm  in  Detroit. '^'^^  Jonathan  B.  Lovelace,, 
a  partner  in  E.  E.  MacCrone  &  Co.,  and  thus  involved  in  the  organ- 
ization of  the  MacCrone  companies,  participated  also  in  the  formation 
of  American  Capital  Corporation.*^^^ 

In  1930,  as  a  result  of  an  exchange  program  and  some  cash  pur- 
chases of  stock,  American  Capital  Corporation  acquired  85.7%  of 
the  common  stock  of  Pacific  Investing  Corporation  and,  as  that  stock 
had  the  sole  voting  power,  secured  absolute  voting  control  of  the  latter 
company.^*'^  In  April  1932  American  Capital  Corporation  brought 
about  the  merger  of  Southern  Bond  &  Share  Corporation,  which  had 
been  organized  by  the  MacCrone  group,  with  Pacific  Investing  Cor- 
poration into  a  new  investment  company  which  was  called  Pacific 
Southern  Investors,  Inc.®^*  Later  in  1932  the  Los  Angeles  group, 
lieaded  by  Henry  S.  McKee,  as  noted  above,  and  Jonathan  B.  Love- 
lace, who  had  had  some  friction  with  Mr.  MacCrone  *'*'^  and  had  played 
a  progressively  larger  part  in  the  affairs  of  the  Pacific  Coast  com-^ 
panics,  consummated  a  plan  pursuant  to  which  E.  E.  MacCrone  &  Co. 
yielded  up  its  control  of  The  Investment  Company  of  America  to  Mr. 
McKee  and  Jonathan  B.  Lovelace  and  their  associates,  and  The  In- 
vestment Company  of  America  acquired  the  control  block  of  stock  of 

«'"  Reply  to  the  Commission's  questionnaire  for  Pacific  Southern  Investors,  Inc.,  Pt.  IV,_ 
Item  21. 

»«•  Public  Examination,  American  Capital  Group,  at  7046,  7060,  7080-1,  and  7103. 

"«i  Id.,  at  6995,  7001-2,  7040,  7042-3,  and  Commission's  Exhibit  No.  667. 

«»=  Id.,  at  7062. 

M3  Id.,  at  7356  and  7360. 

«"  Id.,  at  7310,  7362,  and  Commission's  Exhibit  No.  686. 

=«»  Id.,  at  7263,  7285,  7293  and  7329.  Mr.  Lovelace  left  the  firm  of  E.  E.  MacCrone  &  Co„ 
tn  September  1929  (id.,  at  7329  and  7320). 
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American  Capital  Corporation.'^''*'  Thus,  by  August  1932  Henry  S. 
McKee  and  Jonathan  B.  Lovelace  and  their  associates  controlled  all 
four  of  the  investment  companies :  The  Investment  Company  of  Amer- 
ica, which  was  a  Michigan  business  trust,"''^  under  the  terms  of  the 
organic  instrument ;  American  Capital  Corporation,  through  The  In- 
vestment Company  of  America ;  and  Pacific  Southern  Investors,  Inc. 
(the  product  of  the  merger  of  Pacific  Investing  Corporation  and 
Southern  Bond  &  Share  Corporation),  through  American  Capital 
Corporation."''® 

Although  now  vested  with  the  control  of  the  three  other  companies, 
the  new  management  of  The  Investment  Company  of  America  was 
faced  with  the  absence  of  any  provision  for  compensation  to  manage- 
ment in  the  existing  structure  of  The  Investment  Company  of  Amer- 
ica, which  was  not  a  corporation  but  a  Michigan  business  trust.""^ 
A  capital  readjustment  was  thereupon  effectuated  pursuant  to  which 
a  new  corporation  of  the  same  name  (The  Investment  Company  of 
America)  was  organized  to  take  over  the  assets  of  the  Michigan 
trust."^°  The  new  corporation  entered  into  a  contract  with  a  manage- 
ment concern  headed  by  Jonathan  B.  Lovelace  and  his  associates,"^^ 
and  Pacific  Southern  Investors,  Inc.,  furnished  $946,350  of  new  capital 
by  buying  45,000  shares,  equivalent  to  45.8%,  of  the  common  stock  of 
the  new  corporation."'-  At  this  time  Pacific  Southern  Investors,  Inc., 
had  $3,480,000  of  5%  debentures  outstanding.''^^'  These  debentures 
had  been  originally  issued  under  an  indenture  dated  January  1, 1928,"'* 
by  Pacific  Investing  Corporation,  a  predecessor  of  Pacific  Southern 
Investors,  Inc.,  in  the  face  amount  of  $5,000,000."^^  Prior  to  the 
merger  of  Pacific  Investing  Corporation  into  Pacific  Southern  In- 
vestors, Inc.,  in  1932 "'"  the  predecessor  company  had  purchased  and 
retired  $1,520,000  face  amount  of  debentures  of  Pacific  Southern  In- 
vestors, Inc.,  assumed  the  remaining  $3,480,000,""  and  subsequently 
repurchased  $76,000  of  the  debentures,  thus  leaving  $3,404,000  out- 
standing in  the  hands  of  the  public  and  $76,000  in  the  company's  treas- 
ury by  June  30, 1933."^« 

The  indenture  under  which  the  debentures  were  issued  carried  a 
number  of  covenants  restricting  investment  of  the  corporation's 
funds."^^  The  indenture  provided  that  the  corporation  make  no  in- 
vestment: (a)  in  real  estate;  (b)  which  involved  promotion  or  man- 
agement on  the  part  of  the  corporation  of  other  enterprises;  (c)  in 
any  corporate  stock  or  other  security  which  represented  participation 
in  the  business  risk  of  any  new  and  unproved  enterprise;  (d)  in  any 
security  about  which  reliable  information  Avas  not  available  with 

«e«  Id.,  at  7275,  7291,  7366-7,  and  7381. 

«w  Id.,  at  7381. 

•«  Ibid. 

««=  Id.,  at  7001. 

«T«  Op.  cit.  supra,  note  659,  Pt.  IV,  Item  21. 

•"  Op.  cit.  supra,  note  660,  at  7403. 

«T2  Id.,  at  7389  and  op.  cit.  supra,  note  659,  Pt.  IV,  Item  21. 

««  Op.  cit.  supra,  note  659,  Pt.  I,  Exhibit  V. 

8'*  Id.,  Pt.  I,  Exhibit  KK. 

«« Ibid. 

eT8  Id.,  Exliibit  A — Joint  Agreement  of  Merger. 

«"Id.,  Pt.  I,  Exhibit  S. 

8'8  Id.,  Pt.  I,  Exhibit  T. 

«T»Id.,  Pt.  I,  Exhibit  KK  (pp.  34-5). 


1866  SECURITIES   AND   EXCHANGE    COMMISSION 

respect  to  history,  management,  earnings,  and  income  of  the  govern- 
mental authority,  corporation,  or  organization  issuing  the  same.  The 
indenture  also  contained  a  categorical  prohibition  against  the  invest- 
ment of  more  than  5%  of  the  assets  of  the  company  in  the  securities 
of  any  one  corporation  or  other  organization.^^ °  The  Company  cove- 
nanted that  it  would  make  no  investment : 

(e)  If  the  investment  would  cause  more  than  five  percent  (5%)  of  the  assets 
of  the  Company  as  it  exists  at  the  time  of  the  investment  to  be  invested  in  the 
securities  of  any  one  corporation  or  other  organization. 

The  $946,350  which  Pacific  Southern  Investors,  Inc.,  invested  in 
The  Investment  Company  of  America  in  1933  to  assist  the  latter  in 
effecting  its  plan  of  capital  readjustment  represented  approximately 
15%  of  the  assets  of  Pacific  Southern  Investors,  Inc.  at  that  time.^^^ 

Inquiry  had  been  made  of  Dykema,  Jones  &  Wheat,  a  law  firm, 
which  the  president  of  the  company  characterized  as  "independent 
counsel,"  whether  the  investment  would  violate  the  provision  of  the 
indenture  forbidding  the  investment  of  more  than  5%  of  the  com- 
pany's assets  in  the  securities  of  any  one  corporation  or  any  other 
organization.*'^^  Counsel  advised,  in  effect,  that  if  the  prohibition 
were  to  be  construed  in  the  light  of  its  purposes,  namely,  to  assure 
distribution  of  risks,  then  the  investment  of  15%  of  the  company's 
assets  in  another  general  management  investment  company  whose 
charter  prescribed  similar  investment  limitations  would  not  be  held 
to  violate  the  prohibition;  but  if,  on  the  other  hand,  the  prohibition 
were  strictly  and  literally  construed,  a  contrary  conclusion  might  be 
reached.*'^^  The  opinion  emphasized,  moreover,  the  difficulties  of  se- 
curing joint  action  from  the  required  proportion  of  debenture  holders, 
and  suggested  that  the  difficulties  and  delay  involved  in  getting  the 
trustee  to  act,  even  if  the  transaction  constituted  a  violation,  would 
allow  the  company  "an  extended  period  in  which  to  withdraw  the 
investment,  with  resulting  probable  ability  to  so  withdraw  without 
loss  to  your  shareholders."  ^^^    The  opinion  of  counsel  constitutes  an 

880  Id.,  Pt.  I,  Exhibit  KK  (pp.  30  and  34-5). 

«"  Op.  cit.  supra,  note  660,  at  7394. 

'^^  Ibid.,  ;  and  Federal  Trade  Commission,  Docket  Section,  File  2-948-3,  telegram  of 
Henry  S.  McKee,  president.  Pacific  Southern  Investors,  Inc.,  dated  July  5,  1934. 

«S3  Federal  Trade  Commission,  Docket  Section,  File  2-948-3,  Correspondence — copy  of 
letter  of  Dykema,  Jones  &  Wheat  to  Pacific  Southern  Investors,  Inc.,  dated  September  30, 
1933. 

"^  Ibid. ;  counsel's  opinion  reads  in  part  as  follows  : 

The  Company,  which  is  the  subject  of  the  intended  investment,  is  an  investment  trust 
of  the  general  management  type.  Its  Charter  contains  a  series  of  investment  restric- 
tions generally  similar  to  the  restrictions  in  your  Debenture  Agreement. 

Its  investments  are  now,  and  have  always  been,  widely  diversified.  Therefore,  dis- 
regarding the  fact  that  your  interest  in  the  subject  company's  assets  will  be  indirect, 
your  investment  will  actually  place  at  risk  in  any  single  item  held  by  the  subject 
company  only  a  very  small  percentage  of  your  total  assets. 

Under  the  agreement  of  Purchase,  three  of  a  Board  of  seven  directors  of  the  subject 
company  are  to  be  named  by  your  company,  in  addition  to  Mr.  Lovelace,  who  is  already 
a  director  of  both.  This  majority  representation  will  apparently  continue  and  involves 
definite  assurance  of  your  ability  to  influence  investment  policy  of  the  subject  com- 
pany. Therefore,  in  addition  to  a  present  wide  distribution  of  the  actual  risks  per- 
taining to  your  investment,  there  is  assurance  of  continued  wide  distribution  of  such 
risks  in  the  future. 

The  purpose  of  the  five-percent  restriction  is  plainly  to  gain  for  debenture  holders 
the  protection  which  results  from  distribution  of  risk  over  a  number  of  investments. 
If  the  restriction  is  to  be  interpreted  and  applied  in  the  light  of  its  purpos^e,  then,  in 
view  of  the  assured  distribution  of  actual  risks  of  the  present  investment,  it  should  be 
held  not  to  violate  the  restriction.  If,  on  the  oth'^r  hand,  the  restrictive  language  is 
to  be  strictly  and  literally  construed,  a  contrary  conclusion  would  be  reached,  because 
your  investment  will  be  made  through  the  medium  of  a  purchase  of  stock  on  "one  cor- 
poration."    The  question,   then,   is  squarely  whether  the  provision  is  to  be  construed 
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excellent  exposition  of  the  difficulties  in  the  way  of  procuring  com- 
pliance with  covenants  in  indentures  and  in  the  way  of  securing  action 
in  case  of  defaults  on  the  part  of  the  company. 

Counsel  argued  that  the  management  was  justified  in  making  the 
investment  in  the  light  of  its  belief  that  the  debenture  holders  would 
share  its  views  of  the  beneficial  character  of  the  investment.^^^  It 
should  be  noted  that  the  indenture  specifically  provided  for  a  contin- 

primarily  with  reference  to  its  purpose,  or  with  reference  only  to  the  exact  and  literal 
meaning  of  the  language. 

We  turn  now  to  the  question  of  an  attacking  party's  remedy.  If  holders  of  ten  per- 
cent of  debentures  request  the  Trustee  to  give  notice  of  default,  it  becomes  the  Trustee's 
duty  to  do  so.  Agreement  and  unitv  of  action  by  holders  of  ten  percent  of  dpbentures 
is  required.  Passing  any  question  of  the  difficulties  of  any  interested  debenture 
holders  bringing  the  facts  to  the  attention  of  others,  it  seems  to  us  extremely  unlikely 
that  any  group  large  eno'igh  to  hold  ten  percent  (assuming  individual  ownerships  in 
customary  amounts)  could  be  brouaht  into  agreement  upon  the  impropriety  of  the 
purchase  in  question.  It  is  extremely  improbable  that  any  notice  would  be  issued  by 
the  Trustee  without  opportunity  to  you  to  discuss  the  matter  with  complaining  parties. 
If  they  were  advised  of  your  reasoning  in  favor  of  the  investment  and  of  the  fact  of 
additional  capital,  exceeding  the  amount  involved  in  the  purchase,  being  placed  behind 
their  debentures  through  the  merger,  it  is  unlikely  that  anyone  would  persist  in  com- 
plaint except,  possibly,  for  some  person  of  trouble-making  type. 

If,  however,  our  estimate  of  the  view  of  the  average  debenture  holder  proved  incor- 
rect and  ten  percent  did  join  in  complaint,  the  following  language  would  then  come 
into  play,  namely : 

"The  Trustee  may,  and  upon  the  request  in  writing  of  thirty  percent 
(30%)  of  the  principal  amount  of  the  debentures  *  *  *  shall  •  *  • 
declare     *     ■*     *" 


the  debentures  to  be  due  and  payable.  You  will  observe  that  after  the  first  step, 
upon  action  of  ten  percent  of  the  debenture  holders,  the  Trustee  is  authorized,  but  not 
required,  to  take  the  second  step  unon  request  by  holders  of  thirty  percent.  It  is  a 
reasonably  safe  conclusion  that  a  Trustee  requested  for  action  upou  the  basis  of  a 
more  or  less  technical  default,  which  is  neither  substantial  nor  vioUitive  of  a  principal 
protective  provision  of  the  document,  will  demand  the  stipulated  thirty  percent.  In 
other  words,  it  is  hardly  conceivable  that  a  Trustee  would  act  on  its  own  motion 
except  where  the  default  is  plain  and  substantial.  If  there  is  any  ground  whatever 
for  our  ^iew  expressed  above,  that  no  group  holding  ten  percent  could  be  induced  to 
act  unanimously  on  this  proposition,  it  would  seem  quite  certain  that  no  groun  repre- 
senting thirty  percent  would  ever  so  act.  Again,  we  are  not  referring  to  the  difficulties 
of  bringing  the  facts  to  the  attention  of  scattered  debenture  holders,  but  to  the  sup- 
posed views  of  a  group  of  reasonable  individuals  after  the  facts  were  presented. 

If  the  view  with  respect  to  thirty  percent  should  prove  incorrect  and  an  adverse  dec- 
laration of  the  Trustee  occurred,  and  if  the  necessary  indemnity  against  costs  were  pro- 
vided to  the  Trustee,  it  might  bring  suit.  At  any  time  prior  to  final  .iudgment  in  such 
a  suit  the  default  can  be  cured  under  the  language  at  the  end  of  Section  46.  This 
alleged  default  could  be  cured  bv  sale  of  the  particular  investment.  It  follows  from' 
this  fact  that  the  attacking  parties  would  be  carrying  the  burden  and  expense  of  their 
proceedings  with  no  possible  victory  except  to  force  sale  of  the  particular  investment 
if  you  decided  upon  such  sale  at  any  time  during  the  extended  period  which  would  be 
consumed  in  preliminary  proceedings  and  litigation.  Again,  the  probabilities  of  the 
matter  register  strongly  in  our  minds.  It  is  hardly  conceivable  that  any  group  of 
debenture  holders  would  wish  to  carry  on  a  somewhat  elaborate  proceeding  against 
you  on  the  basis  of  so  unsubstantial  a  complaint,  and  so  uncertain  and  inconsequential 
a  result  to  be  gained  by  victory. 

In  calline  attention  at  some  length  to  the  remedies  of  debenture  holders,  we  do  not 
imply  that  the  management's  observance  of  obliaations  is  to  be  controlled  by  difficulties 
which  may  stand  in  the  way  of  debenture  holders  enforcing  their  rights.  You  are 
entitled,  however,  to  take  note  of  the  fact  that  the  provisions  of  the  Debenture  Agree- 
ment which  deal  with  a  default  of  this  character,  allow  for  discussion  before  change  of 
the  debtor's  position,  and  for  curing  of  default  at  any  time  before  final  decision  by  a 
court  We  can  see  no  reason  why,  in  final  decision  upon  your  course,  you  should  not 
take  note  of  the  opportunity  of  persuading  any  objecting  debenture  holders  to  your 
view  and,  failing  this,  of  the  opportunity  of  withdrawing  from  the  inve'-^tment. 

To  summarize  our  views  we  say.  First,  that  there  is  strong  probability  that  the  five- 
percent  restriction  would  be  construed  in  the  light  of  its  purposes  with  a  resultms:  hom- 
ing that  the  proposed  investment  is  no  violation  thereof.  In  reaching  this  op-nion  we 
do  not  deny  force  to  a  counter  argum.ent  based  upon  a  strict  and  literal  construction 
of  the  language  nor  the  possibility  that  it  would  prevail.  Second,  you  are  justified,  in 
the  light  of  your  own  informed  opinion  that  the  investment  is  beneficial  to  the  fund 
and  consistent  with  the  protection  designed  to  be  afforded  dpbenture  holders,  to  make 
the  investment  in  the  belief  that  debenture  holders  would  share  your  views,  and.  Third, 
that  the  necessary  course  of  proceedings,  in  the  event  some  large  group  of  debenture 
holders  held  a  view  contrary  to  your  own,  is  such  as  to  allow  you  an  extended  period 
within  which  to  withdraw  from  the  investment,  with  resulting  probable  ability  to  so 
withdraw  without  loss  to  your  shareholders. 
8s^  Federal  Trade  Commission,  Docket  Section,  File  2-948-S.     Opinion  of  Counsel 
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geiicy  where  the  restrictions  might  stand  in  the  way  of  operations 
beneficial  to  the  company  as  a  whole.  Article  VI,  Section  53,  of  the 
debenture  provided  as  follows :  *'^'^ 

Except  as  otherwise  expressly  provided  herein,  the  holders  of  75%  in  principal 
amount  of  all  debentures  issued  and  outstanding  under  this  Agreement  may, 
at  any  time,  with  the  consent  of  the  Company,  for  whatever  reasons  to  them  may 
seem  sufficient  for  the  purpose  of  further  securing  the  payment  of  such  debentures 
or  for  the  purpose  of  assisting  the  Company  in  the  conduct  of  its  business,  or  for 
such  other  purpose  as  may  be  deemed  by  such  holders  sufficient,  alter  or  modify 
any  provision,  term,  condition,  agreement,  or  covenant  of  this  Agreement,    *    *    *. 

Such  action  shall  be  taken  by  the  holders  of  debentures  by  the  aflarmative 
vote  of  the  holders  of  75%  in  amount  of  all  debentures  issued  and  outstanding 
hereunder  at  a  meeting  of  the  debenture  holders  called  for  that  purpose  as 
hereinafter  provided,  or  by  an  instrument  or  instruments  in  vrriting  as  herein- 
after provided. 

Debentures  owned  by  the  Company,  or  by  a  nominee  of  the  Company,  shall 
not  be  deemed  to  be  issued  and  outstanding  for  any  purposes  of  this  Article. 

It  may  thus  be  seen  that  provision  was  obviously  made  for  a  method  of 
ascertaining  w^hether  the  debenture  holders  approved  a  departure  from 
the  restrictive  provisions  of  the  indenture. 

The  circular  advertising  the  5%  debentures,  published  in  January 
1928,  drew  the  attention  ot  prospective  purchasers  to  the  fact  that  the 
Certificate  of  Incorporation  provided  that  not  more  than  5%  of  the 
corporation's  assets  might  be  placed  in  any  one  security,  firm,  or 
corporation.  The  Joint  Agreement  of  Merger,  dated  March  21,  1932, 
preserved  the  5%  limitation  intact.  However,  in  April  1933,  several 
months  prior  to  the  transaction  with  The  Investment  Company  of 
America,  the  Joint  Agreement  of  Merger  was  amended  to  read  as 
follows :  ®^^ 

Not  more  than  five  percent  (5%)  in  value  of  the  assets  of  the  corporation 
shall  be  invested  in  any  one  stock  or  other  security,  or  in  securities  issued  by 
any  one  corporation,  syndicate,  association,  trust,  firm,  or  individual,  except  that 
an  amount  not  exceeding  twenty  percent  (20%)  of  the  value  of  the  assets  of  the 
corporation  may  be  invested  in  the  security  or  securities  of  one  or  more  financial 
companies  or  investment  trusts — the  term  "financial  companies"  to  include 
holding,  trading  and/or  underwriting  companies  and  other  similar  businesses, 
and  the  term  "investment  trust"  to  include  corporations  and/or  trusts  organized 
to  conduct  the  business  of  a  general  investment  trust. 

The  exception  introduced  by  the  amendment  seems  calculated  to  fore- 
shadow just  such  a  transaction  as  the  investment  of  more  than  5%  of 
the  company's  assets  in  The  Investment  Company  of  America.  This 
attempt  at  enlargement  of  the  management's  discretion  was  not  ad- 
verted to  in  the  reply  of  counsil,  due,  undoubtedly,  to  the  recognition 
by  counsel  that  the  contractual  obligations  of  the  company  to  the 
debenture  holders  could  not  be  diminished  by  amendment  of  merger 
agreements  or  certificates  of  incorporation  not  formally  asquiesced 
in  by  the  requisite  proportion  of  debenture  holders. 

No  question  concerning  the  conflict  of  this  investment  with  the 
terms  of  the  indenture  was  raised  at  any  time  by  the  Merchants 

«s«Op.  cit.  supra,  note  659.  Pt.  T,  Exhibit  KK  (pp.  51-2). 
wid.,  Pt.  I,  Exhibit  A   (p.  8). 
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National  Trust  and  Savings  Bank  of  Los  Angeles,*^®*  the  trustee  under 
the  mdenture,  nor  by  the  bankers,  Bonbright  &  Co.  and  Blyth  &  Co., 
who  had  floated  the  corporation's  5%  bonds."^^  As  far  as  has  been 
ascertained,  no  issue  was  made  of  this  transaction  until,  in  June  1934, 
Pacific  Southern  Investors,  Inc.,  sought  to  register  with  the  Federal 
Trade  Commission  (which  at  that  time  administered  the  Securities 
Act  of  1933)  its  preferred  shares.  Class  A  common.  Class  B  common, 
and  warrants  which  Pacific  Investors,  Inc.,  a  newly  formed  holding 
company,  proposed  to  purchase  from  American  Capital  Corpora- 
tion.''^°  In  connection  with  this  registration  statement,  the  Federal 
Trade  Commission  drew  the  attention  of  the  companv  to  the  fact 
that  ^^^ 

Your  purchase  of  forty-six  perceut  interest  in  tlie  stock  of  Investment  Com- 
pany of  America  may  liave  been  contrary  to  tlie  provisions  of  the  debenture 
agreement  underlying  your  present  outstanding  debentures.  You  are  requested 
to  advise  the  Commission  fully  concerning  this  matter ;  and  if  you  have  secured 
counsel's  opinion  in  regard  to  such  transactions,  to  furnish  the  Commission  with 
a  copy  of  such  opinion. 

The  Securities  Division  of  the  Federal  Trade  Commission  found 
that  the  opinion  itself  indicated  a  doubt  as  to  whether  the  investment 
did  not  constitute  a  violation  of  the  terms  of  the  debenture  agree- 
ment, and  that  under  the  circmnstances  "it  would  appear  to  be  a 
material  omission  not  to  reveal  this  fact  in  the  prospectus."  The 
Commission  suggested  that  "the  prospectus  be  amended  to  include  a 
discussion  of  this  matter,  prior  to  its  use  in  the  solicitation  of  sub- 
scriptions." *'®-  The  registrant  thereupon  filed  an  amendment  to  the 
prospectus  incorporating  information  in  connection  with  the  invest- 
ment in  the  securities  of  The  Investment  Company  of  America.*'^^ 


85^  E.  J.  Nolan,  director  of  Pacific  Southern  Investors,  Inc.,  was  president  of  Merchants 
National  Trust  and  Savings  Banlc  of  Los  Angeles  when  Pacific  Investing  Corporation  issued 
the  bonds  in  1928. 

<^  Op.  cit.  supra,  note  660,  at  7395. 

6flo  Federal  Trade  Commission,  Docket  Section.  File  2-948-3. 

•"1  Id.,  correspondence — letter  dated  July  5.  1934. 

0"^  Id.,  correspondence — letter  dated  July  12,  1934. 

'^'3  Id.,  correspondence — letter  of  Bureau  of  Securities  Division,  dated  July  16,  1934.  The 
characterization  of  the  firm  of  Dykema,  Jones  &  Wheat  as  independent  counsel  (Public 
Examination,  American  Capital  Group,  at  7394)  was  perhaps  not  wholly  justified.  Dykema, 
Jones  &  Wheat,  while  not  regular  counsel  for  Pacific  Southern  Investors,  Inc.,  had  been 
counsel  for  The  Investment  Company  of  America  from  the  inception  of  that  company  (id.^ 
at  7394).  Moreover,  the  firm  had  rendered  legal  services  to  The  Investment  Company  of 
America  in  connection  with  the  plan  or  recapitalization  which  involved  the  very  invest- 
ment of  $946,350  by  Pacific  Southei-n  Investors.  Inc.  (id.,  at  7395).  In  addition,  Mr. 
Dykema  of  that  firm  served  as  a  trustee  for  The  Investment  Company  of  America  (id.,  at 
7250,  7394,  7395).     J.  B.  Lovelace  testified  (id.,  at  7394-5)  : 

Q.  I  think  that  you  said  that  that  was  the  opinion  of  independent  counsel,  at  the 
time. 

A.  Mr.  McKee  referred  to  it  as  independent  counsel. 

Q.  That  was  the  Detroit  firm  of  whom  Mr.  Dykema  was  a  former  trustee? 

A.  Yes. 

Q.  So  that  while  they  were  independent  in  the  sense  that  perhaps  they  weren't 
house  counsel,  they  w-ere  very  intimately  connected  with  the  picture,  Avere  they  not. 
and  had  been  for  years? 

A.  They  were  interested  in  The  Investment  Company  of  America. 

Q.  Did  they  do  the  other  legal  work  in  connection  with  the  plan  of  recapitalization'' 
A.  Yes. 
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e.  Bonds  or  Debentures  in  Open-End  Companies 

In  addition  to  the  complexities  and  conflicts,  generated  by  bonds  in 
the  structures  of  investment  companies  which  have  already  been 
described,  the  existence  of  bonds  or  debentures  in  the  capitalization 
of  open-end  companies  creates  problems  which  flow  from  the  char- 
acteristic feature  of  this  type  of  company — the  right  of  one  or  more 
classes  of  security  holders  to  compel  the  company  at  any  time  to 
redeem  their  securities  at  their  approximate  asset  value.^^* 

In  this  type  of  company  the  difficulty  of  the  bondholders'  position 
is  accentuated  by  the  fact  that  the  company's  investments  are  pre- 
dominantly made  in  listed  common  stocks  because  of  the  necessity 
for  liquidity  to  meet  redemptions  and  because  of  the  sales  appeal  of 
a  common  stock  portfolio.^^^  Moreover,  where  the  open-end  company 
has  also  issued  bonds,  a  portfolio  of  common  stocks  will  accelerate 
the  leverage  in  the  common  stocks  issued  by  the  open-end  company.^®^ 
In  other  words,  the  nature  of  the  portfolio  of  the  open-end  company, 
since  it  rarely  includes  securities  of  relatively  stable  values  such  as 
bonds  and  preferred  stocks,  gives  a  minimum  of  security  to  the  bond- 
holders against  extreme  fluctuations  in  the  value  of  the  corporate 
assets. 

As  a  consequence  of  these  characteristics  of  open-end  companies, 
unless  their  debentures  contain  adequate  "touch-off"  clauses  and  other 
protective  provisions,  the  position  of  the  bondholders  may  readily 
become  precarious  because  the  "cushion"  for  the  debenture  holders, 
that  is,  the  value  of  the  corporate  assets  over  and  above  the  face  value 
of  the  company's  outstanding  debentures,  may  be  entirely  eliminated 
by  redemptions  of  the  common  stockholders.  When  market  values 
of  portfolio  securities  are  declining,  redemptions  will  be  likely.  Re- 
demptions by  common  stockholders  may  be  accelerated  by  the  pro- 
portionately greater  decline,  as  compared  with  the  decline  in  general 
market  values  of  securities,  in  the  asset  values  of  the  common  stock 
caused  by  the  leverage  induced  by  the  presence  of  bonds  in  the  capital 
structure.  In  other  words,  the  existence  of  the  bonds  themselves  will 
contribute  to  a  more  rapid  elimination  of  the  "cushion"  of  equity 
assets  which  previously  existed  for  such  bonds. 

If,  in  addition  to  the  absence  of  adequate  "touch-off"  provisions 
the  bondholders  are  denied  a  right  to  redemption,  their  problems  may 
become  extremely  complex.  In  a  period  of  falling  market  values  for 
portfolio  securities,  a  wholesale  liquidation  of  the  company's  assets 
may  be  required  in  order  to  derive  funds  to  meet  redemption  by  the 

«*^  For  a  detailed  discussion  of  the  open-end  company,  see  Ch.  HI  of  this  part  of  the 
report,  pp.  799  et  seq. 

«»» Ibid. 

•"*'  A  circular  issued  by  Affiliated  Fund,  Inc.,  one  of  the  few  open-end  companies  with  bonds 
in  its  capital  structure,  states  (Reply  to  the  Commission's  questionnaire  for  Affiliated 
Fund,  Inc.,  Ft.  I)  : 

We  believe  it  is  right  to  recognize  frankly  that  the  purchaser  of  ACES,  the  common 
stock  of  Affiliated  Funds,  Inc.,  is  primarily  interested  in  price  action  rather  than  in 
any  of  the  other  investment  factors.  The  investor  turns  to  the  straight  mutual  fund 
for  income  and  for  appreciation  possibilities  that  reflect  the  general  market  trend.  He 
turns  to  ACES  for  action.  By  and  large,  leverage  means  faster  movement,  whether 
in  rising  and  falling  markets.  If  it  is  truly  an  American  trait  to  want  faster  move- 
ment, the  American  investor  will  respond  to  the  suggestion  of  having  a  block  of  ACRS 
in  his  security  holdings. 
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common  stockholders.  The  most  readily  salable  portfolio  securities 
will  presiunably  be  liquidated  first.  As  a  result,  the  assets  remaining 
to  satisfy  the  claims  of  the  bondholders  may  consist  of  the  least 
marketable  portfolio  securities,  and  these  assets  may  ultimately  prove 
insufficient  to  meet  the  claims  of  bondholders.  The  security  holder 
of  the  category  which  has  invested  on  the  basis  of  securing  preferred 
]30sition  and  safety  will  then  be  left  with  recourse  only  to  a  question- 
able right  of  recovery  of  assets  from  a  large  and  geographically 
widely  dispersed  group  of  common  stockholders  who  have  had  their 
shares  redeemed. 

Even  where  the  bondholders  as  well  as  the  stockholders  have  a 
right  to  compel  redemption  of  their  securities,  similar  difficulties  may 
arise.®^^  With  a  decline  in  the  value  of  the  corporate  assets  a  race 
for  redemption  may  ensue.  Those  bondholders  and  stockholders  who 
are  most  alert  and  who  redeem  first  will  receive  the  value  of  their 
securities  out  of  the  most  liquid  and  easily  salable  portfolio  securi- 
ties. As  a  consequence,  the  claims  of  the  remaining  bondholders  will 
be  redeemable  only  against  portfolio  securities  of  more  doubtful 
value  and  least  marketability.  Again,  if  the  remaining  assets  of  the 
company  ultimately  become  insufficient  to  meet  the  claims  of  unre- 
deemed bonds,  the  bondholder  will  be  relegated  to  a  very  doubtful 
right  of  a  recovery  of  this  loss  from  the  other  bondholders,  who  in 
effect  had  obtained  preferential  treatment,  and  the  stockholders  who 
have  redeemed  their  shares. 

Furthermore,  the  construction  of  sound  protective  provisions  which 
effectively  secure  the  interest  of  bondholders  in  an  open-end  company 
and  are  at  the  same  time  consonant  with  the  right  of  common  stock- 
holders to  redeem  their  securities  is  difficult.^^®  For  example,  at  the 
point  of  incidence  of  a  "touch-off"  clause  the  protection  of  the  bond- 
holder may  require  a  cessation  of  the  redemption  privilege  of  the 
common  stockholder  or  a  complicated  and  cumbersome  process  of 
attempting  to  decrease  the  amount  of  outstanding  bonds  as  redemp- 
tions of  common  stocks  occur,  in  order  to  maintain  the  required  ratio 
of  total  assets  to  the  face  value  of  outstanding  bonds.  Even  in  this 
latter  case,  full  ]3rotection  for  the  bondholder  may  require  a  most 
accurate  forecast  of  the  future  trend  of  market  values  for  portfolio 
securities  by  the  individual  charged  with  the  duty  of  determming  the 
value  of  the  corporate  assets. 

Perhaps  because  of  the  foregoing  considerations,  the  employment 
of  bonds  in  the  capital  structures  of  open-end  investment  companies 
is  comparatively  rare.  In  the  case  of  Affiiated  Fund,  Inc.,  one  of  the 
few  such  companies  which  have  issued  debentures,  the  complexities 
created  have  led  at  least  one  member  of  the  company's  management 
to  question  the  advisability  of  bonds  in  the  company's  capital 
structure.^*"* 


«3' Where,  as  in  the  case  of  Affiliated  Fund,  Inc.,  discussed  infra  (pp.  1872-3),  the 
bondholders  may  on  redemption  prior  to  maturity  of  the  bonds  obtain  only  a  sum  less  than 
the  face  value  of  their  debentures,  redemption  of  such  debentures  will  actually  increase  the 
asset  value  of  the  common  stock. 

^5  See  the  discussion  of  the  protective  provisions  of  the  bonds  of  Affiliated  Fund,  Inc., 
infra,  pp.  1872-3. 

"89  Public  Examination,  Affiliated  Fund,  Inc.,  at 
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(1)  AFFILIATED  FUND,  INC. 

Affiliated  Fund.  Inc.,  an  open-end  management  investment  com- 
pany, was  authorized  by  its  charter  to  issue  common  stock  and  10-year 
5%  convertible  debentures.™^'  At  the  end  of  1936,  tliere  were  $855,000 
of  debentures  outstanding  and  the  conmion  stock  equity  totaled  ap- 
proximately $2,100,000.^"^  The  holders  of  the  common  stock  had  the 
privilege  of  tendering  their  stock  at  any  time  to  the  company,  which 
undertook  to  repurchase  it  at  the  current  asset  value. ^■- 

With  respect  to  the  debentures,  the  company  covenanted  that  i1 
would  at  all  times  maintain  assets  up  to  at  least  125%  of  all  deben 
tures  and  other  funded  obligations  of  the  corporation  outstanding 
and  in  the  event  of  the  failure  of  the  company  to  do  so  the  trustee 
was  obliged  to  redeem  by  lot  and  retire  such  principal  amount  of 
debentures  as  might  be  necessary  in  order  to  fulfill  the  requirements 
of  that  provision.'^-^  The  debentures  might  also  be  surrendered  at  the 
option  of  the  holder  at  95%  of  face  amount  during  the  first  two  years 
after  issuance.  Thereafter  the  redemption  price  increased  by  14% 
each  year  until  the  date  of  the  maturity  of  the  debentures.'^"* 

George  D.  Cherry,  Trust  Officer  of  the  First  National  Bank  of 
Jersey  City,  New  Jersey,  the  trustee  under  the  indenture,™^  testified 
that  the  open-end  provision  in  favor  of  the  common  stock  was  para- 
mount and  hence  the  company  would  have  to  repurchase  the  common 
stock  tendered  even  though  the  consequent  reduction  of  the  company's 
assets  would  bring  the  asset  coverage  for  the  debentures  below  the 
"touch-off"  point  :'^°^ 

Q.  *  *  *  suppose  the  assets  amount  to  $125,000  aud  suppose  your  deben- 
tures amount  to  $100,000,  which  brings  tliat  right  to  the  touch-off  point,  just 
over  the  line ;  let  us  assume  that  tlie  mfarlvet  is  stable  and  you  do  not  have  to 
consider  any  further  market  shrinkage,  so  as  to  make  the  thing  more  simple. 
Now,  a  stockholder  comes  in,  we  will  say,  with  $1,000  worth  of  stock  in  the 
Fund,  and  either  directly  through  you  or  through  the  corporation  surrenders  his 
$1,000  at  its  liquidating  value  for  redemption.  Would  you  mind  describing  just 
what  would  be  involved  and  what  action  you  would  thereupon  take? 

A.  We  would  take  this  action :  After  following  the  procedure  required  by  the 
trust  agreement  for  the  redemption  of  this  stock,  we  would  at  the  significant 
time,  which  I  am  assuming  is  the  time  that  you  mentioned,  we  would  complete 
that  transaction.  That  would  immediately  put  it  below  the  125%  mark.  Then 
we  would  immediately  proceed  in  the  usual  course  to  sell,  to  bring  it  up  above 
that  mark,  because  our  bank  as  trustee  has  always  contemplated  the  various 
functions  of  this  trust  as  a  separate  and  distinct  function,  and  the  fact  that 
one  particular  or  phase  of  the  set-up  is,  we  may  say,  bordering  on  the  border 


'00  Affiliated  Fund,  Inc.,  was  incorporated  in  May  1934  by  Thomas  F.  Lee  and  several 
associates  wlio  had  been  previously  affiliated  with  North  American  Trust  Shares,  a  fixed 
trust.  In  October  1934  Lord,  Abbett  &  Co.,  Inc.,  which  had  been  engaged  In  the  distribution 
■of  fixed  trust  shares,  took  over  the  sponsorship  of  Affiliated  Fund,  Inc.  (Public  Examination, 
Affiliated  Fund,  Inc.,  at  18272,  18275-6,  and  Commission-s  Exhibit  No.  2046). 

'M  Id.,  at  18273-5. 

™2  Id.,  Commis.siou's  Exhibit  No.  2046  (Paragraph  "Fourth  (4)"). 

'«'  Id.,  Commission's  Exhibit  No.  2049. 

■">*  Ibid. 

""5  Under  the  somewhat  unusual  indenture  the  trustee  administered  the  redemption  of  the 
common  stock  as  well  as  the  incidents  of  the  debentures  (id.,  Commission's  Exhibit  No. 
2049). 

™"Id.,  at  18339-40. 
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line  which  miglit  cause  us  to  do  other  duties,  nevertheless  that  should  not  affect 
in  any  way  the  privilege  which  is  accorded  to  other  individuals  in  regard  to 
their  holdings.  It  comes  down  to  a  very  practical  operation  under  the  circum- 
stances as  we  view  it. 

Q.  *  *  *  In  other  words  no  matter  what  the  status,  what  the  actual  status 
of  the  Fund  is  as  far  as  assets  are  concerned,  when  a  stockholder  comes  in  and 
asks  for  his  funds  for  redemption,  he  is  bound  to  receive  whatever  liquidating 
value  his  share  are  worth  irrespective  of  all  other  considerations? 

A.  That  is  the  attitude  we  seek  to  maintain. 

The  witness  testified  that,  upon  being  compelled  to  reduce  its  assets 
below  the  "touch-off"  point,  the  company  (or  trustee)  would  proceed 
to  sell  portfolio  securities,  obtain  cash  and  liquidate  enough  deben- 
tures to  bring  the  coverage  up  to  the  required  ratio.^°'^ 

Q.  *  *  *  You  would  sell  the  securities  first  and  then  be  forced  to  do  some- 
thing else? 

A.  We  would  call  the  debentures,  the  mechanics  of  which  are  set  up  in  the 
instrument ;  but  that  is  not  the  prime  emergency ;  the  prime  emergency  is 
obtaining  the  cash  available  to  pay  them  and  maintain  the  ratio.  They  may  be 
called  in  later.     Some  of  the  people  may  be  in  California  or  in  other  States. 

It  was  pointed  out  that  under  the  given  conditions  the  trustee  would 
have  to  liquidate  debentures  of  four  times  the  value  of  the  amount  of 
common  stock  redeemed  with  the  result  that  there  would  be  an 
extremely  rapid  diminution  of  the  fund.'^^^ 

It  may  be  noted  that  a  precipitous  decline  in  portfolio  values  when 
the  125%  coverage  has  already  been  impaired  by  redemption  of  com- 
mon stock  may  render  it  impossible  for  the  company  to  redeem  deben- 
tures at  the  full  liquidating  value.^o''  "V^Hiile  boun^  by  a  covenant  to 
common  stockholders  the  compliance  with  which  might  result  in  low- 
ering the  asset  coverage  for  debenture  holders  below  125%,  the  com- 
pany nevertheless  categorically  agreed  to  maintain  the  asset  coverage 
at  125%.  The  paramount  covenant  to  common  stockholders  may  sub- 
ject the  company  to  the  unavoidable  necessity  of  violating,  even  if 
only  transiently,  its  pledge  to  debenture  holders  to  maintain  the 
minimum  asset  coverage  of  125%. 

Andrew  J.  Lord,  the  president  of  Affiliated  Finid.  Inc.,  in  a  letter 
dated  May  26,  1937,  to  one  of  the  directors,  expressed  some  uncertainty 
as  to  the  continuing  advantages  of  bonds  in  the  capital  structure  of 
the.  company :  "^^ 

It  seems  to  me  fundamental  that  unless  we  have  a  strong  conviction  that  the 
trend  of  the  stock  market  is  upward  for  the  next  two  or  three  years,  we  have 
no  moral  right  to  continue  Affiliated  Fund  on  its  present  set-up.  We  are  boiTow- 
ing  money  at  a  high  rate  of  interest  in  the  expectation  of  being  able  to  use  that 
money  to  advantage  in  the  stock  market.  If  this  premise  is  wrong,  then  our 
whole  basis  of  operation  is  wrong.  But  at  this  stage  of  our  industrial  recovery 
we  will  find  few  people  who  will  argue  against  the  position  of  the  upward  trend 
for  a  long  time. 


'<"  Id.,  at  18337-S. 
'w  Id.,  at  18341-2. 

7oa  The  same  difficulty  may  arise  when  a  substantial  part  of  the  assets  of  the  company  are 
not  immediately  liquidable. 

™  Op.  cit.  supra,  note  700,  at  1 8386-7. 
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In  fact,  I  think  you  know  it  is  my  thought  that  at  some  time  within  the  next 
two  or  three  years  we  should  voluntarily  call  all  outstanding  debentures,  even 
though  such  action  will  result  in  a  substantial  loss  of  management  fees. 

VI.  DEVICES  OF  CONTROL  AND  RELATED  PROBLEMS 

The  control  of  large  pools  of  public  funds  possessed  by  investment 
companies  as  heretofore  discussed  in  this  chapter  was  made  possible 
to  sponsors,  managers,  and  other  insiders  through  the  device  of  a 
variety  of  multiple  security  capital  structures.  Furthermore,  the 
control  afforded  through  the  ownership  of  one  investment  company  by 
another  in  pyramided  corporate  systems  or  through  cross  or  circular 
ownerships,  is  specifically  treated  in  another  chapter  of  this  part  of 
the  report.^  The  devices  of  control  considered  in  this  section  were 
employed  by  the  sponsors  of  investment  companies  to  secure  control 
without  the  necessity  for  majority  beneficial  ownership  of  the  prin- 
cipal voting  security  issues.^  These  devices  of  control  either  were 
vested  in  the  management  groups  through  the  positions  of  control 
normally  occupied  by  them  or  were  created  by  the  sponsors  at  the 
time  of  organization  of  the  investment  companies  when  these  sponsors 
had  absolute  and  uncontrolled  discretion. 

Of  primary  importance  to  the  investor  is  his  opportunity  to  sup- 
plant the  management  of  his  investment  company  when  the  conduct 
of  those  representatives  no  longer  meets  with  his  approval.  The 
divorcement  of  control  over  management  from  the  ownership  of  the 
investment  company  almost  invariably  presents  vital  problems.  The 
problems  are  most  acute  where  the  insulation  of  management  from 
ownership  is  complete — where  the  beneficial  owners  of  the  fund  are 
deprived  of  any  voice  in  the  conduct  of  the  management.  The  devices 
of  control  discussed  in  this  section  so  limited  and  circumscribed  or 
even  entirely  negated  the  voting  pri\T.lege  as  to  be  ineffectual  except 
in  instances  of  flagrant  misconduct  on  the  part  of  the  management 
group. 

Nor  is  the  contention,  often  advanced  by  controlling  insiders  who 
have  made  no  investment  or  only  a  small  investment  in  an  investment 
company,  that  the  investor  may  withdraw  from  an  investment  com- 
pany by  the  sale  or  other  disposition  of  his  interest  in  the  company 
if  he  is  dissatisfied  with  the  management,  a  justification  for  the  sep- 
aration of  ownership  from  control.  In  closed-end  investment  com- 
panies, where  the  shareholder  does  not  have  the  right  to  compel 
redemption  of  his  shares  at  asset  value,  the  investor  must  dispose  of 
his  securities  in  the  open  market,  and  when  performance  is  indifferent 
these  securities  may  be  selling  at  substantial  discounts  from  their 
asset  values.  In  any  case,  the  shareholders  own  the  entire  proprietary 
interests  in  these  investment  organizations,  to  participate  in  which 
they  paid  substantial  sums  including  spreads  or  sales  loads  on  the 
securities  distributed.     These  investors  are,  therefore,  entitled  to  have 


^  See  Ch.  VII  of  tbis  part  of  the  report  which  deals  with  management  of  assets. 

'Managements  and  affiliated  interests  owned  50%  or  less  of  the  voting  stock  of  106  out  of 
136  management  investment  companies  proper  and  investment-holding  companies  at  the  end 
of  1935  (Pt.  Two  [House  Doc.  No.  70,  76th  Cong.],  Ch.  V,  Tables  119  and  120). 
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these  companies  honestly  and  competently  managed  as  continuing 
enterprises  and  should  not  be  compelled  by  such  considerations  to 
dispose  of  their  investments  at  times  which  may  be  unpropitious.  The 
power  to  dispose  of  one's  interest  in  an  investment  company  is  not 
equivalent  to  the  privilege  of  remaining  an  investor  in  an  enterprise 
managed  by  individuals  subject  to  the  ultimate  control  of  the  bene- 
ficial owners. 

A.  Control  Through  Sponsorship 

The  control  of  an  investment  trust  or  investment  company  is  exer- 
cised through  a  board  of  managers,  known  as  trustees  in  the  case  of  a 
trust  and  as  the  directors  in  the  case  of  a  corporation.  While  this 
section  is  concerned  with  some  of  the  methods  employed  by  sponsor- 
ing groups  to  appoint  and  maintain  their  representatives  upon  these 
boards  of  managers,  there  are  certain  advantages  inherent  in  the  offices 
themselves  which  tend  to  perpetuate  the  tenure  of  the  incumbents. 
These  advantages  possessed  by  incumbent  managers  to  maintain  them- 
selves in  office  constitute  a  constant  factor  in  the  control  of  all  invest- 
ment companies  regardless  of  any  other  device  also  employed.^ 

1.  "PEACTICAL"  VOTING  CONTROL 

The  sponsors  of  investment  companies  have  invariably  controlled 
the  selection  of  the  members  of  the  initial  boards  of  directors  at  the 
time  of  organization.  These  members  have  been  selected  for  the 
boards  prior  to  the  distribution  of  the  voting  or  other  securities  to 
the  public.  One  method  of  assuring  the  maintenance  of  this  control 
is  for  the  management  to  continue  to  retain  the  ownership  of  majority 
voting  control.  In  1935  affiliated  interests  of  about  one-fifth  of  all 
management  investment  companies  proper,  with  assets  of  $500,000  or 
more,  beneficially  owned  the  majority  voting  power  of  these  com- 
panies.* This  ownership,  of  course,  does  not  imply  that  as  much  as 
half  the  capital  of  these  investment  companies  was  subscribed  by 
these  insiders.  In  fact,  such  majority  voting  control  was  usually 
limited  to  investment  companies  which  restricted  voting  power  to  one 
of  two  or  more  classes  of  their  outstanding  securities.^ 

As  a  rule  less  than  two-thirds  of  the  outstanding  voting  shares  have 
been  represented,  either  in  person  or  by  proxy,  at  annual  stockholders' 
meetings.*  It  is  thus  apparent  that  30%  stock  ownership  would 
constitute  a  degree  of  control  which  would  ordinarily  be  invulnerable 
to  attack  by  any  outside  group.  In  many  cases,  as  little  as  10%  stock 
ownership  constituted  working  or  practical  control.  In  1935,  affili- 
ated interests  in  approximately  40%  of  the  number  of  management 
investment  companies  proper  beneficially  owned  at  least  30%  of  the 
outstanding  voting  stock  and  in  approximately  60%  of  management 
investment  compaiiies  proper  these  interests  owned  at  least  10%  of 
the  outstanding  voting  shares.'^     The  voting  power  of  the  security 

=  See  discussion,  Pt.  Two  (House  Doc.  No.  70,  76th  Cong.),  Ch.  V,  pp.  398-403. 

*Id.,  pp.  409-12,  and  Table  121. 

'  Id.,  pp.  399-402.     For  a  discussion  of  limited  voting  powers,  see  supra,  pp.  1582-8. 

«  Op,  cit.  supra,  note  3,  pp.  399-402. 

'Id.,  pp.  409-12,  and  Table  121. 
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holdings  of  affiliated  interests  was,  therefore,  a  primary  factor  in  the 
control  of  investment  companies  of  the  corporate  type.® 

2.  CONTROL  OF  PROXY  MACHINERY 

The  control  over  the  proxy  machinery  of  an  investment  company 
which  is  possessed  by  the  board  of  directors,  itself  provides  a  formi- 
dable defense  against  threats  to  their  continued  tenure  of  office.  This 
machinery  consists  of  ready  access  to  stockholders'  lists  ^  and  to  cor- 
porate funds  for  the  solicitation  of  proxies.^"  Furthermore,  the  po- 
sition of  familiar  authority  occupied  by  the  officers  and  directors  of 
an  investment  company,  as  the  ones  who  have  managed  its  affairs 
in  the  past  and  who  have  published  its  condition  in  periodic  state- 
ments, gives  them  a  decided  advantage  over  unknown  outside  share- 
holders who  would  have  solicited  proxies  for  what  might  prove  an 
expensive  and  doubtful  struggle."  An  opposing  group,  even  if  it 
made  out  a  strong  case  for  a  change  of  management,  would  be  con- 
fronted with  the  task  of  overcoming  the  inertia  of  the  usually  apa- 
thetic stockholder  in  its  effort  to  accumulate  the  required  voting 
power.  Such  a  showing  to  a  small  investor  might  well  serve  only 
to  persuade  him  to  liquidate  his  holdings  and  to  invest  the  proceeds 
in  some  other  organization.  A  factor  which  has  emphasized  this 
condition  has  been  the  increase  in  number  of  small  stockholders,^^  a 
condition  which  has  resulted  from  wide  distribution,  sometimes  delib- 
erately effected,  and  the  tendency  to  larger  investment  companies.^^ 

Another  factor  strengthening  the  entrenchment  of  the  incumbent 
management  is  the  cooperation  afforded  by  affiliated  banks  and 
brokers  in  securing  proxies  from  independent  shareholders  in  the 
event  of  a  proxy  fight.  Thomas  B.  Brittingham,  discussing  his  ex- 
perience when  he  sought  to  secure  a  change  in  the  management  of 
Fourth  National  Investors  Corporation,  testified  :  ^* 

Q.  What  is  your  opinion  as  to  liow  tliis  board  was  able  to  perpetuate  itself 
so  well? 

A.  If  you  have  ever  had  any  experience  in  a  proxy  fight  in  an  investment 
trust,  it  is  rather  enlightening.  In  the  first  place,  the  management  in  power 
distributes  their  brokerage  rather  effectively,  so  that  when  it  comes  to  a  stock- 
holders' fight,  brokers  that  have  had  favors  in  the  past  are  expected,  and  do, 
get  out  and  solicit  proxies.     That  puts  the  stockholders'  committee  at  quite  a 


8  For  an  illustration  of  "practical"  voting;  control,  see  Standard  Investing  Corporation, 
infra,  p.  1883.  Sponsors  frequently  obtained  such  voting  stock  in  exchange  for  unmarket- 
able property  and  securities  or  for  property  and  securities  at  inflated  prices,  (See  Ch.  VII 
of  this  part  of  the  report  which  deals  with  management  of  assets)  and  sometimes  for  dis- 
tribution and  management  services.  (See  also  the  discussion  of  Italian  Superpower  Cor- 
poration, supra,  pp.  1621-3.) 

"The  right  to  inspect  stockholders'  lists  is  usually  preserved  by  statute,  e.  g.,  General 
Corporation  Law  of  Delaware  (Revised  Code  of  1935,  as  amended).  Art.  1,  Sec.  29. 

lojTo.??  v.  Trans-Luw  Bayliglvt  PicUwe  Screen  Corp.  et  al.,  20  Del.,  Ch.  78,  171,  A.  226 
(1934). 

"  See  Ch.  IV  of  this  part  of  the  report,  pp.  1017  et  seq. 

"  For  a  statistical  analysis  of  the  predominance  of  small  stockholders,  see  Pt.  Two  (House 
Doc.  No.  70,  76th  Cong.),  Ch.  V.  pp.  379-88. 

^See  Pt.  One  (House  Doc.  No.  707,  75th  Cong.),  Ch.  Ill,  pp.  57-62.  Investment  com- 
panies having  assets  in  excess  of  $10,000,000  possessed  well  over  70%  of  the  aggregate 
resources  invested  in  that  industry  at  the  end  of  1935  (Pt.  Two.  Ch.  II,  Table  23). 

w  Public  Examination,  National  Investors  Corporation,  at  4480-1. 
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disadvantage,  because  it  gives  tlie  brokers  with  ofiices  all  over  the  country 
personal  contact  that  is  rather  hard  to  beat. 

Q.  Do  you  think  that  that  situation  ^Aas  enhanced  by  the  fact  that  National 
itself  had  originally  been  privately  created  through  banks  in  order  that  they 
might  assist  in  tlie  distribution  of  the  subsequent  trusts? 

A.  That  had  a  tremendous  amount  to  do  with  it,  particularly  in  Detroit. 
The  bankers  there,  with  the  exception  of  Detroit  Trust  Company,  used  their 
influence  to  get  their  customers  and  trust  accounts  that  were  left  with  them 
to  favor  the  management,  and  while  it  is  true  that  several  of  those  banks,  I 
guess  most  of  them,  have  been  reorganized,  still  through  personal  contact  and 
other  means  the  interest  is  there,  so  it  is  sort  of  a  repercussion  of  having 
given  a  lot  of  warrants  out  to  the  bankers.  It  was  hard  in  talking  with  the 
stockholders — [They]  would  say.  "Well,  I  am  going  down  to  see  my  friend 
Banker  so  and  so."  The  banker,  having  an  interest  in  National  Investors, 
naturally  told  him  where  to  give  his  prosy. 

Q.  You  really  ran  across  those  cases? 

A.  Quite  a  few  of  them ;  yes. 

Q.  You  were  not  able  to  overcome  the  advice  the  banker  gave? 

A.  No,  sir.  I  spent  several  days  out  in  Detroit  in  two  different  years,  and 
the  results  are  practically  negligible. 

This  study  has  disclosed  that,  in  ahnost  every  case  where  the  origi- 
nal sponsors  placed  their  representatives  in  positions  of  control  over 
investment  companies,  this  control,  except  where  voluntarily  sur- 
rendered, has  continued  and  is  still  exercised.^^  In  many  instances 
where  transfers  of  control  have  been  effected  some  special  considera- 
tion has  been  accorded  to  the  retirins^  management,  in  the  form  of  a 
premium  payment  for  the  sponsors'  holdings  or  by  way  of  some  spe- 
cial bonus,  commission,  or  business  patronage.^®  That  special  treat- 
ment of  this  kind  has  been  considered  necessary,  even  when  the  man- 
agement has  not  possessed  voting  control,^^  is  itself  evidence  of  the 
importance  of  control  over  the  proxy  machinery. 

a.  Transfers  of  Control  of  Boards  of  Directors  Through  Seriatim 
Resignations  and  Elections  of  Directors 

The  corporation  laws  of  the  various  states  usually  permit  the  boards 
of  directors  of  corporations  to  fill  vacancies  in  their  memberships  be- 
tween annual  meetings.^^  This  power  not  only  has  provided  the  man- 
agement groups  with  the  means  of  perpetuating  their  control,  by  the 
process  of  filling  vacancies  with  their  own  nominees  who  then  possess 
the  advantages  of  other  incmnbents  at  annual  elections,  but  has  also 
afforded  a  device  for  substituting  new  groups  into  control  merely  at 
the  approval  of  the  old  directors.^^ 

16  See  Ch.  IV  of  this  part  of  the  report,  pp.  1017  et  seq. 

M  Ibid. 

"For  example,  see  the  discussion  of  Sterling  Securities  Corporation,  supra,  pp.  1624— .31. 

18  This  power  is  specifically  accorded  by  the  General  Corporation  Laws  of  Delaware  (Re- 
vised Code  of  19.3.5).  Ch.  65,  Art.  1.  sec.  30,  and  may  be  written  into  the  by-laws  luider  the 
Stock  Corporation  Laws  of  New  York  (sec.  55.  as  amended  by  L.  1929,  ch.  600 :  sec.  5,  and 
L.  1930,  ch.  239)   and  under  the  annotated  Code  of  Maryland   (art.  23,  sees.  12,  15). 

1*  Of  159  investment  companies  studied,  81  recited  this  power  in  the  charters  or  by-laws  ; 
72  others  distributed  the  power  variously  between  the  stockholders  and  the  directors,  while 
the  remaining  six  relied  upon  the  statutory  provisions  of  their  states  of  incorporation. 
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The  managers  of  investment  companies,  desiring  to  transfer  control 
and  purporting  to  act  under  this  type  of  provision,  have  indulged  in 
the  practice  of  seriatim  resignations  of  members  of  the  olcl  board  and 
elections  of  new  members  to  fill  such  vacancies  by  the  remaining  mem- 
bers of  the  board.20  Thus,  an  old  member  of  the  board  would  resign 
and  a  new  member  would  be  elected  by  the  remaining  members  of  the 
board,  then  immediately  another  old  member  of  the  board  Avould  re- 
sign and  another  new  member  be  elected,  until  a  new  majority  of 
directors  or  an  entire  new  board  was  elected.  By  this  method,  not 
only  was  an  immediate  passage  of  control  effected  without  the  neces- 
sity of  waiting  for  the  annual  meeting  or  calling  a  special  meeting  of 
stockholders,  but  the  other  security  holders  were  kept  in  ignorance  of 
the  change  in  control  effected.-^ 

The  use  of  the  scheme  of  seriatim  resignations  and  elections  of  di- 
rectors, particularly  when  arranged  by  insiders  who  do  not  own  the 
requisite  amount  of  voting  shares  necessary  to  effect  a  change  in  man- 
agement at  an  annual  or  special  meeting,  raises  the  question  whether 
this  plan  is  not  a  flagrant  circumvention  of  the  basic  right  of  the  stock- 
holders to  select  their  directors.  It  may  also  be  questioned  whether 
this  provision  relating  to  the  filling  of  vacancies  is  not  merely  applic- 
able to  vacancies  created  by  conditions  not  subject  to  the  control  of  the 
dominant  personalities  such  as  illness,  death,  and  uncontrolled  spo- 
radic resignations,  and- not  to  controlled  resignations  effected  with  the 
preconceived  intent  to  transfer  the  entire  or  a  majority  of  the  director- 
ships to  a  new  group.^^ 

20  Formerly,  no  obligation  rested  upon  the  controlling  stockholder  to  reveal  to  the  minority 
stockholders  his  intent  to,  or  the  fact  of,  a  transfer  of  his  control  to  others.  By  Section 
16(a)  of  the  Securities  Exchange  Act  of  1934,  the  beneficial  owners  of  10%  or  more  of  the 
equity  securities  of  corporations  which  are  registered  on  national  securities  exchanges  are 
required  to  report  any  changes  in  the  ownership  of  their  holdings  of  such  equity  securities 
to  the  Commission  and  to  the  exchange  on  which  the  securities  are  listed  within  10  days 
after  the  close  of  the  calendar  month  in  which  such  change  in  ownership  occurs.  These 
changes  in  ownership  are  published  monthly  by  the  Commission.  However,  Section  16(a)  of 
the  Securities  Exchange  Act  does  not  require  the  revelation  of  the  price  paid  for  the  trans- 
fer of  any  of  these  listed  equity  securities,  a  fact  which  is  clearly  of  importance  to  other 
stockholders  who  thereafter  may  he  solicited  by  the  purchaser  of  the  controlling  block  of 
securities  to  exchange  or  sell  their  shares  to  him  at  a  price  less  than  that  paid  for  the 
controlling  block  of  shares.  Furthermore,  the  provisions  of  Section  16(a)  of  the  Act  do  not 
apply  to  the  transfer  of  beneficial  ownership  of  securities  which  are  not  listed  on  national 
securities  exchanges.  The  great  majority  of  existing  investment  companies  do  not  have 
securities  listed  on  national  securities  exchanges.  (See  Pt.  Two  [House  Doc.  No.  70,  76th 
Cong.],  Ch.  IV.  Table  86.)  Finally  Section  16  (a)  does  not  apply  to  a  transfer  of  control 
which  is  based  not  on  stock  ownership  but  on  other  devices,  such  as  management  contracts. 

=1  This  method  of  substituting  directors  by  in-flltration  for  the  purposes  of  transferring  con- 
trol was  employed  by  Wallace  Groves  in  the  acquisition  of  Interstate  Equities  Corporation, 
Chain  &  General  Equities,  Inc.,  Yosemite  Holding  Corporation,  and  Granger  Trading  Corpora- 
tion (see  Ch.  II  of  this  part  of  the  report,  pp.  181-227)  ;  by  the  Northern  Fiscal  Group  in 
the  acquisition  of  Burco,  Inc.,  Insuranshares  Corporation  of  Delaware,  and  Bond  and  Share 
Trading  Corporation  (see  Ch.  II,  pp.  437-496)  ;  by  the  Fiscal  Management  Group  in  the 
acquisition  of  Continental  Securities  Corporation,  First  Income  Trading  Corporation,  and 
Reynolds  Investing  Company,  Inc.  (see  Ch.  II,  pp.  354-437)  :  by  Ernest  B.  Warriner  in  the 
acquisition  of  General  Investment  Corporation  (see  Ch.  II,  pp.  584-623)  ;  by  the  Thomas 
Watson  Group  in  the  acquisition  of  Oils  &  Industries,  Inc.  (see  Ch.  II,  pp.  94-115)  ;  by 
Messrs.  Cohen  and  Barnes  in  the  acquisition  of  North  and  South  American  Corporation  and 
Insuranshares  Corporation  of  Delaware  (see  Ch.  IV  of  this  part  of  the  report,  pp.  1179-92)  ; 
by  David  Milton  in  the  acquisition  of  Atlantic  and  Pacific  International  Corporation  (see  Ch. 
IV,  pp.  1120-37)  ;  and  by  Floyd  B.  Odium  in  the  acquisition  of  National  Securities  Invest- 
ment Company  (see  Ch.  IV,  pp.  1094-1119). 

22  A  controlling  stockholder  may  transfer  his  shares  to  others  at  will,  and  even  against 
the  wishes  of  the  minority  stockholders,  so  long  as  the  transfer  is  not  part  of  a  scheme  to 
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This  procedure  was  adopted  by  Carroll  E.  Gray,  Jr.,  president  of 
Burr  &  Company,  Inc.,  in  transferring  control  of  Burco,  Inc.,  an  in- 
vestment company  operating  as  a  trading  corporation.^^  Without 
notice  to  the  other  security  holders,  including  the  preferred  stock- 
holders whose  shares  were  partly  under  water ,2*  this  sponsor  sold  his 
and  his  associates'  holdings,  amounting  to  40%  of  the  common  stock 
outstanding,  at  $9  a  share  under  a  contract  dated  February  28,  1938,^^ 
although  the  peak  market  price  therefor  in  the  last  quarter  of  1937 
was  never  over  $1.50  a  share.-''  Mr.  Gray,  when  examined  as  to  the 
substitution  of  members  of  the  purchasing  group  for  the  old  members 
of  the  board  of  directors,  testified :  ^' 

Q.  Now,  a  new  Board,  of  Directors  could  not  be — the  old  Board  could  not  be 
put  out  by  the  stockholders  and  a  new  Board  put  on  except  in  an  annual  meeting ; 
is  not  that  so? 

A.  Unless  directors  resigned. 

Q.  Unless  directors  resigned  and  that  "unless  directors  resigned,"  Mr.  Gray, 
was  to  cover  the  contingency  if  a  vacancy  occurred  through  sickness  or  resigna- 
tion, etc.;  is  not  that  so? 

A.  Or  unless  they  did  not  wish  in  their  own  disposition  to  resign. 

Q.  And  do  you  honestly  assert  that  it  was  really  intended  to  cover  a  situation 
that  the  directors  were  going  to  bodily  pass  over  control  to  somebody  else,  and 
just  took  the  form  of  one  resigning,  electing  a  new  one,  and  another  one  resign- 
ing, electing  a  new  one,  a  third  one  resigning,  and  electing  a  new  one? 

A.  I  think  that  is  a  general  practice. 

Q.  That  is  a  general  practice  and  that  is  what  you  thought  it  meant,  articles 
of  incorporation  or  bylaws  meant  when  they  said  if  there  is  a  vacancy  the  Board 
ean  fill  the  vacancy;  is  that  right? 

A.  I  was  guided  by  my  attorneys  in  that  action,  as  I  was  when  I  bouaht  the 
stock  originally. 

This  substitution  of  directors  occurred  but  a  few  months  after  the 
stockholders  had,  at  an  annual  meeting,  voted  the  continuation  of  the 
old  management  in  control  over  the  aiiairs  of  the  investment  company 
for  another  year.^® 

Similarly,  in  the  case  of  Continental  Securities  Corporation,  control 
of  the  board  of  directors  was  transferred  by  the  device  of  seriatim 
resignations.  Allen  W.  Dulles,  counsel  for  J.  Henry  Schroder  Bank- 
ing Corporation,  the  interests  who  transferred  control,  testified :  "^^ 

defraud  minority  stockholders.  (See  13  Fletcher,  Cyclopedia  of  Corporations,  §  5805  ;  Cf. 
Barnes  v.  Broion,  80  N.  Y.  527  [1880].)  However,  contracts  by  which  directors  or  minority 
stockholders,  and  possibly  even  majority  stockholders  {Fenncssy  v.  Rofis.  5  App.  Div.  342, 
39  N.  Y.  Supp.  323  [1st  Dept.  189G]),  expressly  agree  as  an  incident  to  the  sale  of  their 
shares  or  otherwise,  to  transfer  the  offices  and  directorships  of  a  corporation  to  others,  that 
is,  to  "barter  away"  the  offices  of  the  companies  and  representations  on  their  boards  of 
directors  are  illegal  as  against  public  policy  (Fennessy  v.  Ross,  90  Hun.  298,  35  N.  Y.  Supp. 
868  [Gen.  T.  1st  Dept.  1895]  ;  cf.  McGlure  v.  Law,  161  N.  Y.  78,  55  N.  E.  388  [1899]). 

=3  Public  Examination,  Paine,  Webber  &  Co.  et  al.,  at  884,  888. 

^  Id.,  at  876,  879. 

^  Id.,  at  859-60,  869,  and  Commission's  Exhibit  No.  91. 

2"  Id.,  at  865.  30,000  of  these  36,000  shares  cost  the  sponsors  originallv  %4  a  share  (id., 
at  890). 

^  Op.  cit.  supra,  note  23,  at  886-7. 

'^  Id.,  at  886. 

^^  Public  Examination,  First  Income  Trading  Corporation,  at  1657-61. 
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Q.  Were  you  the  one  that  suggested  the  mechanics  that  one  director  resign  and 
another  be  elected,  that  another  director  resign  and  a  new  director  be  elected, 
and  so  on?    "Who  suggested  that  scheme? 

A.  That  is  a  A^ery  normal  procedure  at  a  closing.  I  suppose  I  have  done  that 
myself  in  connection  with  the  changes  of  management  companies  a  dozen  times. 
That  is  the  usual  machinery. 

Q.  That  is  the  usual  machinery  for  that? 

A.  Correct. 

Q.  By  usual  you  do  not  mean  justifiable,  do  you,  or  sanctionable,  do  you? 

A.  Certainly.  Yes.  If  you  change  managements  that  is  the  way,  because 
you  have  to  keep  a  quorum.  The  only  way  to  retain  your  quorum  is  to  have  one 
resign  at  a  time  as  new  directors  come  in. 

Q.  I  understand  that,  but  as  I  understand  the  articles  of  incorporation  of 
Continental  Securities  Corporation,  the  power  to  elect  a  new  board  of  directors 
was  vested  in  the  stockholders,  wasn't  it? 

A.  Well,  they  could,  but  the  new  directors  also  could  be  elected  by  the  board 
itself. 

Q.  Yes;  but  those  provisions  in  the  articles  of  incorporation  or  the  bylaws 
which  say  that  a  board  of  directors  can  fill  a  vacancy,  did  you  conceive  that  that 
was  intended  to  mean  that  you  could  avail  yourselves  of  that  provision  and  com- 
pletely turn  out  the  old  board  and  put  in  a  new  board? 

A.  That  has  been  done  a  great  many  times. 

Q.  I  understand  that.  You  knew  that  this  device  of  one  resigning  and  another 
being  elected  ultimately  resulted  in  the  complete  wiping  out  of  the  old  board  and 
the  complete  new  board  coming  in? 

A.  That  is  right. 

Q.  And  you  also  knew  that  in  a  normal  situation  where  you  elected  a  new 
board  of  directors  it  was  to  have  the  stockholders  do  that,  wasn't  that  so? 

A.  I  should  say  that  both  situations  were  quite  usual. 

Q.  By  "quite  usual"  you  say  both  were  done.  Let  me  ask  you:  If  it  was  a 
question  of  electing  a  new  board  of  directors  do  you  dispute  that  that  was  the  in- 
alienable right  of  the  stockholders  to  select  their  entire  new  board  to  manage 
their  funds? 

A.  They  had  the  right  to  do  it.     They  did  not  have  the  exclusive  right. 

Q.  They  could  do  it  if  the  controlling  interests  did  not  indulge  in  some  device 
which  would  deprive  them  of  that  right  to  do  that;  isn't  that  so?  They  could 
do  it,  as  I  understand  it,  if  the  controlling  interests  would  let  them  do  it;  but, 
as  I  understand  it,  it  was  intentionally  and  deliberately  done  in  order  not  to 
submit  it  to  the  stockholders — when  one  resigned  and  another  was  elected,  and 
then  another  member  resigned  and  someone  was  elected  in  his  place,  and  so  on? 

A.  The  majority  could,  however,  have  elected  the  new  board  in  a  few  weeks 
under  the  regular  procedure,  under  the  Maryland  law. 

Q.  Or  it  could  be  done  at  the  regular  annual  meeting? 

A.  With  notice,  yes. 

Q.  But  if  a  special  meeting  was  called  it  was  necessary  to  put  in  the  notice 
that  the  purpose  was  to  clean  out  the  old  board  and  put  in  a  new  board? 

A.  That  is  so. 

Q.  And  although  that  might  have  been  managed  from  the  point  of  view  of 
voting  power,  because  the  controlling  block  was  in  the  hands  of  the  people  who 
were  selling  the  interest,  you  could  not  anticipate  what  legal  steps  the  stock- 
holders would  take  under  the  circumstances  to  possibly  protect  their  interests ; 
isn't  that  so? 

A.  Correct. 
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Q.  So  that  this  device  of,  shall  we  say  "ring-arouud-the-rosy" — one  going  off 
and  another  going  on,  one  going  off  and  another  going  on,  another  going  off  and 
another  going  on,  had  as  an  ultimate  end,  did  it  not,  to  substitute  a  complete  new 
board  of  directors  ? 

A.  That  was  the  case. 

Q.  It  was  not  a  case  where  one  fellcw  became  sick  and  could  not  fulfill  his 
duties  as  a  director,  an  exigency  existed,  a  vacancy  was  created  and  where  some- 
body had  to  be  substituted,  was  it? 

A.  No. 

Q.  They  were  all  in  perfectly  good  health? 

A.  Perfectly  good  health. 

Q.  And  all  compos  mentis,  too? 

A.  All  compos  mentis. 

b.  Perpetuation  of  Control   Through   Stagger   System   of   Electing 

Directors 

Another  variation  in  the  procedure  of  electing  directors  is  to 
segregate  them  into  groups  or  classes  with  only  one  group  or  class 
to  stand  for  election  at  an  annual  meeting.^"  Obviously,  by  this 
method  threats  to  control  may  be  discouraged  by  reason  of  the  fact 
that  more  than  one  special  or  annual  meeting  may  be  required  to 
effect  a  change  in  a  majority  of  the  board.^^ 

This  system  of  electing  directors  prevailed  in  Oils  &  Industries, 
Inc.,  an  investment  company  organized  under  the  laws  of  the  State 
of  Maryland  on  February  19,  1928,  under  the  name  of  Oil  Shares  In- 
corporated. Article  II  of  the  bylaws  of  this  company,  as  effective 
on  December  31.  1935,  provided  in  part  as  follows :  ^^ 

Section  1.  The  Board  of  Directors  of  the  Corporation  is  hereby  divided  into 
five  classes.  Each  class  shall  consist  of  one-fifth  of  the  entire  membership  of 
the  Board  as  nearly  as  may  be.  In  case  the  number  of  directors  is  increased  or 
decreased  by  action  of  the  Board,  the  Board  shall  re-classify  the  members 
thereof  among  the  five  classes  herein  provided  for,  but  by  affecting  the  tenure 
of  office  of  each  director  as  little  as  may  be.  It  is  the  intent  that  at  all  times 
the  Board  of  Directors  shall  be  divided  into  five  classes,  each  class  having  the 


•■»  Annotated  Code  of  Maryland,  1924,  Art.  23,  sec.  14,  provided  : 

Every  corporation  may.  by  its  bylaws,  divide  its  directors  into  classes  and  prescribe 
the  tenure  of  office  of  the  several  classes  ;  bnt  no  class  shall  be  elected  for  a  period 
shorter  than  that  from  the  time  of  the  election  following  the  division  into  classes 
until  the  next  annual  meeting  and  thereafter  for  a  period  shorter  than  the  interval 
between  annual  meetings  or  for  a  longer  period  than  five  years,  and  the  term  of  office 
of  at  least  one  class  shall  expire  each  year. 

•■"  A  similar  problem  was  presented  in  the  stagger  system  of  the  election  of  members  of 
the  Board  of  Governors  of  the  New  York  Stock  Exchange.  The  Commission,  in  its  Report 
on  the  Government  of  Securities  Exchanges  (House  Doc.  No.  S3,  74th  Cong.,  1st  Session), 
discussing  this  method  of  election,  stated  : 

The  fact  that  only  one-quarter  of  the  governors  are  elected  in  any  one  year  seems 
also  to  contribute  to  the  perpetuation  of  control  and  to  make  changes  "of  policy  difficult 
to  effectuate  in  any  reasonable  period.  The  requirements  of  other  exchanges  generally 
call  for  the  election  of  one-third  of  the  governors  each  year.  Continuity  of  policy- 
through  exwrienced  governers  is,  of  course,  to  be  desired,  but  the  annual  turnover  in 
the  governing  committee  should  not  be  so  small  as  to  prevent  the  ready  response  of 
the  government  of  the  exchange  to  new  desires  and  fresh  aims. 

'^  Reply  to  the  Commission's  questionnaire  for  Oils  &  Industries,  Inc..  Pt.  I.  These  bylaws 
filso  provided  that  a  majority  of  the  remaining  board  of  directors  could  fill  vacancies  in  its 
membership  (including  vacancies  through  an  increase  in  size)  although  they  constituted 
less  than  a  quorum   (ibid.). 
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same  number  as  nearly  as  possible.  Tbe  tenure  of  office  of  each  director  elected 
by  the  stockholders  after  the  first  annual  meeting  shall  be  for  five  years  and 
until  his  successor  is  duly  elected  and  qualified.  At  each  annual  or  general 
election  directors  shall  be  elected  only  to  fill  the  vacancies  caused  by  the 
expiration  of  the  terms  of  office  of  the  directors  whose  terms  have  expired  or 
are  about  to  expire.  It  is  the  intent  that  continuity  in  management  may  thus 
be  had  by  electing  only  one-fifth  of  the  Board  each  year.  Of  the  fifteen 
persons  named  as  directors  in  the  amended  Certificate  of  Incorporation  of  the 
Corporation,  the  first  three  named  shall  have  tenure  of  office  expiring  in  five 
years,  the  next  three  in  four  years,  the  next  three  in  three  years,  the  next  threo 
in  two  years  and  the  last  three  in  one  year. 

Thus  it  will  be  observed  that  the  directors  held  office  for  a  term  of 
five  years  and  the  same  management  was  assured  of  continued  control 
for  at  least  three  years. 

A  similar  provision  was  contained  in  the  bylaws  of  Tri-Continental 
Corporation  ^^  and  the  board  of  directors  could  decrease  or  increase 
the  size  of  its  membership  and  fill  the  vacancies  thereby  provided.^* 

Earl  Bailie  admitted  that  this  stagger  system  of  electing  directors 
was  a  means  of  perpetuating  the  control  of  the  sponsors,  when  he 
testified :  ^^ 

Q.  The  staggering  of  directors  prevented  a  sudden  change,  is  that  right? 

A.  Exactly. 

Q.  By  a  new  person  acquiring  the  stock  of  Tri-Continental  and  kicking  out 
all  the  directors? 

A.  The  purpose  of  that  transaction  was  to  make  it  unattractive  to  the  person 
acquiring  it. 

The  Commission  adopted  and  published  revised  proxy  rules,  effec- 
tive October  1,  1938.^^  These  rules  apply  only  to  securities  registered 
on  national  securities  exchanges  ^^  and  provide  primarily  for  a  full 
disclosure  of  the  matters  to  be  voted  upon,  in  the  form  of  a  proxy 
statement.  An  important  requirement  of  the  rules  is  that  the  secur- 
ity holder  who  is  being  solicited  must  be  given  the  opportunity  to 
direct  how  his  vote  shall  be  cast  upon  each  of  the  items  under  con- 
sideration.^^ 


8='  Reply  to  the  Commission's  questionnaire  for  Tri-Coutinontal  Coiporation,   Pt.   I. 

3^  Ibid. 

55  Public  Examination,  Tri-Continental  Corporation,  at  18646-7. 

s«  Proxy  rules  designated  as  Regulation  X14  were  adopted  by  tbe  Securities  and  Ex- 
change Commission  pursuant  to  authority  conferred  upon  it  by  the  Securities  Exchange 
Act  of  1934,  particularly  Sees.  14  (a)  and  23  (a)  thereof.  These  rules  were  extensively 
amended  as  of  February  15,  1940. 

3'  Of  491  investment  companies  at  the  end  of  1936,  82  had  a  total  of  130  security  issues 
listed  on  the  various  security  exchanges  (Pt.  Two  [House  Doc.  No.  70,  76th  Cong.],  Ch. 
IV,  Tables  84  and  87). 

38  Schedule  14A  of  the  rules,  consisting  of  information  to  be  contained  in  proxy  state- 
ments, provides  in  part  for  the  publication  of  the  offices  to  be  filled  at  the  meeting  and 
the  persons  nominated  therefor ;  the  remuneration  paid,  directly  and  indirectly,  to  the  three 
principal  i>ersons  so  nominated,  during  the  preceding  year ;  the  interests  of  such  persons 
in  property  acquired  (in  two  years)  or  proposed  to  be  acquired  by  the  corporation,  the  cost 
thereof  and  the  date  of  acquisition  by  such  persons  ;  the  holdings  of  such  persons  in  the 
corporation,  both  of  record  and  beneficial ;  the  affiliations  of  such  persons  for  the  past  five 
years  with  the  principal  underwriter  of  the  securities  of  the  corporation ;  and  like  informa- 
tion concerning  the  persons  primarily  responsible  for  the  original  nomination  of  such 
persons. 
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(1)  STANDARD  INVESTING  CORPORATION 

Standard  Investing  Corporation  illustrates  both  the  substantial 
control  afforded  by  the  ownership  of  a  block  constituting  something 
less  than  half  of  the  outstanding  voting  stock,  as  well  as  the  voting 
power  provided  by  control  over  the  proxy  machinery.^^  This  invest- 
ment company  was  organized  on  January  31,  1927,  under  the  sponsor- 
ship of  Brown  Brothers  &  Company  and  Stone  &  Webster  and  Blod- 
get,  Inc.,  investment  bankers.*'^  The  total  net  contributed  capital  of 
the  investment  company  ^^  was  $14,553,874  which  was  received  from 
the  sale  of  two  10-year  debenture  issues  and  two  issues  of  preferred 
stock,  while  the  common  stock  was  issued  under  warrants,  by  conver- 
sion of  senior  issues,  as  a  bonus  with  preferred  stock,  and  as  a  gift  to 
Brown  Brothers  &  Company.^^ 

Although  the  common  and  preferred  stocks  each  possessed  one  vote 
a  share,*^  the  voting  power  was  essentially  in  the  common  stock. 
Brown  Brothers  &  Company  received  25,000  common  shares  at  the 
time  of  the  original  distribution  as  a  promotion  fee,  while  a  maxi- 
mum of  15,000  additional  common  shares  and  15,000  preferred  shares 
were  outstanding  and  entitled  to  vote."  The  rem^aining  45,000  shares 
issued  were  deposited  with  a  trustee  for  the  benejfit  of  debenture 
holders  under  warrants  exercisable  after  March  1,  1930.^^^  Accord- 
ingly, in  the  beginning,  this  sponsor  held  substantial  voting  control 
without  any  investment. 

Standard  Investing  Corporation  was  managed  from  1927  through 
1936  by  Brown  Brothers  &  Companj^  and  its  successor.  Brown 
Brothers  Harriman  &  Company.  This  control  was  effected  by  a  board 
of  directors  consisting  entirely  of  members  of  that  firm  with  the 
exception  of  one  representative  of  Stone  &  Webster  and  Blodget,  Inc., 
and  a  member  of  the  law  firm  of  Sullivan  &  Cromwell.  With  the 
increase  of  outstanding  common  stock  to  394,591  shares  by  December 
31,  1935,  this  control  came  to  depend  ahnost  entirely  upon  the  proxy 
machinery.*^  The  leverage  structure  afforded  by  increased  debenture 
issues,  accounting  for  a  total  of  $9,120,000  of  the  paid-in  assets,*"^ 
accentuated  the  vulnerability  of  the  management  control  upon  the 
declining  markets  following  the  market  crash  of  1929,  by  reason  of 
the  decreasing  capital  represented  by  the  voting  shares.  Neverthe- 
less, the  directors  selected  by  Brown  Brothers  Harriman  &  Company 
were  elected  annually,  without  opposition,*^  until  1936  when  Phoenix 
Securities  Corporation,  an  investment  company  operated  by  Wallace 
Groves,  appeared  as  the  owner  of  120,000  common  shares,  equivalent 

3«  See  Pt.  Two,  Ch.  V,  pp.  399-402. 

*"  Reply  to  the  Commission's  questionnaire  for  Standard  Investing  Corporation,  Pt.  I. 

"During  the  period  ending  December  31,  1935,  the  investment  company  repurcha.sed 
debentures  and  preferred  shares  at  a  cost  of  $3,891,139,  representing  a  capital  gain  to  the 
company  (or  loss  to  retiring  investors)  of  $1,546,061,  and  at  that  date  the  net  assets  of  the 
investment  company  had  a  market  value  of  approximately  $8,840,000  (Public  Examination, 
General  Investment  Corporation,  Commission's  Exhibit  No.  1578). 

'2  Public  Examination,  General  Investment  Corporation,   Commission's  Exhibit  No.   1578. 

"Op.  cit.  supra,  note  40,  Pt.  I  (Exhibits  3,  a,  b). 

^  Op.  cit.  supra,  note  42,  at  15241,  and  Commission's  Exhibit  No.  1578. 

« Id.,  Commission's  Exhibit  No.   1578. 

« Ibid. 

«  Ibid. 

«  Id.,  at  15242. 
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to  about  30%  of  the  total  common  shares  outstanding,  and  demanded 
control  of  the  investment  company.*^  Brown  Brothers  Harriman  & 
Company  refused  to  turn  over  control.^" 

Both  factions  then  engaged  in  a  campaign  to  secure  the  proxies  of 
stockholders  to  be  voted  at  the  next  annual  meeting  to  be  held  in 
March  1936.^^  In  spite  of  the  relatively  small  holdings  of  the  manage- 
ment group,  consisting  of  the  aforementioned  25,000  common  shares 
plus  some  3,000  or  4,000  additional  shares  owned  by  the  families  of 
individual  partners,^^  stockholders  gave  sufficient  proxies  to  the  old 
and  familiar  management  to  provide  them  with  a  plurality  of  about 
40,000  votes.^3 

Phoenix  Securities  Corporation  constantly  increased  its  holdings 
until  it  controlled  163,000  shares,^*  an  increase  of  more  than  the  plu- 
rality in  voting  strength  enjoyed  by  the  management  group  at  the 
last  annual  meeting.  At  the  end  of  1936,  less  than  a  year  after  Brown 
Brothers  Harriman  &  Company  had  asked  stockholders  to  sustain  its 
management,  that  firm  acceded  to  the  sale  by  Phoenix  Securities  Cor- 
poration of  control  of  Standard  Investing  Corporation  to  General 
Investment  Corporation.^' 

(2)  AMERICAN  INTERNATIONAL  CORPORATION 

American  International  Corporation  is  illustrative  of  an  investment 
company  which  experienced  shifts  in  management  practices  by  reason 
of  changes  in  the  personnel  of  the  board  of  directors.  This  company 
was  organized  on  November  23,  1915,  under  the  laws  of  the  State  of 
New  York  "*^  by  Frank  A.  Vanderlip,  president  of  The  National  City 
Bank  of  New  York,  to  supplement  the  foreign  financing  already  con- 
ducted by  that  bank,^'  Stockholders  of  The  National  City  Bank  of 
New  York  were  given  an  opportunity  to  subscribe  to  the  stock  of  the 
company  in  proportion  to  their  holdings  in  the  bank,^^  and  the  re- 
mainder of  the  $49,000,000  common  stock  and  $1,000,000  preferred 
stock  comprising  the  original  offering  was  subscribed  to  by  Mr.  Van- 
derlip and  his  associates.'^^  The  original  management  was  as 
follows :  •'^ 

Frank  A.  Vanderlip  was  the  chairman  of  the  board  and  Charles  A. 
Stone  was  president.  The  directors  included  J.  Ogden  Armour,  of 
Armour  &  Company;  Charles  A.  Coffin,  of  General  Electric  Company; 
William  E.  Carey,  of  Midvale  Steel  &  Ordnance  Company;  Robert 
Dollar,  of  Robert  Dollar  Company ;  Joseph  P.  Grace,  of  W.  R.  Grace 
&  Company ;  Pierre  S.  du  Pont,  of  E.  I.  du  Pont  de  Nemours  &  Com- 

^»Id..  at  15246-7. 

w  Id.,  at  15248. 

"  Id.,  at  15242. 

52  Id.,  at  15241. 

»»Id.,  at  15249,  15261. 

MJd.,  at  15249,  15270-2. 

^'s  Id.,  at  15253-5.  For  details  of  sale  of  oontrol  of  Standard  Investing  Corporation  to 
General  Investment  Corporation  see  Ch.  IT  of  this  part  of  the  report,  pp.  613-17. 

E"  Public  Examination,  American  International  Corporation,  at  6688,  and  Commission's 
Exhibit  No.  614. 

0'  Id.,  Commission's  Exhibit  No.  616. 

<••'  Ibid. 

""Id.,  at  6692. 

""  Id.,  at  6694-5,  and  Commission's  Exhibits  Nos.  616  and  617. 
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pany;  Kobert  F.  Herrick,  a  Boston  lawyer;  Otto  H.  Kahn,  of  Kiilin, 
Loeb  &  Company ;  Eobert  S.  Lovett,  of  Union  Pacific  Railroad  Com- 
pany; Ambrose  Monell,  of  International  Nickel  Company;  Henry  S. 
Pritcliett,  of  Carnegie  Fomiclation:  Percy  A.  Rockefeller;  John  D. 
Ryan,  of  Anaconda  Copper  Company ;  William  L.  Saunders,  of  Inger- 
soll-Rand  Company ;  James  A.  Stillman,  of  The  National  City  Bank 
of  New  York;  Charles  A.  Stone,  of  Stone  &  Webster;  Guy  E.  Tripp, 
of  Westinghouse  Electric  &  Mfg.  Company;  Theodore  N.  Vail,  of 
American  Telephone  &  Telegraph  Company;  Frank  A.  Vanderlip,  of 
The  National  City  Bank  of  New  York ;  Edwin  S.  Webster,  of  Stone  & 
Webster;  Albert  TI.  Wiggin,  of  Chase  National  Bank;  Beekman  Win- 
throp,  of  Robert  Winthrop  &  Company ;  and  William  Woodward,  of 
Hanover  National  Bank. 

American  International  Corporation  operated  as  an  organization 
for  foreign  investments  under  the  domination  of  Mr.  Vanderlip  and 
Mr.  Stone  until  1923.*^^  These  operations  idtimately  proved  so  un- 
profitable that  Mr,  Vanderlip  and  Mr.  Stone  "^^  withdrew  from  their 
respective  oiEces  and  Mathew  C.  Brush,  a  director  and  senior  vice 
president,  was  elected  president.^^  Thereafter  American  Interna- 
tional Corporation  evolved  into  a  diversified  investment  company."* 
Mr.  Brush  remained  president  until  November  1933,  when  he  became 
chairman  of  the  board  and  Harry  A.  Arthur,  who  had  been  with  the 
company  and  its  subsidiaries  almost  from  the  very  beginning,  was 
elevated  from  the  vice  presidency  to  the  presidency.*^^ 

During  this  entire  period  there  were  frequent  shifts  in  the  per- 
sonnel of  the  board  of  directors  of  American  International  Corpo- 
ration, resulting  in  a  constant  ebb  and  flow  of  the  influence  of  the 
afiiliated  groups.  While  some  of  these  groups  were  backed  by  sub- 
stantial stock  ownership,  their  control  was  apparently  eifected  pri- 
marily by  the  personal  influence  of  a  few  directors  who  represented 
tliem  upon  the  board. 

Thus,  Blair  &  Co.,  Inc.,  secured  three  directorships  upon  the  board 
of  American  International  Corporation  in  April  1925,  one  of  whom 
retired  April  6,  1927,  and  the  other  two  remained  until  January  12, 
1928.*'^  These  directorships  were  accorded  to  Blair  &  Co.,  Inc.,  by 
reason  of  its  trading  operations  in  the  shares  of  American  Interna- 
tional Corporation  during  the  years  1924-27,  which  resulted  in  the 
acquisition  of  36,667  shares  (oul  of  490,000  shares  outstanding)*'^  by 
that  banking  house  on  July  15,  1926. ''^  These  holdings  were  liqui- 
dated at  a  profit  during  1927.*^^ 

S  :milarly,  Scott  &  Stringf ellow,  investment  bankers  and  brokers  of 
Richmond,  Virginia,  acquired  some  10,000  shares  of  the  common  stock 

•ft  Id.,  at  6698-6703  and  6712. 

"2  Mr.  Stone  remained  as  a  director,  retiring  in  1928  (id.,  Commission's  Exhibit  No.  617). 

<«  Op.  cit.  supra,  note  56,  at  6707,  6714,  and  Commission's  Exhibit  No.  617. 

«4  Id.,  at  6814-15. 

''Id.,  at  6687,  6691.  In  January  1935  Mr.  Brush  resigned  as  chairman  of  the  board  but 
reraained  a  director. 

'^^  Op.  cit.  supra,  note  56,  at  6741.  These  directors,  in  the  order  of  their  retirement,  were 
Edward  R.  Tinker,  Harry  Brawner,  and  Elisha  Walker   (ibid.). 

<^  Id.,  Commission's  Exhibit  No.  617. 

«8Id„  Commission's  Exhibit  No.  621. 

soibid.  Blair  &  Co.,  Inc.,  realized  total  profits  of  $1,423,597.57  from  such  operations 
during  the  1924-1927  period  (ibid.). 
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of  American  International  Corporation  in  the  early  part  of  1927,  and 
on  April  5,  1937,  two  members  of  that  firm  were  elected  to  the  board 
of  directors/"  These  directorships  were  retained  until  1936,  although 
their  total  voting  power  never  exceeded  30,000  shares  out  of  1,019,757 
shares  outstanding  at  the  end  of  1929,  and  were  substantially  scaled 
down  thereafter/^ 

Also  in  April  1927,  the  brokerage  and  banking  house  of  Lazard 
Freres  secured  representation  upon  the  board  of  directors  of  Amer- 
ican International  Corporation,  presumably  by  virtue  of  the  owner- 
shi]j  by  that  firm  of  10,000  shares  of  the  capital  stock  of  the  investment 
company/-  The  voting  strength  of  Lazard  Freres  reached  a  peak  at 
September  30,  1928,  of  38,588  shares  out  of  490,000  shares  outstanding, 
and  by  the  end  of  1930  the  holdings  had  been  substantially  liquidated/' 
Nevertheless,  this  representation  was  retained  until  1935/'' 

In  December  1928  Arthur  Lehman,  of  Lehman  Brothers,  invest- 
ment bankers  and  brokers,  was  elected  to  the  board  of  directors  of 
American  International  Corporation,'^  at  which  time  the  stockhold- 
ings of  that  firm  in  the  investment  company  reached  a  total  of  12,540 
shares  out  of  490,000  shares  outstanding/^  This  investment  was  sub- 
stantially reduced  at  the  end  of  1929  and  completely  sold  out  at  the 
end  of  1930/^  Nevertheless,  Mr.  Lehman  remained  upon  the  board 
until  his  death  in  1936/« 

Thereafter,  three  investment  companies  became  interested  in  the 
shares  of  American  International  Corporation.  Solvay  American 
Investment  Corporation  (chang?ed  to  Solvay  American  Corporation 
on  May  15,  1937)  began  to  acquire  shares  of  American  International 
Corporation  in  1929  and  its  holdings  increased  from  19,135  shares  at 
March  31,  1930  to  105,000  shares  on  March  31,  1937.^*^  ^  Eequesting 
representation  by  virtue  of  these  holdings,  Solvay  American  Invest- 
ment Corporation  was  allotted  one  directorship  in  1929  and  two  more 
by  1936.^°  Similarly,  Sterling  Securities  Corporation  held  18,800 
shares  of  American  International  Corporation  in  its  portfolio  at  the 
end  of  1931,  which  increased  to  22,000  shares  at  the  end  of  1935.81 
Although  at  October  31,  1937,  after  the  merger  of  Sterling  Securities 
Corporation  with  Atlas  Corporation,  no  such  holdings  appeared  in 

'"  Op.  cit.  supra,  note  56,  Commission's  Exhibit  No.  625.  The  directors  were  Buford  Scott 
and  Frederic  W.  Scott  (id..  Commission's  Exhibit  No.  617). 

'1  Id.,  Commission's  Exhibit  No.  625,  and  reply  to  Commission's  questionnaire  for  American 
International  Corporation,  Pt.  II.     Such  sales  were  generally  made  at  a  loss  (ibid.). 

^^  Op.  cit.  supra,  note  56,  Commission's  Exhibit  No.  624.  This  director  was  Prank  Altschnl 
(id..  Commission's  Exhibits  Nos.  617  and  626). 

'=  Id.,  Commission's  Exhibit  No.  624.  Lazard  Fr&res  realized  total  net  profits  of 
$3,125,628.28  from  these  investments   (ibid.). 

'*Id.,  Commission's  Exhibit  No.  617. 

'5  Id.,  at  6802. 

"^  Id.,  Commission's  Exhibit  No.  626. 

"  During  the  period  1927-1932  the  holdings  of  American  International  Corporation  com- 
mon stock  by  General  American  Investors  Co.,  Inc.  (and  its  predecessors),  sponsored  by 
Lehman  Brothers  and  Lazard  Freres,  never  exceeded  6,000  shares  (Reply  to  the  Cora- 
mission's  questionnaire  for  General  American  Investors  Co.,  Inc.,  Pt.  III). 

™  Op.  cit.  supra,  note  56,  Commission's  Exhibits  Nos.  617  and  626. 

''6  Derived  from  supplementary  information  supplied  the  Commission  for  Solvay  American 
Investment  Corporation,  and  Poor's  Fiscal  Volume,  1938. 

so  Op.  cit.  supra,  note  56,  Commission's  Exhibits  Nos.  617  and  627.  Felix  E.  Notebaert 
became  a  director  in  1929  and  Clinton  Lutkins  and  Donald  Duncan  were  added  by  1936 
(ibid.). 

^^  Eeply  to  the  Commission's  questionnaire  for  Sterling  Securities  Corporation,  Pt.  III. 
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the  consolidated  portfolio,  Hugh  E.  Johnston,  who  was  elected  to  the 
board  of  American  International  Corporation  in  1936  Avhile  president 
of  Sterling  Securities  Corporation,  was  still  a  director  of  American 
International  Corporation  at  December  31,  1937.^^ 

The  third  investment  company  to  appear  as  a  substantial  stock- 
holder of  American  International  Corporation  was  The  Adams  Ex- 
press Company,  whose  holdings  increased  steadily  from  31,300  shares 
at  the  end  of  1932  to  256.800  shares  on  December  31,  1937.«=^  These 
holdings  inspired  the  election  of  two  members  of  Hayden  Stone  &  Co., 
which  firm  dominated  the  management  of  The  Adams  Express  Com- 
pany,^* as  directors  of  American  International  Corporation  in 
IS^ovember  1933. ^^ 

The  influence  exerted  by  these  various  management  groups  may  be 
appraised  by  their  direct  and  indirect  dealings  with  the  investment 
company.  Brokerage  was  paid  to  connected  interests  in  only  small 
amounts  until  April  1927,  when  Lazard  Freres  obtained  representa- 
tion upon  the  board  of  directors.  From  1927  to  1934,  inclusive,  that 
firm  received  $427,704  of  brokerage  commissions.^^  Next  brokerage 
firm  to  obtain  represeptation  upon  the  board  of  directors,  in  December 
1928,  was  Lehman  Brothers,  which  received  $72,565  of  brokerage  com- 
]nissions  from  1929  to  1935,  inclusive.^^^  Finally,  Hayden  Stone  & 
Co.,  which  was  first  represented  upon  the  board  of  directors  in  No- 
vember 1933,  received  an  aggregate  of  $63,360  of  brokerage  com- 
missions to  December  31,  1935.^^ 

On  January  18,  1929,  Lazard  Freres  and  Lehman  Brothers  under- 
wrote an  issue  by  American  International  Corporation  of  $25,000,000, 
25-yeaT,  5i/2%  debentures,  due  January  1,  1949.*^  The  underwriting 
coimnission  upon  this  offering  was  $1,000,000.^°  In  1932,  Lazard 
Freres  resold  $370,000  of  these  debentures  to  American  International 
Corporation  two  or  three  points  above  the  market.^^ 

Six  of  the  seven  major  investments  made  by  American  Inter- 
national Corporation  at  a  cost  of  $10,257,652.25,  were  substantially 
extant  in  its  portfolio  at  December  31,  1935,  at  which  date  they  had 
depreciated  approximately  60  percent.^"  An  investment  of  $2,604,- 
842.97  in  the  securities  of  The  Chase  National  Bank  of  the  City  of 
New  York  was  admittedly  influenced  by  Albert  Wiggin,  while  the 
largest  single  investment,  of  $2,710,357.36  in  the  shares  of  The  Texas 
and  Pacific  Railway  Comx)any,  was  made  at  the  suggestion  of  Lazard 
Freres  and  Mathew  C.  Brush.  Similarly,  an  investment  of  $539,156.48 
in  the  shares  of  Purity  Bakeries  Corporation  was  recommended  by 

"  Poofs  Fiscal  Volume,  1937  and  1938.  Hugh  R.  Johnston  was  not  listed  among  the 
•officers  and  directors  of  the  consolidated  Atlas  Corporation  (ibid.). 

^  Reply  to  the  Commission's  questionnaire  for  The  Adams  Express  Company,  Pt.  Ill,  and 
Poors  Fiscal  Volume,  193«!. 

"  See  infra,  pp.  1891-4. 

'^  Op.  cit.  supra,  note  56,  at  6809,  and  Comniission's  Exhibit  No.  617.  These  directors 
■were  Charles  Hayden  and  Steele  Mitchell  (ibid.). 

*'  Id.,  Commission's  Exhibit  No.  623. 

f^  Ibid. 

8*  Ibid. 

*"  Reply  to  the  Commission's  questionnaire  for  American  International  Corporation,  Pt.  I. 

^Op.  cit.  supra,  note  56,  at  6804-5.  Prior  to  this  offering  the  $1,000,000  of  preferred 
stock  outstanding  was  retired  (id.,  at  6809). 

"  Id.,  at  6807. 

»'  Op.  cit.  supra,  note  89,  Pt.  III. 
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Lazard  Freres  while  $986,113.13  was  inYested  in  the  shares  of  The 
Lehman  Corporation,  an  investment  company  sponsored  by  Lehman 
Brother  s.^^ 

Five  direct  portfolio  transactions,  involving  a  total  of  $607,875, 
were  negotiatecl  by  American  International  Corporation  with  Lehman 
Brothers,  one  also  participated  in  by  Lazard  Freres,^*  from  1929  to 
1935,  inclusive.^^  The  largest  single  transaction  of  this  kind,  involv- 
ing the  sale  of  2,000  shares  of  common  stock  of  W.  T.  Grant  Company 
to  American  International  Corporation  for  $264,000,  was  effected  at 
a  price  in  excess  of  the  bid  market  price  and  resulted  in  a  loss  to  the 
investment  company. ^^  Lehman  Brothers  was  connected  with  W.  T. 
Grant  Company,  as  well  as  with  two  other  companies  whose  shares 
were  involved  ni  such  transactions,  as  underwriter  and  by  director 
representation.  Hayden  Stone  &  Co.  did  not  engage  in  such  direct 
sales  to  the  investment  company  as  a  matter  of  policy.^^ 

B.  Control  Through  Type  or  Form  of  Organization 

The  sponsors  or  organizers  of  investment  trusts  or  investment  com- 
panies completely  controlled  the  form  and  details  of  organization. 
As  a  consequeiice,  the  organic  form  of  some  investment  companies 
was  in  no  small  measure  dictated  by  a  desire  to  control  large  pools 
of  funds  without  the  necessity  for  any  substantial  investment  by  the 
managers.  One  method  of  securing  this  control  was  to  adopt  an 
organic  form,  such  as  the  Massachusetts  or  business  trust  or  the  New 
York  joint  stock  company,  in  which  the  voting  powers  of  share- 
holders could  be  restricted  or  eliminated. 

1.  MASSACHUSETTS  TRUSTS 

Ihe  Massachusetts  or  business  trust  was  often  employed  instead 
of  the  corporate  form  of  organization  in  the  Boston  area.  It  is 
characteristic  of  this  device  that  complete  control  is  vested  in  the 
trustees,  who  usually  are  self -perpetuating,  without  the  necessity  of 
investing  any  personal  funds  in  the  enterprise.  Of  152  management 
investment  companies  proper  in  existence  at  the  end  of  1936,  20  were 
of  the  Massachusetts  trust  type  of  which  12  were  closed-end  and  8 
open-end  companies.'^®  Such  Massachusetts  trusts  held  about  17% 
of  the  assets  of  the  management  investment  companies  proper  in- 
cluded in  the  group  at  the  end  of  1927  but  only  5%  to  6%  from  1929 
to  1932,  thereafter  rapidly  increasing  to  12%  at  the  end  of  1936.  The> 
increase  in  their  assets  reflects  chiefly  the  increase  in  the  assets  of 

»8  Ibid.,  and  derived  from  supplementary  information  supplied  the  Commission  for  Ameri- 
can International  Corporation. 

"■'  Half  of  the  W.  T.  Grant  Company  stock  sold  was  provided  by  Lazard  Pr&res  (op.  clt. 
supra,  note  56,  at  6804-5). 

wOp.  cit.  supra,  note  89.  Pt.  VII. 

M  Ibid. 

»^  Op.  cit.  supra,  note  56,  at  6807-8. 

■•^  For  the  detailed  break-down  for  the  years  1927-1936  of  investment  companies  proper 
by  form  of  organization,  see  Pt.  Two  (House  Doc.  No.  70,  76th  Cong.),  Ch.  II,  Table  26; 
see  also  Ch.  Ill  of  this  part  of  the  report,  p.  803. 
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Massachusetts  Investors  Trust  as  the  combined  result  of  sales  of  its 
securities  and  some  market  appreciation  of  its  portfolio.^*^ 

Business  trusts  have  been  knoAvn  to  business  and  commerce  in 
England  for  many  yeai's.^°°  Similarly,  it  has  been  the  practice  in 
Massachusetts  for  "a  number  of  years  ^^^' for  persons  to  combine  their 
capital  in  business  trusts  for  the  purpose  of  conducting  almost  any 
kind  of  business  with  limited  personal  liability  and  at  the  same 
time  to  avoid  the  use  of  the  corporate  form  of  organization.  Due  to 
their  earh^  American  origin  in  Massachusetts  they  have  come  to  be 
referred  to  in  this  country  as  "Massachusetts  Trusts."  In  recent 
years,  however,  business  trusts  have  been  created  and  operated  in  a 
nmnber  of  states  and  their  validity  is  now  extensively  recognizecl.^^^ 
Business  trusts  are  still  largely  the  creatures  of  common  law  although 
in  some  states  they  have  formed  the  subject  of  specific  statutory 
enactment.^''^ 

The  Supreme  Court  of  the  United  States  defined  the  business  trust 
as:^«* 

a  form  of  business  orgauization     *     *     *     cousisting  essentially  of  au  arrange- 
ment whereby  property  is  conveyed  to  trustees,  in  accordance  with  the  terms 


08 Pt.  Two  (House  Doc.  No.  70,  76th  Cong.),  Ch.  II,  pp.  59-60.  Massachusetts  Investors 
Trust  is  the  largest  investment  trust  of  the  opeu-eud  type,  with  net  worth  of  $128,107,000 
at  the  end  of  1936  (derived  from  supplementary  information  supplied  the  Commission  for 
Massachusetts  Investors  Trust).  The  beneficiaries  of  Massachusetts  Investors  Trust  have 
not  had  any  voice  in  the  selection  of  the  trustees,  these  being  designated  for  the  life  of  the 
trust  and  possessing  the  power  to  fill  vacancies  in  their  number  (reply  to  the  Commission's 
questionnaire  for  Massachusetts  Investors  Trust,  Pt.  I) . 

i<»See  Sears,  John  H.,  Trust  Estates  as  Business  Companies,  2nd  ed.  (1931)  Ch.  II,  Sees. 
16-19,  and  Ch.  VIII.  Sec.  58  et  seq.  ;  Dunn,  William  C,  Trusts  for  Business  Purposes  (1922), 
Ch.  II,  Sec.  21,  and  Ch.  V.  Sees.  57-58 ;  TFa7B«c/i  v.  Ingilby,  1  Myl.  &  K.  61,  39  Eng.  Reprint, 
604   (1833). 

^*^  As  early  as  1854  such  trusts  received  judicial  consideration  in  Massachusetts.  See 
Attorney  General  v.  Federal  Street  Meetinghouse,  8  Gray  (Mass.)  1.  46  (1854)  ;  16  Fletcher, 
Cyc.  Corp.,  sec.  8227. 

^'>^  Crocker  v.  Malley  (1919),  249  U.  S.  223,  63  L.  Ed.  573;  Spotsioood  v.  Morris  (1906), 
12  Idaho  360,  85  P.  1094,  6  L.  R.  A.  (N.  S.)  665  ;  Hart  v.  Seymour  (1893),  147  111.  598,  35 
N.  E.  246;  Oardmer  v.  Gardiner  (1912),  212  Mass.  508,  99  N.  E.  171;  Frost  v.  Thompson 
(1914),  219  Mass.  360,  106  N.  E.  1009;  Merchants  Nat.  Bank-  v.  Wehrmann  (1903),  69  Ohio 
St.  160,  68  N.  E.  1004;  Pittsburgh  Wagon  Worljs  E.state  (1903),  204  Pa.  432,  54  A.  316; 
Betts  v.  Hackathorn  (1923),  159  Ark.  621,  252  S.  W.  602;  Goldwater  v.  Oltman  (1930), 
210  Cal.  403,  292  P.  624;  ScJiumann-Heink  v.  Folsom  (1927).  328  111.  .821,  159  N.  E.  250; 
Darling  v.  Buddy  (1927),  318  Mo.  784,  1  S.  W.  (2d)  163;  Broirn  v.  BedeU  (1934),  26a 
N.  Y.  177,  188  N.  E.  641;  Byrnes  y.  Chase  Nat.  Bank  (1928),  232  N.  Y.  Supp.  224,  225 
App.  Div.  102  ;  Rhode  Island  Hospital  Trust  Co.  v.  Copeland  (1916),  39  R.  I.  193,  98  A.  273  ; 
Narraz/an-sett  Mut.  Fire  Ins.  Co.  v.  Bumham  (1931),  51  R.  I.  371,  154  A.  909;  Reilly  v. 
Clme  (1925),  27  Ariz.  432,  234  P.  35  ;  State  v.  Cosgrove  (1922),  36  Idaho  278,  210  P.  893  : 
Roberts  v.  Aberdeen-Soitthern  Pines  Syndicate  (1930),  198  N.  C.  381,  151  S.  E.  865  ;  Simson 
et  al.  V.  Klipstein  (D.  C,  N.  J.,  1920),  262  F.  823  ;  Marehulonis  v.  Adams  (1924),  97  W.  Va. 
517,  125  S.  E.  340;  Hayes  Motor  Truck  Wheel  Co.  v.  Wolft  (1925),  175  Wis.  501,  185  N.  W. 
512  ;  Okla.  Statutes  (1931),  Ch.  65,  Art.  5,  sec.  11823.  For  a  complete  compilation  of  cases 
dealing  with  the  subject  of  business  trusts  see  notes  in  7  A.  L.  R.  612  ;  10  A.  L.  R.  887  ;  31 
A.  L.  R.  851 ;  35  A.  L.  R.  502  ;  46  A.  L,.  R.  169  ;  58  A.  L.  R.  518  ;  71  A.  L.  R.  890. 

i«sMass.  Gen.  Laws  (1921),  Vol.  2,  Ch.  182,  p.  2077;  Okla.  Statutes  (1931),  Ch.  62,  Art. 
5,  sees.  11820-3;  Wis.  St.  (1931),  Ch.  226,  Sec.  14. 

^<»Hect  V.  Malley  (1923),  265  U.  S.  144,  147,  148,  68  L.  Ed.  949,  953;  other  definitions 
will  be  found  in  the  following  cases  :  Goldwater  v.  Oltman  (1930),  210  Cal.  408,  292  P.  624  ; 
KimMll  V.  WMtney  (1919).  233  Mass.  321,  123  N.  E.  665;  Attorney  General  v.  Federal 
Street  Meetinghouse,  3  Gray   (Mass.),  1. 


1890  SECURITIES   AND   EXCHANGE    COMMISSION 

of  an  instrument  of  trust  to  be  held  and  managed  for  the  benefit  of  such 
persons  as  may,  from  time  to  time,  be  the  holders  of  transferable  certificates 
issued  by  the  trustees,  showing  the  shares  into  which  the  beneficial  interest  in 
the  property  is  divided.  These  certificates  which  resemble  certificates  for  shares 
of  stock  in  a  corporation  and  are  issued  and  transferred  in  like  manner,  entitle 
the  holders  to  share  ratably  in  the  income  of  the  property  and,  upon  termination 
of  the  trust,  in  the  proceeds. 

The  ostensible  purpose  in  selecting  the  trust  form  was  to  secure  the 
advantages,  privileges,  and  immunities  of  corporations,  to  limit  the 
liability  of  its  contributors,  and  at  the  same  tim-eto  escape  the  re- 
quirements of  corporation  statutes.  However,  the  investors  or  bene- 
ficiaries or  cestuis  que  trustent,  in  the  absence  of  a  specific  grant  of 
voting  power,  have  no  voice  in  the  selection  or  change  in  the  trustees 
or  mxanagement.  The  freedom  thus  achieved  by  the  trustees  from 
control  by  the  investor  is,  from  the  standpoint  of  the  management,  a 
most  advantageous  effect  of  this  type  of  organization. 

It  has  been  held  that  the  absence  of  personal  liability  on  the  part  of 
shareholders  beyond  the  amount  of  their  subscription,  which  is  char- 
acteristic of  corporations,  is  conditioned  upon  this  absence  of  control 
by  shareholders  in  a  Massachusetts  trust.  Thus,  if  these  contribu- 
tors are  given  a  binding  voice  in  the  determination  of  the  policies, 
they  may  be  considered  partners  in  a  joint  venture  and,  as  such,  jointly 
and  severally  liable  for  the  obligations  of  the  enterprise.^°^ 

Managers  have  cemented  their  control  with  the  plea  that  to  extend 
a  voice  in  management  to  the  beneficial  owners  woidd  result  in  a  loss 
of  the  legal  attributes  of  the  venture  as  a  trust,  and  impose  undesir- 
able personal  liability  on  the  shareholders.""  However,  some  invest- 
ment trusts  organized  as  Massachusetts  trusts  have  given  their  share- 
holders varying  voting  rights.  Thus,  Aldred  Investment  Trust  gave 
holders  of  25%  of  the  common  shares  the  right  to  call  a  meeting 
for  the  purpose  of  substituting,  reelecting  or  filling  vacancies  in  the 
trustees.^""^  In  Consolidated  Investment  Trust  the  agreement  and 
declaration  of  trust  provided  substantially  the  same  voting  privileges 
for  the  election  of  trustees  at  annual  meetings,  etc.,  as  are  accorded 
to  stockholders  by  the  ordinary  corporate  charter.^-^ 

^"s  See  Liquid  Oarionic  Go.  v.  Sullivan  (1924),  103  Okla.  78,  229  P.  561 ;  Simson  et  at.  v. 
Elipstein  (1920),  262  Fed.  823.  See  also  Flint  v.  Oodman  (1924),  247  Mass.  463 ;  142  N.  B. 
256;  Ifeville  v.  Giftord  (1923),  242  Mass.  124,  136  N.  E.  160;  Howe  v.  GhmielinsU  (1921), 
237  Mass.  532,  130  N.  E,  56:  Horrjan  v.  Morgan  (1919),  233  Mass.  381,  124  N.  B.  32; 
Sleeper  v.  Park  (1919),  232  Mass.  292,  122  N.  E.  315;  Dana  v.  Treasurer,  etc.  (1917),  227 
Mass.  562,  116  N.  B.  941;  Gutelius  v.  Stanfon  (1929),  39  Fed.  (2d)  621;  Goubeam  T. 
KrickenUrger  (1933),  126  Ohio  St.  302,  185  N.  B.  201;  Ittelson  V.  Anderson  (1933),  67  F. 
(2d)  323  ;  Berneson  v.  Fish  (1933),  135  Cal.  App.  588,  28  P.  (2d)  67. 

108  Merrill  Griswold,  chairman  and  one  of  the  trustees  of  Massachusetts  Investors  Trust, 
testified  (Public  Examination,  Massachusetts  Investors  Trust,  at  2320-1)  : 

Q.  And  as  respects  Massachusetts  law,  this  trust  Is  a  true  trust  in  that  regard  ? 

A.  I  would  like  to  point  out  there — we  are  getting  legal — that  associations  organized 
under  a  trust  indenture  can  either  be  a  strict  trust  or  it  can  he  a  partnership.  There 
are  various  federal  and  state  cases  holding  that  certain  of  these  organizations  are 
partnerships.  This  particular  trust  is  not  a  partnership,  but  it  is  a  trust.  The  dis- 
tinction is  extremely  important,  because  in  a  partnership  the  shareholders  or  memhers 
are  liable  for  the  debts  of  the  concern,  and  if  we  were  a  partnership  our  shareholders 
would  be  subject  to  an  additional  liability. 

******* 

Some  mention  was  made  of  stockholders'  meetings.  The  test  between  a  partnership 
and  a  trust  is  whether  the  stockholders  can  control  the  actions  of  the  trustees.  If 
they  can  control  they  are  considered  as  members  of  a  partnership. 

i<"  See  infra,  pp.  1899-1901. 

^f*  Reply  to  the  Commission's  questionnaire  for  Consolidated  Investment  Trust,  Pt.   I. 
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In  the  Massachusetts  type  of  trust  where  the  shareholders  are  not 
g^iven  the  right  to  vote,  they  are  rele<^ated,  m  the  event  of  wrongful 
conduct  by  the  trustees,  to  an  equity  action  to  remove  the  trustees. 
The  trustee  may  only  be  removed  by  the  courts  upon  the  petition  of 
a  party  beneficially  interested  and  a  showing  "that  such  removal  is 
for  the  interest  of  the  beneficiaries  of  the  trust;  or  if  he  has  become 
insane  or  otherwise  incapable  or  is  unsuitable  therefor."  ^°® 

2.  JOINT  STOCK  COMPANIES 

A  joint-stock  company  is  essentially  a  form  of  organization,  which, 
although  neither  a  partnership  iior  a  corporation,  possesses  many  of 
the  attributes  of  both.  A  joint-stock  company  resembles  a  partner- 
ship in  that  the  shareholders  are  subject  to  unlimited  personal  lia- 
bility for  the  obligations  of  the  company  and  resembles  a  corporation 
in  that  for  most  purposes  it  is  a  legal  entity  independent  of  the  share- 
holders. A  joint-stock  company  resembles  a  Massachusetts  type  of 
trust  in  that  there  may  be  a  substantial  separation  of  the  ownership 
of  the  fund  from  its  control. "° 

a.  The  Adams  Express  Companj^ 

The  only  investment  compam^  which  is  a  joint-stock  association  in 
form  is  The  Adams  Express  Company,  organized  in  New  York  in 
1854  to  conduct  the  business  of  express  forwarding.  Under  the  laws 
of  New  York  the  organizers  of  joint-stock  associations  are  given 
large  latitude  in  the  determination  of  the  contents  of  the  articles  of 
association  with  reference  to  the  election  of  the  management  person- 
nel of  the  compan;/."^  The  articles  of  association  of  The  Adams 
Express  Company  provided  with  respect  to  management  that  the 

109  Cb.  203,  Sec.  12,  of  the  General  Laws  of  Massachusetts.  Merrill  Griswold,  of  Massa- 
chusetts Investors  Trust,  testified  (Public  Examination,  Massachusetts  Investors  Trust,  at 
2473-4)  : 

Q.  And  certainly  under  the  laws  of  a  great  many  states,  in  the  case  of  dereliction 
of  duty  on  the  part  of  a  director,  they  don't  have  to  wait  for  the  next  annual  meet- 
ing. They  can  go  to  a  court  of  equity.  But  it  is  difficult  to  this  extent,  that  they 
have  something  to  say  as  to  who  shall  succeed  him,  and  in  your  situation  they  cannot 
say  as  to  the  successor. 

A.  Our  trust  is  based — as  are  all  the  investment  trusts  in  Massachusetts — upon  the 
old  trust  idea,  in  all  trusts  as  distiniruished  from  corporations,  that  is,  testamentary 
trusts  or  living  trusts  or  trusts  of  this  character,  that  the  trusts  are  continued  subject 
to  good  behavior,  and  following  that  analogy  rather  than  the  corporate  analogy. 

P.  Winchester  Denio,  a  trustee  of  Old  Colony  Investment  Trust,  testified  that  he  favored 
the  trust  form  because  of  the  broad  powers  which  could  be  accorded  to  the  permanent 
management  (Public  Examination,  Old  Colony  Investment  Trust,  at  6111-2)  : 

In  the  first  place,  you  have  rather  broader  powers,  which  we  thought  were  desir- 
able, because  our  philosophy  of  an  investment  trust  was  what  you  were  buying  pri- 
marily was  the  integrity  and  judgment  of  management  in  which  you  had  confidence, 
and  our  general  theory  is  that  if  you  have  that  confidence,  you.  can  generally  pretty 
safely  trust  them  with  any  powers  that  they  wish  to  give  themselves     •     •     •. 

uo  Justice  O'Brien,  of  the  Court  of  Appeals  of  New  York,  in  Htbhs  v.  Brown,  190  N.  Y. 
167,  82  N.  E.  1108  (1907),  discussing  The  Adams  Express  Company,  stated  (190  N.  Y. 
186)  : 

A  joint  stock  company,  whatever  else  may  be  said  about  it,  is  certainly,  for  most,  If 
not  all.  practical  purposes,  a  lesal  entity,  capable  in  law  of  acting  and  assuming  legal 
obligations  quite  independent  of  the  shareholders. 

"iThe  New  York  General  Association  Law  provides  that  the  articles  of  association  may 
prescribe  the  number  of  directors,  not  less  than  three,  to  have  "sole  management"  of  the 
company's  affairs  and  may  contain  any  other  provisions  for  management  not  inconsistent 
with  law.  The  statute  does  not  require  annual  election  of  directors  (Cahill's  Consolidated 
Laws  of  New  York  [1930],  Ch.  20,  §  3). 
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original  board  of  managers  of  the  company  would  continue  in  office 
"until  displaced  according  to  the  articles."  The  only  method  of  dis- 
placement provided  was  by  means  of  a  special  meeting  which  could 
only  be  called  by  stockholders  liolding  one-third  of  the  outstanding 
shares.  At  any  meeting  so  called,  however,  the  concurrence  of  the 
holders  of  two-thirds  of  the  outstanding  shares  was  necessary  to  re- 
move directors.  Furthermore  the  majority  of  the  board  of  managers 
could  fill  vacancies  in  its  membership  until  the  next  meeting  of  the 
stockholders."- 

The  complexity  of  the  procedure  required  to  displace  the  manage- 
ment of  The  Adams  Express  Company,  coupled  with  tlie  difficulty  of 
uniting  widely  dispersed  holders  of  the  voting  securities  of  the  com- 
pany to  take  action  to  remove  the  directors,  clearly  would  tend  to 
perpetuate  the  management  of  the  company.  In  fact,  between  1854 
and  1930  no  stockholders'  meetings  were  held  and  the  board  of  man- 
agers itself  elected  all  new  members  of  the  board  to  fill  the  vacancies 
which  occurred, ^^"  Not  until  October  24,  1929  were  amendments 
made  to  the  articles  of  association  to  provide  for  annual  elections  of 
the  company's  directors  on  the  vote  of  a  specified  percentage  of  its 
stockholders.^^* 

Nevertheless,  between  1854  and  1930  substantial  changes  in  the  na- 
ture of  the  business,  management,  management  policies  and  the  capital 
structure  of  The  Adams  Express  Company  occurred — changes  which 
were  of  profound  significance  to  the  company's  common  stockholders 
who  were  legally  liable  without  limit  for  all  of  the  company's  debts 
by  the  nature  of  its  organization. ^^^  However,  in  the  effectuation 
of  these  changes,  the  substantially  disfranchised  common  stockholders 
of  the  company  had  little  voice. 

Although  The  Adams  Express  Company  prospered  prior  to  1890, 
the  express  business  thereafter  became  increasingly  less  profitable, 
particularly  after  the  advent  of  the  parcel  post  system  in  1912.^^^^ 
IJiilil  the  latter  part  of  1918  the  entire  express  forwarding  business 
of  the  country  had  been  more  or  less  divided  among  three  companies : 
The  Adams  Express  Company,  American  Express  Company,  and 
Wells  Fargo  and  Company."^  After  the  entrance  of  the  United 
States  into  the  World  War,  the  Government  caused  the  formation  of 
American  Railway  Express  Company,  which  by  Government  order 
took  over  the  express  business  of  the  three  companies."^  The  stock 
of  the  newly  organized  company  was  distributed  in  approximately 
equal  thirds  to  each  of  the  old  express  companies  in  consideration  of 
the  cession  of  their  express  business  to  the  new  company .^'^^ 

As  a  result  of  this  transaction,  The  Adams  Express  Company  be- 
came an  investment-holding  company,  its  largest  single  asset  being  the 
block  of  about  one-third  of  the  outstanding  stock  of  American  Eail- 
way  Express  Company.'-^'     In  addition  it  owned  a  30-story  building 

ii^R(^ply  to  the  Commission's  questionnaire  foi-  Tlie  Adams  Express  Company,  Pt.  I. 

"3  Public  Examination,  The  Adams  Express  Company,  at  6850. 

^"  Op.  eit.  supra,  note  112,  Pt.  I. 

ii=  Op.  cit.  supra,  note  113,  at  6828. 

u«  Id.,  at  6831. 

"•  Id.,  at  6830-1. 

^8  Id.,  at  6831. 

"'•  Id.,  at  6832. 

12°  Id.,  at  6838. 
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at  61  Broadway,  New  York  City,  known  as  The  Adams  Building,  and 
a  large  amount  of  marketable  securities,  most  of  which  were  pledged 
as  collateral  for  its  outstanding  bonds  (then  aggregating  $17,000,000 
to  $18,000,000)  1-^  which  had  been  distributed  originally  to  stockhold- 
ers in  the  form  of  a  bond  dividend.  In  1918  and  1919  commercial 
bankers  and  investment  banking  firms  began  to  be  represented  in  the 
management  of  The  Adams  Express  Company.  Albert  H.  Wiggin, 
president  of  The  Chase  National  Bank  of  the  City  of  New  York,  and 
Charles  Hayden,  a  member  of  Hayden,  Stone  &  Co.,  investment  bank- 
ers and  brokers,  were  invited  to  the  board  of  The  Adams  Express 
Company,  the  former  by  reason  of  the  banking  connection  and  the 
latter  by  reason  of  the  stock  holdings  of  clients  of  the  firm.^^'^  Sub- 
sequent to  that  time,  The  Adams  Express  Company  developed  rapidly 
into  an  investment  company  of  the  management  type  and,  except  for 
a  period  from  1927  to  1929,  the  firm  of  JHayden,  Stone  &  Co.  domi- 
nated its  management.^-' 

From  1919  to  1927,  however,  the  management  occupied  itself 
largely  with  retiring  the  collateral  trust  bonds  of  the  investment 
company  with  funds  received  through  the  liquidation  of  securities 
and  the  sale  of  The  Adams  Building.^^i  Although  The  Adams 
Express  Company  did  not  actively  represent  itself  to  be  an  invest- 
ment company  during  these  years,  it  did  maintain  and  manage  a 
securities  portfolio  composed  mainly  of  preferred  stocks.  At  the 
end  of  1927,  the  company  had  total  assets  at  market  of  over 
$30,0005000.^"^^  Its  management  policy  during  this  period  was  appar- 
ently a  conservative  one  designed  to  protect  the  interests  of  the  com- 
mon-stock holders  who,  as  has  been  stated,  were  unlimitedly  liable  for 
the  company's  debts,  and  The  Adams  Express  Company  was  trans- 
formed without  difficulty  into  a  diversified  management  investment 
company. 

In  1927  a  group  of  individuals,  Eugene  W.  Leake,  Martin  J.  Alger, 
Adrian  R.  Allen,  and  William  T.  Hoops,  acquired  by  purchases  in 
the  open  market  close  to  50%  of  the  outstanding  common  stock  of  The 
Adams  Express  Company  and  demanded  and  received  a  substantial 
representation  on  the  board  of  managers.^^^  The  primary  interest  of 
this  group,  apparently,  was  so  to  conduct  the  affairs  of  the  company 
as  to  effect  as  rapid  an  increase  as  possible  in  tlie  market  value  of 
the  common  stock  which  it  had  purchased.^-^  With  this  object  in 
view,  the  group  ceased  retiring  the  company's  bonded  indebtedness 
and  thus  retained  leverage  for  the  common  stock  with  comparatively 
low  senior  charges.  They  further  modified  the  previous  conservative 
investment  policy  of  the  company  to  embrace  the  purchase  of  com- 
mon stocks,  thus  achieving,  in  addition,  leverage  through  the  securities 
in  the  portfolio.^^s 

«i  Id.,  at  6832. 

^  Id.,  at  6825-6. 

^^  Id.,  at  6826-7.  Asset.s  iiicrea.sed.  largely  through  mergers  and  further  stock  offerings, 
to  a  high  of  $71,105,800  at  the  end  of  1929.  while  the  subsequent  low  was  $17,108,966  at 
the  end  of  1932  (op.  cit.  supra,  note  112,  Pt.  II). 

'S4  By  1927  the  original  bonded  indebtedness  of  The  Adams  Express  Company  bad  been 
reduced  by  $8,000,000  to  approximately  $10,000,000  (op.  cit.  supra,  note  113,  at  6838). 

'^^  Op.  cit.  supra,  note  112,  Pts.  I  and  II. 

^  Op.  cit.  supra,  note  113,  at  6840. 

^^Id.,  at  6842. 

^  Id.,  at  6842-3. 
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Concerning  this  change  of  policy  by  the  group,  Steele  Mitchell,  a 
member  of  the  board  of  managers  since  October  1927  and  president 
of  The  Adams  Express  Company  since  1937,  testified :  ^^^ 

A.  As  they  expressed  it  to  me,  they  felt  that  The  Adams  Express  Company 
was  pursuing  the  wrong  policy  in  selling  its  assets  and  retiring  its  debt,  that 
the  4-percent  bonds  gave  great  leverage  to  the  common  shares,  and  if  The  Adams 
[Express]  Company  would  purchase  common  stocks,  due  to  the  leverage  of  the 
bonds,  instead  of  owning  bonds  which  had  no  appreciation  possibilities,  that  very 
substantitil  amounts  of  money  could  be  made  for  the  common-stock  holders. 

Q.  So  that  they  saw  in  this  situation  a  possibility  of  turning  this  into  a 
leverage  investment  trust? 

A.  Precisely. 

Although  the  common  stockholders  of  The  Adams  Express  Com- 
pany obviously  had  a  deep  concern  in  this  change  of  investment  pol- 
icy, they  were  not  consulted  with  respect  to  its  adoption.  However, 
a  plan  was  worked  out  whereby  the  common  stockholders  were  per- 
mitted to  exchange  their  shares  for  a  preferred  stock  guaranteed 
against  unlimited  liability  for  the  debts  of  the  company  by  the 
remaining  common  stockholders.^^**  This  exchange  also  served  to 
increase  the  leverage  factor,  as  desired  by  the  new  group.  Mr. 
Mitchell  testified  concerning  this  exchange :  ^^^ 

Q.  I  have  also  figured  out  that  not  all  of  the  common  stockholders  took 
advantage  of  that,  that  the  common  stock  by  this  exchange  was  reduced  from 
1<X),000  shares  to  66,209. 

A.  That  is  right. 

Q.  And  the  effect  of  that  was  to  increase  the  leverage  ratio  of  the  common 
stock  from  2.5  to  4.5.     Have  you  figured  that  out? 

A.  I  haven't  figured  out  those  ratios,  but  the  effect  was  to  increase  the 
leverage. 

Q.  Your  capital  structure  was  at  that  time  $10,000,000  of  bonds,  $5,500,000  of 
preferred  and  $6,700,000  of  common? 

A.  That  is  right. 

By  the  early  part  of  1929  the  members  of  this  group  had  sold  out 
the  greater  portion  of  their  holdings  of  The  Adams  Express  Com- 
pany ^^2  and  the  company  continued  to  operate  as  a  general  manage- 
ment investment  company.  In  the  latter  part  of  1929  The  Adams 
Express  Company  absorbed  American  Eailway  Express  Company, 
which  by  that  time  had  turned  into  an  investment  company,  and 
Haygart  Corporation,  another  investment  company,  by  issuing  com- 
mon stock  in  exchange  for  the  $32,100,000  of  net  assets  which  these 
mergers  added  to  the  company.^^^  At  the  end  of  1936  The  Adams 
Express  Company  had  net  assets,  at  market,  of  approximately 
$50,500,000.^^* 

i»  Id.,  at  6842. 

"» Ibid. 

«^  Id.,  at  6847. 

1=3  Id.,  at  6852. 

^^^  Id.,  at  6878  and  Commission's  Exhibits  Nos.  631,  632,  and  633.  Haygart  Corporation 
was  organized  and  dominated  by  the  investment  banldng  firms  of  Hallgarten  &  Co.  and 
Hayden,  Stone  &  Co.  (ibid.). 

J^<  Op.  cit.  supra,  note  118,  at  6989-90. 
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Although  The  Adams  Express  Company  was  organized  as  an 
express  company  the  successive  managements  made  no  effort  to  alter 
its  form  of  organization  when  it  assumed  the  characteristics  of  an 
investment  company.  It  must  therefore  be  assumed  that  these  man- 
agers considered  the  joint-stock  association  to  be  a  satisfactory  vehicle 
for  their  needs.  Furthermore,  the  successive  managements  gained 
and  retained  control  without  the  necessity  for  the  ownership  of  the 
majority  of  the  common  stock  while  the  common  stockholders  were 
subjected  to  unlimited  liability  for  the  obligations  of  the  organization. 

C.  Control  Through  Voting  Potentialities 

1.  OPTION  WARRANTS 

A  device  sometimes  employed  by  the  sponsors  of  investment  com- 
panies to  insure  the  perpetuation  of  their  control  was  to  cause  the 
companies  to  issue  to  the  sponsors  option  w^arrants  for  the  purchase  of 
large  blocks  of  voting  shares.  These  warrants  were  issued  in  ex- 
change for  management  services,  as  underwriting  commissions,  for 
cash,  or  gratis.^^^  In  most  instances  the  acquisition  of  these  option 
warrants  required  little  or  no  initial  cash  outlay  by  the  sponsors. 
Thus,  from  the  outset  the  sponsor  group  was  fortified  against  any 
threat  to  its  control  since  it  could  always  exercise  sufficient  of  these 
warrants  to  insure  adequate  voting  power.  In  fact,  the  mere  owner- 
ship of  these  option  warrants  served  to  forestall  any  attempt  to  oust 
the  sponsor  group  from  control. 

When  examined  on  this  use  of  option  warrants  as  a  means  of 
strengthening  a  position  of  control  of  investment  companies,  Louis 
G.  Bissell,  a  member  of  the  law  firm  of  Chadbourne,  Stanchfield  and 
Levy,  which  acted  as  counsel  for  Haygart  Corporation,  an  investment 
company,  testified :  ^'^ 

Q.  Well,  now,  how  about  in  this  particular  case,  what  does  your  business 
experience  tell  you  of  the  desirability  of  a  continuing  40%  option  for  manage- 
ment compensation,  of  this  nature?  What  do  you  see  as  the  advantages  and 
what  do  you  see  as  the  disadvantages? 

A.  *  *  *  it  wasn't  offered  as  a  bonus  stock,  but  these  gentlemen  organ- 
ized this  company  and  they  candidly  stated  that,  and  therefore  they  were  spon- 
soring this  particular  organization. 

Now,  it  was  desirable  that  the  organization  should  continue  to  have  them 
available  to  it,  and  inasmuch  as  they  had  gone  to  the  effort  of  organizing  it, 
it  was  desirable  for  them  to  keep  some  contact  with  it,  and  these  options 
did  give  them  the  opportunity  to  have  40%  of  the  stock  throughout  its  life,  if 
they  wanted  it,  and  I  assume  that  as  practical  matter,  40%  of  the  stock  would 
have  been  tantamount  to  control. 

In  Second  General  American  Investors  Company,  Inc.,  its  sponsors, 
Lazard  Freres  and  Lehman  Brothers,  although  possessing  complete 
voting  control  from  the  outset,  nevertheless  had  the  investment  com- 
pany issue  to  themselves  a  large  block  of  25-year  option  warrants, 

^^  Of  204  investment  companies  58  gave  option  warrants  and  5  gave  stock  to  management 
without  payment  in  cash  or  property  (Pt.  Two  [House  Doc.  No.  70,  76th  Cong.],  Ch.  Ill, 
pp.  203-6). 

i^Op.  cit.  supra,  note  113,  at  6901, 
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apparently  as  an  additional  precaution.  Kaymond  D.  McGratli,  a 
partner  in  Lazard  Freres  and  an  officer  and  director  in  General 
American  Investors  Company,  Inc.,  testified:^" 

Now,  the  25  years  grew  out  of  the  following  line  of  thought:  we  had  issued 
securities  like  those  preferred  stocks  and  bonds  in  the  first  company.  They 
Avere  long-term  obligations.  We  were  responsible  for  the  management  of  this 
company.  We  said  long  warrants,  because  we  said  as  long  as  those  warrants 
are  outstanding  in  the  hands  of  Lazard  and  Lehman  there  is  no  danger  of  any- 
body getting  control  of  this  company.  It  insures  the  control.  That  is  why  we 
wan  led  that  length  of  time. 

These  25-year  option  warrants,  which  were  never  intended  for 
public  distribution  and  which  were  not  exercised,^^^  may  be  contrasted 
with  6-year  option  warrants  issued  as  a  sweetening  with  senior  securi- 
ties sold  to  the  public.^^^ 

While  option  warrants  of  investment  trusts  and  investment  com- 
panies at  one  time  enjoyed  a  market  price  well  in  excess  of  the  dif- 
ference between  the  prices  at  which  they  could  have  been  exercised  and 
the  asset  values  of  the  common  shares  obtainable,  sponsor  interests 
appeared  reluctant  to  surrender  this  insurance  against  loss  of  control. 
Such  option  warrants  represented  a  constant  threat  of  dilution  to 
existing  stockholders  during  the  periods  that  the  exercise  price  was 
less  than  the  asset  values  of  the  common  shares  obtainable,  while  they 
served  to  impede  recapitalizations  and  mergers  when  they  repre- 
sented no  equity  value. 

a.  National  Investors  Corporation 

Option  warrants  played  an  important  pail  in  the  pyramiding  of 
the  investment  companies  comprising  the  National  Investors  Corpora- 
tion group.  On  June  16,  1927,  Fred  Y.  Presley  organized  National 
Investors  Corporation.  Tlie  plan  of  operation  was  that  this  company 
would  be  owned  substantially  by  Guardian  Detroit  Company,  Inc. 
of  Detroit,  Michigan,  and  its  banking  contacts,  and  that  the  company 
would  operate  as  the  sponsor  and  manager  of  a  series  of  subsidiary- 
investment  companies  to  be  formed  thereafter.^*" 

The  principal  control  device  employed  was  the  issuance  of  option 
warrants  to  sponsor  interests.  National  Investors  Corporation  issued 
40,000  imits  at  $110  a  unit,  eacli  comprised  of  one  share  of  5i/^% 
cumulative  preferred  stock,  one  share  of  common  stock,  and  a  10-year 
option  warrant  to  purchase  l^Xj  shares  of  common  stock  at  prices  rang- 
ing from  $10  to  $20  a  share.  Similar  option  warrants  for  100,000 
shares  of  common  stock  were  received  by  Guardian  Detroit  Company, 
Inc.  as  underwriting  compensation.^*^  These  option  warrants  ac- 
quired by  the  sponsor,  representing  the  potential  power  to  acquire 
50%  of  the  investment  company's  voting  stock  without  necessitating^ 
any  immediate  investment  by  the  si^onsor,  were  apparently  sufficient 
to  curb  any  effort  to  displace  the  sponsor  from  control  at  that  time. 

i'^  Public  Examination,  Goneral  American  Investors  Company.  Inc.,  at  5714,  5749. 
""  Id.,  at  5750,  5774. 

Mi>  por  further  details,  see  Ch.  Ill  of  this  part  of  the  report,  pp.  942-52. 
I'W'For  further  details   see   supra,   pp.    3  608-14   and   Ch.   Ill   of  this  part   of   the   report. 
pp.   887-91. 

"*  Public  Examination,  National  Investois  Corporation,  at  4263. 
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Thereafter,  Guardian  Detroit  Company,  Inc.  reallocated  half  of 
its  option  warrants  to  persons  and  organizations  who  had  aided  in 
the  sale  of  the  units  of  National  Investors  Corporation  or  were  to  go 
on  the  board  of  directors.^*-  However,  Guardian  Detroit  Company, 
Inc.  retained  the  potential  control  represented  by  these  option  war- 
rants by  agreements  granting  this  sponsor  a  first  call  upon  the  options 
for  30  days  should  the  recipients  decide  to  dispose  of  them  and  by 
the  reservation  of  the  right  to  exercise  full  voting  poAver  of  any  stock 
issued  under  the  options.^*^ 

Mr.  Presle.y  testified  as  to  this  arrangement  as  follows :  ^^•^ 

Q.  Just  what  was  the  string  that  Guardian  Detroit  had  upon  all  these  option 
warrants  which  were  distrihuted  to  organizers? 

A.  First,  organizers  were  required  to  offer  their  options  to  Guardian,  I  think 
for  a  period  of  30  days,  and  if  Guardian  did  not  exercise  its  rights  to  purchase 
those  options,  they  could  then  be  sold  by  the  holders  of  the  options. 

Q.  At  the  market,  generally? 

A.  Yes :  and,  second,  in  the  event  any  of  these  organizers  options  were  con- 
verted into  stock,  that  Guardian  would  have  the  right  to  vote  that  stock. 

Q.  Was  there  a  voting  trust  agreement  set  up  to  take  care  of  that  contingency? 

A.  No  ;  I  think  it  vpas  just  written  across  the  face  of  the  certificates. 

Q.  So  that  it  really  was  a  hedge  on  the  negotiability  of  the  certificates? 

A.  Yes. 

Q.  What  was  the  purpose  of  restricting  the  voting  rights  of  the  stock,  assuming- 
the  warrants  were  exercised,  to  Guardian  Detroit? 

A.  I  think  Guardian  felt  it  was  to  the  best  interest  of  the  company  to  continue 
in  control  during  the  formative  period. 

By  this  device  Guardian  Detroit  Company,  Inc.  apparently  was 
protected  against  any  threat  to  its  control  without  the  necessity  for 
any  immediate  investment  by  it  in  the  investment  company. 

Tlie  formation  of  three  subsidiary  investment  companies  with  total 
paid-in  assets  of  $48,200,000,  namely,  Second  National  Investor-s  Cor- 
poration, Third  National  Investors  Corporation  and  Fourth  National 
Investors  Corporation,  in  which  the  use  of  option  warrants  became 
of  increasing  importance  to  the  sponsor  as  the  device  of  control,  fol- 
lowed in  rapid  succession  upon  the  organization  of  National  Investors 
Corporation,  the  parent  company  in  the  group.  National  Investors 
Corporation  contributed  $1,000,000  to  Second  National  Investors  Cor- 
poration for  which  it  received  100,000  shares  (or  one-third)  of  the  com- 
mon stock  and  all  of  the  option  warrants  for  200,000  common  shares 
exercisable  for  15  years  at  $25  a  share.  The  public  distribution  con- 
sisted of  100,000  preferred  shares  and  200,000  common  shares.  An- 
other $1,000,000  was  invested  in  Third  National  Investors  Corporation 
in  payment  for  20,000  common  shares  (out  of  220,000  common  shares 
issued)  and  all  of  the  option  warrants  to  pm-chase  130,000  common 
shares,  which  Avere  exercisable  for  10  years  at  $60  a  share.  Twenty- 
eight  thousand  of  these  warrants  were  redistributed  to  members  of  the 
selling  group  as  an  inducement  for  greater  sales  efforts.  Finally,  $3,- 
000,000  was  invested  in  Fourth  National  Investors  Corporation  for 
10-year  option  warrants  to  purchase  750,000  shares  at  $60  a  share. 

"'i  Id.7  at  4268-9. 
"=  Id.,  at  4344. 
^«  Id.,  at  4344-5. 
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while  the  public  subscribed  to  500,000  common  shares  and  250,000 
option  warrants."^ 

Two  sio:nificant  facts  characterized  the  investment  policy  of  the 
parent  company.  First,  National  Investors  Corporation  at  all  times 
owned  or  held  under  option  sufficient  shares  to  assure  its  effective  con- 
trol over  each  subsidiary  company,  although  it  possessed  no  capital 
with  which  to  exercise  the  option  warrants  should  the  need  have  arisen. 
Second,  the  amount  of  common  stock  investment  diminished  with 
each  new  company  until  the  investment  of  National  Investors  Cor- 
poration in  Fourth  National  Investors  Corporation  was  in  the  option 
warrants  alone.^*''  In  addition.  National  Investors  Corporation  en- 
tered into  5-year  management  agreements  terminable  upon  one  year's 
notice  with  its  various  subsidiaries.^*^  These  agreements,  which  pro- 
vided another  tie  with  the  parent  company,  were  terminated  on 
December  31,  1934.i*« 

With  the  decline  in  security  values,  these  option  warrants  no  longer 
represented  a  practical  safeguard  to  control.  Atlas  Corporation  in  its 
program  of  acquisition  of  control  of  other  investment  companies 
began  to  acquire  over  the  period  1931-1933  large  blocks  of  the  stock 
of  National  Investors  Corporation  and  affiliated  companies  with  the 
apparent  purpose  of  absorbing  the  National  Investors  Corporation 
group  of  investment  companies."^  When  the  management  of  Na- 
tional Investors  Corporation  refused  its  cooperation  in  the  contem- 
plated exchange  offers,^^"  Atlas  Corporation  allowed  its  holdings  in 
Second  National  Investors  Corporation  and  Third  National  Investors 
Corporation  to  be  repurchased  by  those  companies  and  transferred  its 
interest  of  145,000  shares  in  National  Investors  Corporation  to  Hay- 
den,  Stone  &  Co.,  which  brought  the  holdings  of  that  firm  to  some 
160,000  sliares.i^^  As  a  result,  Hayden,  Stone  &  Co.  was  able  to  obtain 
representation  on  the  board  of  National  Investors  Corporation 
through  its  nomination  of  a  nonaffiliated  director.^^^ 

Since  1930,  consideration  had  been  given  to  the  possibility  of  merg- 
ing the  various  companies  comprising  the  National  Investors  Cor- 
poration group  to  form  a  single,  open-end  investment  company.^^^ 
While  the  correlation  of  the  various  common  stocks  may  have  pre- 
sented some  technical  problems,  a  real  difficulty  arose  from  the  exist- 
ence of  the  option  warrants  which  possessed  only  a  most  speculative 
value  based  upon  the  possible  increase  in  the  value  of  the  common 
shares  above  the  prices  at  which  the  warrants  were  exercisable.^^* 

11"  Op.  cit.  supra,  note  140. 

1^  A  similar  structure  and  investment  by  the  parent  company  was  planned  in  a  projected 
Fifth  National  Investors  Corporation  (op.  cit.  supra,  note  141,  at  4326-7).  This  venture 
•was  abandoned  because  of  unfavorable  market  conditions  in  the  fall  of  1929  (id.,  at  4328). 

"■^  Op.  cit.  supra,  note  141,  at  4304,  4319,  and  Commission's  Exhibit  No.  425. 

i«Id.,  Commission's  Exhibit  No.  425,  and  replies  to  the  Commission's  questionnaire  for 
Third  National  Investors  Corporation,  Pt.  I  and  Fourth  National  Investors  Corporation, 
Pt.  I. 

"» Op.  cit.  supra,  note  141,  at  4515-29. 

""  Id.,  at  4527-8. 

"1  Id.,  at  4730-45  and  Ch.  Ill  of  this  part  of  the  report,  pp.  997-9. 

^^  Ibid.  However,  the  effort  of  other  stockholders  to  secure  representation  on  the  board 
of  Fourth  National  Investors  Corporation  was  effectively  blocked  by  the  management  (op. 
cit.  supra,  note  141,  at  4480-1). 

"'  Op.  cit.  supra,  note  141,  at  4439. 

^"Id.,  at  4447. 
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Thus,  while  these  option  warrants  constituted  no  substantial  source 
of  new  capital,  they  did  offer  serious  impediments  to  the  consumma- 
tion of  the  merger  plans. 

A  plan  of  merger,  which  would  have  required  preferred  stockhold- 
ers of  Second  National  Investors  Corporation  to  surrender  a  part  of 
their  asset  value  of  the  common  shareholders  who  in  turn  were  to  give 
up  a  portion  of  their  asset  values  in  order  to  create  a  value  for  the 
warrants  ^°^  was  finally  blocked  by  the  shareholders  of  Fourth  Na- 
tional Investors  ^^^  on  the  ground  that  too  liberal  an  allowance  had 
been  made  for  the  warrants  owned  by  the  parent  company .^^^  Merger 
arrangements  were  finally  reached  in  1937  under  which  the  warrants 
were  accorded  some  participation  and  by  virtue  of  which  their  exist- 
ence as  a  threat  to  control  was  removed.^^^ 

2.  CONVERTIBLE  SECURITIES 

The  issuance  of  senior  securities  with  the  right  of  conversion  into 
voting  shares  was  another  device,  somewhat  akin  to  the  use  of  option 
warrants,  by  which  sponsors  of  investment  companies  could  assure 
themselves  of  sufficient  potential  voting  power  against  the  contingency 
of  any  threat  to  their  control  position.^^^  This  conversion  privilege 
was  usually  attached  to  bonds  and  preferred  stock  and  in  no  small 
measure  was  designed  to  assist  in  the  marketing  of  these  senior  issues. 
The  sales  appeal  of  this  conversion  privilege  consisted  in  offering  to 
the  investor  in  addition  to  a  senior  position,  the  opportunity  of  an 
equity  participation  above  the  usual  fixed  interest  or  dividend  rates 
of  the  senior  securities.^*^"  However,  the  conversion  privilege  consti- 
tuted a  means  by  which  sponsors  could  obtain  a  senior  position  which 
at  the  same  time  would  safeguard  their  control.  As  stated  by  one 
author :  ^^^ 

The  literature  of  finance  abounds  with  instances  in  which  convertible  bonds  are 
authorized  and  issued  by  a  corporation  for  the  purpose  of  insuring  a  potential 
increase  of  stock  interest  by  certain  individuals  *  *  *  ^  concentrated  and 
coordinated  minority  interest,  in  control  of  a  corporation  may,  by  buying  and 
holding  convertible  bonds,  insure  the  perpetuation  of  the  control  without  the  loss 
of  interest  involved  in  holding  a  block  of  non-dividend-paying  common  stock. 


i^-^  Id.,  at  4443-54. 

"» Id.,  at  4455,  4464. 

^5'  Id.,  at  4475-6. 

158  Derived  from  supplementary  information  supplied  the  Commission  for  National  Investors 
Corporation.  For  discussion  of  earlier  merger  plans  see  op.  cit.  supra,  note  141,  at  4439  et 
seq.     See  also  Cli.  IV  of  this  part  of  the  report,  pp.  1458-98. 

i-'S  It  has  been  held  that  the  issuance  of  convertible  securities  violates  stockholders'  pre- 
emptive rights.     See  Wall  v.  Utah  Coffee  Co.  (1905),  70  N.  N.  Bq.  17,  62  A  533. 

icn  •'*  *  *  ^itij  fg^  exceptions  «  *  *  the  convertible  security  is  created  in  order 
to  meet  the  public  demand  for  an  investment  combining  apparent  safety  of  principal  with 
speculative  opportunity  for  enhancement  in  price.  Its  value  is  therefore  the  resultant  of 
two  distinct  and  incommensurable  factors — certainty  and  chance  of  appreciation.  One  repre- 
sents the  value  of  the  security  liy  reason  of  its  inherent  strength  as  a  direct  obligation  of  the 
corporation.  *  *  *  The  other  element  represents  the  value  attaching  to  the  privilege 
of  convertibility"  (Dewing,  Arthur  Stone,  A  Study  of  Corporatio?i  Securities  (1934) 
p.  412). 

i«^  Dewing,  Arthur  Stone,  A  Study  of  Corporation  Securities  (1934),  pp.  385-6. 
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Of  the  33  management  investment  companies  analyzed  wliicli  issued 
bonds  or  debentures,  nine  of  these  companies  had  bond  or  debenture 
issues  which  carried  the  conversion  privilege  exercisable  at  the  option 
of  the  holder.  Similarly,  30  management  investment  companies  au- 
thorized the  issuance  of  preferred  stock  convertible  into  common 
stock.^^" 

a.  Aldred  Investment  Trust 

The  potentialities  of  control  through  the  conversion  of  sponsor- 
held  senior  securities  is  illustrated  by  Aldred  Investment  Trust,  or- 
ganized in  November  1927  as  a  Massachusetts  trust  by  Aldred  &  Co., 
investment  bankers."^  As  a  result  of  subscription  to  the  investment 
company's  initial  issues,  the  public  held  $5,000,000  in  debentures  with 
60,000  shares  of  nonseverable  common  stock,  while  the  sponsor  at  a 
cost  to  it  of  $1,125,000,  held  10,000  shares  of  preferred  and  50,000 
shares  of  common  stock.^^*  Thus  at  the  inception  of  the  trust,  the 
power  to  elect  and  perpetuate  the  trustees  was  equally  divided  between 
the  public  and  the  sponsor,  Aldred  &  Co.^"^ 

Under  the  terms  of  the  Agreement  and  Declaration  of  Trust  which 
governed  the  operation  of  Aldred  Investment  Trust,  voting  privileges 
were  denied  to  the  senior  securities  but  awarded  to  the  holders  of  the 
common  stock.  Vacancies  among  the  trustees  were  to  be  filled  by  the 
remaining  trustees,  provided,  however,  that  the  holders  of  not  less  than 
25%  of  the  common  shares  then  entitled  to  vote  could  call  a  meeting  of 
the  holders  of  the  common  shares  and  by  vote  of  the  holders  of  a 
majority  of  the  outstanding  common  shares  the  trustees  or  any  of 
them  could  be  superseded  or  reelected  or  a  new  trustee  or  trusteee.s 
elected  to  fill  any  vacancy  that  may  have  existed.^^*^ 

In  May  1928,  when  Aldred  Investment  Trust  contemplated  the  issu- 
ance of  an  additional  $5,000,000  in  debentures  to  be  sold  in  units  of 
one  debenture  and  ten  shares  of  common  stock,^^^  tli^  device  of  con- 
version was  utilized  by  Aldred  &  Co.  The  sponsor-held  preferred 
stock  was  not  convertible  as  originally  issued.^*'®  A  resolution,  adopted 
by  the  trustees  providing  for  the  convertibility  of  this  preferred  stock 
into  common  stock,^^^  was  then  submitted  to  the  common  stockholders 
for  approval,  dominant  among  which  stockholders  was  the  sponsor  by 
virtue  of  its  large  block  of  common  shares.^''°  This  conversion  had 
the  effect  of  increasing  the  holdings  of  Aldred  &  Co.  in  the  investment 
company's  common  stock  from  50,000  to  112,500  shares  or  to  more  than 
50%  of  the  total  voting  stock  outstanding."^ 


"'2  It  was  frequently  the  practice  to  authorize  the  issuance  of  preferred  shares  in 
and  to  allow  the  board  of  directors  to  determine  the  conversion  and  other  privilege  which 
slionld  attach  to  each  issue. 

i"''  Reply  to  the  Commission's  questionnaire  for  Aldred  Investment  Trust,  Pt.  I. 

^w  Public  Examination,  Aldred  Investment  Trust,  at  19118-9,  19124,  and  19126. 

WE  Id.,  at  19124. 

^i^fi  Op.  cit.,  supra,  note  168,  Pt.  I  (Agreement  and  Declaration  of  Trust,  at  3). 

"'  Op.  cit.  supra,  note  164,  at  19125,  19127. 

ics  Op.  cit.  supra,  note  163,  Pt.  I,  and  op.  cit.  supra,  note  164,  at  19125. 

10°  Op.  cit.  supra,  note  164,  at  19125. 

i™Id.,  at  19093,   19125-6. 

I'l  Id.,  at  19127-32.     These  112,500  shares  had  an  asset  value  at  the  time  of  $1,535,000  as 
compared  with  $1,125,000  in  actual  cost  to  the  sponsor  (ibid.). 
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3.  UNIT  SALES  AND  PART-PAID  SECURITIES 

The  distribution  of  securities  of  investment  companies  in  units — 
offering  senior  securities  and  junior  securities,  either  as  a  package  or 
as  an  allotment  certificate — was  another  device  employed  by  sponsors 
to  secure  control  of  these  organizations. 

While  the  practice  of  offering  securities  in  units  was  essentially  a 
selling  device/^-  the  combination  of  junior  with  senior  securities  usu- 
ally assured  a  wide  distribution  of  the  junior  issues  in  the  first  instance^ 
and  served  to  "freeze"  this  wide  distribution  until  the  units  became 
severable.  Thus,  any  outsider  seeking  to  obtain  control  of  the  invest- 
ment company  by  acquiring  the  necessary  junior  voting  stock  would 
have  also  to  purchase  the  senior  securities  tied  up  in  the  units.  The 
sponsors,  however,  sometimes  issued  the  junior  voting  shares  to  them- 
selves free  from  this  unit  tie-up."^  The  sponsors  were  thereby  af- 
forded a  period  of  time  between  the  issuance  of  the  units  and  the  date 
these  units  were  declared  severable  duiing  which  the  sponsors  could 
entrench  themselves  in  control. 

Much  the  same  advantage  is  obtainable  by  issuing  the  shares  of  the 
investment  companies  upon  a  part-paid  basis,  provided  the  voting 
powers  of  these  shares  are  denied  to  their  holders  during  the  period 
that  they  are  not  fully  paid  for.  By  this  method  voting  securities. 
can  be  sold  to  the  public  with  installments  payable  at  certain  fixed 
dates  or  at  the  discretion  of  the  board  of  directors.  The  sponsors 
may  thus  be  accorded  the  opportunity  to  cement  their  control  during 
the  early  existence  of  their  investment  companies. 

4.  ELIMINATION  OF  STOCKHOLDERS'  PREEMPTIVE 
RIGHTS 

LTnless  adequately  circumscribed  in  the  interest  of  stockholders,  the 
power  of  managements  to  issue  additional  shares  of  the  voting  securi- 
ties of  investment  companies  may  be  a  source  of  substantial  loss  to 
the  stockholder  as  well  as  a  device  to  perpetuate  the  control  of  the 
management."*    An  unrestricted  power  of  the  management  to  issue- 

i'2  See  Ch.  Ill  of  this  part  of  the  report,  pp.  909-11. 

™  At  the  formation  of  Central-Illinois  Securities  Corporation,  in  October  1929,  sponsors- 
purchased  COO. 000  shares  of  voting  common  stock  at  .$5.00  per  share,  and  the  public  pur- 
chased 400,000  shares  of  voting  preferred  stoclc  in  units  v>'ith  400,000  shares  of  voting  com^ 
mon  stock  at  a  price  of  $31.50  per  unit.  These  units  were  represented  by  allotment  certifi- 
cates convertible  into  stock  of  the  company  on  and  after  November  1,  1931.  While  the 
sponsors"  holdings,  which  represented  43%  of  the  total  voting  power  of  the  company,  un^ 
doubtedly  constituted  practical  control,  nevertheless  the  resulting  wide  distribution  of  the 
publicly  held  stock  and  the  average  cost  of  $15.75  per  vote  to  the  public  as  compared  with 
a  cost  of  .$5.00  per  vote  to  the  sponsors  served  as  an  added  assurance  to  the  latter's  control. 
(See  Ch.  II  of  this  part  of  the  report,  pp.  142-181.) 

174  xhe  courts  have  held,  irrespective  of  the  existence  or  nonexistence  of  a  preemptive  right 
in  the  stockholders  to  be  given  the  first  opportunity  to  subscribe  to  all  sub.seciuent  issues  of 
the  company's  stock,  that  directors,  as  the  fiduciaries  of  the  stockholders,  may  not  issue 
stock  to  themselves,  particularly  at  unfair  prices,  solely  for  the  purpose  of  perpetuating- 
their  control.  11  Fletcher,  Cyclopedia  Corporations  (1932),  sees.  5315  and  516Q- ;  Dutilay  v. 
Avenue  M.  Garage  &  Repair  Co.  Inc.,  253  N.  Y.  274,  170  N.  B.  917  (1930).  A  similar 
rsult  has  been  reached  by  the  courts  where  a  controlling  stock  has  been  sold  to  interests 
friei^dly  to  seme  or  all  of  the  directors.  Luther  v.  C.  J.  Luther  Co.,  118  Wis.  112,  94  N.  W. 
69  (1903)  ;  but  cf.  Wildes  v.  Rural  Homcs'ead  Co.,  54  N.  J.  Eq.  G6S,  35  Atl.  896  (1896). 
However,  for  the  stockholder  to  secure  relief  against  activities  of  this  type  npoa  the  part 
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additional  shares  would  vest  in  the  management  the  ability  to  transfer 
control  of  the  corporate  assets  to  others — a  power  over  the  corporate 
assets  of  substantial  consequence  to  the  stockholders.  The  manage- 
ment could  sell  shares  to  insiders  and  other  friendly  persons  at  prices 
substantially  less  than  the  asset  and  market  value  of  such  shares,"^ 
thus  causing  a  dilution  in  the  asset  values  of  the  existing  shares  and 
possibly  a  decline  in  the  market  value  of  the  existing  shares  because 
of  the  increased  supply  of  the  stock  made  available  for  sale  in  the 
market.  In  addition,  the  issuance  of  further  shares  having  voting 
power  would  dilute  the  proportionate  voting  power  of  the  existing 
stockholders  and  to  that  extent  weaken  their  ultimate  control  over  the 
management  and  property  of  the  corporation.  In  sum,  it  would  be 
possible  for  the  management,  by  selling  shares  to  persons  other  than 
the  original  stockholders  or  their  successors,  not  only  to  dilute  the 
asset  participation  and  voting  power  of  such  stockholders  but  to  de- 
prive them  of  an  opportunity  to  invest  additional  funds  at  attractive 
prices  in  a  prosperous  enterprise  founded  with  their  money  and  in 
which  they  assumed  the  initial  risk  of  loss.^^'' 

These  possibilities  o'f  overreaching  inherent  in  an  unrestrained 
power  in  managements  to  dispose  of  additional  shares  of  the  corpora- 
tion stock  induced  the  courts,  comparatively  early  in  the  history  of 
corporate  law,  to  place  some  restrictions  thereon.  The  courts  have 
ruled  that  in  certain  circumstances  existing  stockholders  must  be  given 
the  first  opportunity  to  purchase  additional  issues  of  the  corporation's 
stocks,  a  privilege  commonly  referred  to  as  the  preemptive  right  of 
stockholders.^^'  This  doctrine  has  also  been  implemented  by  the  gen- 
eral principle  of  equity  that,  apart  from  the  existence  or  nonexistence 
of  a  pre-emptive  right  in  given  situations,  directors  and  dominant 
stockholders  may  not  use  this  power  to  issue  additional  stock  to  their 
own  advantage  or  to  the  advantage  of  their  associates  and  to  the 
detriment  of  the  stockholders."^ 


of  the  management  requires  first  the  ascertainment  of  the  fact  of  the  sale  of  additional  con- 
trolling blocks  of  stock  to  the  directors  or  to  allied  interests  for  such  purposes  and  second, 
to  resort  to  the  courts,  a  procedure  which  may  be  so  expensive  as  to  be  beyond  the  means  of 
the  stockholders. 

"^  "It  should  be  noted  also  that  one  of  the  ways  by  which  a  corporate  management  secures 
additional  power  for  itself  is  by  inserting  in  the  constitutive  corporate  documents  clauses 
'waiving'  or  contracting  away  the  preemptive  right.  Stock  bought  under  such  charters  is 
apt  to  be  worth  less  and  to  increase  in  value  less  swiftly,  than  stock  issued  under  charters 
giving  the  holder  his  full  preemptive  right.  If  the  management  is  able  to  give  to  its  asso- 
ciates or  to  outsiders  the  right  to  invest  new  cnpital  at  a  demonstrated  high  rate  of  returu, 
they  have  in  their  power  an  instrument  of  considerable  value"  (Berle,  A.  A.,  Casea  and 
Materials  in  the  Laic  of  Corporation  Finance  [1930],  p.  310). 

1™  In  Hammond  v.  Edison  Illuminating  Company  of  Detroit,  131  Mich.  79,  90  N.  W.  1040 
(1902),  the  court,  in  holding  that  existing  stockholders  had  a  preemptive  right  to  subscribe 
for  newly  authorized  capital  stock  at  its  par  value  and  not,  as  the  directors  contended,  at  its 
higher  market  value,  stated  at  p.  85 : 

It  would  seem  from  these  authorities  that  the  right  to  subscribe  for  any  increase  of 
stock  at  par  if  he  desires  to  do  so,  or  to  sell  that  right  if  he  does  not  desire  to  exercise 
it  himself,  is  one  of  the  rights  acquired  by  the  stockholder  when  he  becomes  a  sub- 
scriber to  the  stock.  If  the  business  is  profitable  the  stock  may  be  worth  much  more 
than  par.  If  it  is,  it  becomes  so  because  of  the  investment  and  use  of  the  monev  put 
into  the  business  by  the  original  stockholders,  and  we  can  see  no  hardship  done  to 
anyone  when  this  fact  is  recognized. 

"■?  This  doctrine  was  evolved  as  early  as  1807  by  the  Massachusetts  Supreme  Court  in 
Cray  v.  President,  Directors  cC-  Company  of  Portland  Bank  (1807),  3  Mass.  363. 

"s  See  the  authorities  cited  in  note  174,  supra,  and  11  Fletcher,  Cyclopedia  Corporations 
(1932),  sees.  5135  and  5150. 
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To  invoke  the  general  principles  of  equity  the  stockholders  must  seek 
judicial  relief  and  assume  the  perhaps  difficult  burden  of  proving  a 
breach  of  fiduciary  duties  upon  the  part  of  the  management.  How- 
ever, the  existence  of  a  pre-emptive  right  imposes  an  affirmative  duty 
upon  the  management  to  offer  additional  shares  to  stockholders.  To 
recover  for  a  breach  of  this  right  the  stockholders  need  only  prove  the 
issuance  of  additional  shares  and  the  failure  to  grant  the  pre-emptive 
right.  The  pre-emptive  right  is  thus  a  relatively  effective  weapon  for 
the  protection  of  the  stockholder  against  dilution  of  his  proportionate 
ownership  and  voting  interest  in  his  company."^  But  such  right  has 
usually  been  held  to  apply  only  when  an  increase  in  the  capital  stock 
would  effect  a  dilution  in  the  voting  rights  and  asset  participations  of 
existing  common  stock  and  of  existing  preferred  stock  which  has  full 
voting  power  and  a  participating  interest  beyond  its  fixed  preferences 
in  the  corporation's  assets  and  earnings.^^*^ 

The  preemptive  right  clearly  applies  to  issues  consisting  of  a  newly 
authorized  increase  in  capital  stock/^^  but  a  divergence  of  opinion 
exists  among  the  courts  as  to  whether  or  not  the  right  applies  to 
previously  authorized  but  unissued  stock.^^-  If  the  right  is  held  to 
be  nonexistent  in  such  cases  the  rule  can  be  evaded  by  managements 
with  ease  simply  by  authorizing  more  capital  stock  than  it  is  con- 
templated to  issue  immediately.  However,  the  recent  tendency  of 
the  courts  seems  to  be  to  permit  the  preemptive  right  as  to  authorized 
but  unissued  stock  which  is  held  in  reserve  to  meet  the  needs  of 
future  expansion  of  the  corporate  business  but  not  as  to  authorized 
but  unissued  stock  which  it  is  planned  will  be  sold  within  a  reason- 
able time  to  raise  the  contemplated  initial  capital  of  the  corpora- 
tion."3     It  is  thus  probable,  where  the  preemptive  right  has  not 

179  The  rationale  of  the  courts  in  evolving  the  preemptive  right  has  been  grounded  on  the 
possible  diluting  effect  of  additional  issues  of  shares  on  the  asset  participation  and  voting 
rights  of  existing  stockholders.  Little  attention  has  been  paid  by  the  courts  to  the  possible 
economic  justification  for  permitting  stockholders  who  have  assumed  the  initial  capital  risks 
in  the  enterprise  to  subscribe  to  additional  stock  having  attractive  investment  possibilities 
when  the  corporation  has  become  successful  irrespective  of  any  possible  diluting  effects  on 
their  existing  stock  as  the  result  of  the  issuance  of  more  shares.  (See  Berle,  A.  A.,  Cases 
and  Materials  in  the  Laic  of  Corporation  Fiiwnoe  (1930),  pp.  309-310.) 

180  11  Fletcher,  Cyclopedia  Corporations  (1932),  Sec.  5135-6.  Yoakum  v.  Providence  Bilt- 
more  Hotel  Co.,  34  F.  (2d)  533  (D.  C.  R.  I.  1929)  ;  General  Investment  Co.  V.  SetMehem 
Steel  Corporation,  88  N.  J.  Eq.  237,  102  A.  252  (1917)  ;  Jones  v.  Concord  and  Montreal  B. 
Co.,  67  N.  H.  119,  30  A.  614  (1892)  ;  id.,  67  N.  H.  234,  38  A.  120  (1892)  ;  Thomas  Branch  & 
Co.  y.  Riverside  d  Dan  River  Cotton  Mills,  139  Va.  291,  123  S.  E.  542  (1924).  In  the 
Yoakum  case,  supra,  it  was  said  that  the  preemptive  right  has  never  been  extended  to  non- 
participating  preferred  stocks  having  a  special  and  limited  voting  right.  It  has  been  held 
(see  Bethlehem  Steel  Corporation  case,  supra,  that  a  preferred  stockholder  had  no 
preemptive  right  to  purchase  his  pro  rata  share  of  an  additional  issue  of  preferred  stock 
alike  in  all  respects  to  the  existing  preferred  stock  except  that  the  new  preferred  stock  (which 
had  no  right  to  vote)  was  preferred  as  to  dividends  over  the  existing  preferred  stock  and 
was  convertible  into  nonvoting  equity  securities.  See  also,  Berle  and  Means,  The  Modem 
Corporation  and  Private  Property,  p.  176. 

38111  Fletcher,  Cyclopedia  Corporations  (1932),  sees.  5135-6.  See  also  Miles  v.  Safe 
Deposit  &  Trust  Company,  259  U.  S.  252,  66  L.  Ed.  926  ;  Stokes  v.  Continental  Trust 
Company,  187  N.  Y.  287,  78  N.  E.  1090. 

182  11  Fletcher,  Cyclopedia  Corporations  (1932),  sec.  5160. 

^83  Ibid.,  and  Dunlay  v.  Avenue  M  Garage  d-  Repair  Co.,  253  N.  Y.  274,  170  N.  E.  917  (1930), 
In  which  the  court  said  : 

In  respect  to  the  balance  of  shares  constituting  the  initial  authorized  issue,  as  dis- 
tinguished from  new  shares,  the  case  is  different.  The  subscribers  ordinarily  take  such 
shares  with  the  clear  understanding  that  the  subscription  shall  be  completed  before  they 
rely  on  the  preservation  of  their  proportional  status.     The  understanding  may,  how- 
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been  waived  by  charter  provisions,  that  such  right  would  attach  to 
authorized  but  unissued  shares  of  an  investment  company  which 
announced  by  a  prospectus  offering  its  securities  or  otherwise  that  it 
proposed  to  inaugurate  its  existence  by  the  sale  of  a  fixed  number  of 
shares  less  than  the  number  authorized.^^* 

The  preemptive  right  as  it  exists  at  common  law,  however,  has 
been  generally  held  not  to  apply  to  the  reissuance  of  treasury  stock, 
that  is,  stock  which  has  been  previously  issued  and  reacquired  by 
the  corporation  but  not  retired.  It  is  apparent  that  the  existence 
of  this  exception  can  be  abused  by  corporate  managements."^  In 
fact,  the  courts  have  required  that  treasury  stock  must  be  disposed 
of  at  a  price  which  will  not  result  in  a  dilution  of  the  asset  partici- 
pations of  existing  stockholders.^^® 

It  is  also  commonly  stated  that  the  preemptive  right  is  not  avail- 
able where  additional  stock  is  issued  for  other  than  a  cash  consider- 
ation, that  is,  for  property,  although  no  large  body  of  persuasive 
legal  authority  exists  for  this  view.^^^  In  support  of  this  position 
it  is  urged  that  a  requirement  for  offering  additional  stock  to  the 
stockholders  to  raise  cash  to  purchase  property  for  corpoi'ate  pur- 
poses will  often  hamper  the  management  in  acquiring  desirable  assets 

ever,  be  otherwise.  The  Issued  stock  may  he  related  to  the  unissued  stock  as  stock  for 
immediate  issue  to  stock  for  future  expansion.  In  such  case  the  preemptive  right 
might  not  be  denied.  It  has  been  too  loosely  stated  that  a  corporation  may  use  its 
original  unissued  capital  stock  for  any  legitimate  or  lawful  purpose  it  sees  fit. 

18*  For  example,  The  Goldman  Sachs  Trading  Corporation,  with  an  authorized  capital 
of  2,500,000  shares,  offered  1,000,000  of  such  shares  to  the  public  in  December  1928,  the 
prospectus  stating  that  "the  corporation  will  commence  business  with  $1,000,000  in  cash 
arising  from  the  sale  of  1,000,000  shares  of  its  capital  stock"  (Public  Examination,  The 
Goldman  Sachs  Trading  Corporation,  Commission's  Exhibit  No.  1656).  Under  the  doctrine 
of  the  Dunlay  case  it  would  seem  that,  unless  the  charter  eliminated  the  preemptive  right, 
the  preemptive  right  would  attach  to  the  remaining  1,500,000  shares  of  the  authorized  but 
unissued  capital  stock  of  the  corporation.  The  certificate  of  incorporation  of  The  Goldman 
Sachs  Trading  Corporation,  however,  eliminated  the  preemptive  right  (id.,  Commission's 
Exhibit  No.  1652,  at  6).  Nevertheless,  as  a  condition  to  the  listing  of  the  1,000,000  shares 
of  its  stock  on  the  New  York  Curb  Exchange,  the  management  of  The  Goldman  Sacjis 
Trading  Corporation  was  required  to  grant  a  preemptive  right  to  the  stockholders  "where 
feasible."  Notwithstanding  this  fact.  The  Goldman  Sachs  Trading  Corporation,  through 
the  facilities  of  the  exchange,  sold  an  additional  125,000  shares  of  its  stock  to  the  public 
at  market  prices  higher  than  the  price  at  which  the  original  1,000,000  shares  had  beem 
offered  to  the  public  without  first  offering  such  shares  to  its  existing  stockholders.  By 
depriving  the  original  stockholders  of  their  preemptive  right,  the  corporation  thus  deprived 
its  original  stockholders  of  the  possibilities  of  a  personal  market  profit  which  they  might 
have  obtained  if  the  preemptive  right  had  been  awarded  to  them.  (See  Ch.  Ill  of  this  part 
of  the  report,  pp.  917-27.) 

185  An  example  of  the  possible  injurious  effect  upon  stockholders  of  this  power  of  the 
management  to  reissue  treasury  shares  without  first  offering  them  to  existing  stockholders 
is  aiforded  by  Aviation  Securities  Corporation,  discussed  infra,  p.   1910. 

^s^Borg  T.  International  Silver  Co.,  11  F.  (2d)  147,  C.  C.  A.  (2d)  1925;  Hammer,  >v. 
Werner,  239  App.  Div.  38,  265,  N.  Y.  Supp.  172  (2d  Dept.  1933).  The)  reasoning  of  the 
•courts  in  denying  the  preemptive  right  to  treasury  stock  is  apparent  from  the  following 
statement  in  the  Borg  case,  supra,  at  151 : 

When  a  person  buys  into  a  company  with  an  authorized  capital,  he  accepts  that 
proportion  of  the  voting  rights  which  his  purchase  bears  to  the  whole.  This  applies 
certainly  so  far  as  the  other  shares  are  issued  at  the  same  time,  and  perhaps,  also, 
though  they  are  issued  much  later.  But  treasury  shares  have  by  hypothesis  once  been 
issued  and  have  diluted,  as  it  were,  the  shareholders'  voting  power  ab  initio.  {He 
cannot  properly  complain  that  he  is  given  no  right  to  buy  them  when  they  are  resold, 
because  that  merely  restores  the  status  he  originally  accepted.  All  he  can  demand  is 
that  they  shall  bring  to  the  corporate  treasury  their  existing  value.  If  they  do,  his 
troportion  in  any  surplus  is  not  affected. 

187  See  Berle,  A.  A.,  Cases  and  Material  on  the  Law  of  Corporation  Finanue  (1930), 
pp.  344-5;  Berle  and  Means,  The  Modern  Corporation  and  Private  Property  (1985),  pp. 
145-6. 
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where  the  opportunity  must  be  quickly  exercised.  However,  this  rule 
opens  an  easy  avenue  for  evasion  of  the  salutary  effects  of  the  pre- 
emptive right  in  preventing  dilution  of  the  assets  and  voting  par- 
ticipation of  the  existing  stockholders.^®^  For  example,  this  rule 
may  not  prevent  the  common  management  of  two  investment  com- 
panies from  causing  one  company  to  acquire  the  assets  of  the  other 
company,  on  favorable  terms  for  the  management's  holdings  of  the 
securities  of  the  acquired  corporation,  but  on  terms  which  will  dilute 
the  asset  participation  of  the  stockholders  of  the  purchasing  cor- 
poration.^*'' 

With  respect  to  the  price  which  may  be  fixed  for  the  issuance  of 
additional  shares  to  which  the  preemptive  right  attaches,  the  courts 
have  stated  that  the  management  or  the  majority  stockholders  may 
fix  a  reasonable  price  in  relation  to  existing  market  and  other 
values.""  Howevei',  the  ability  to  fix  the  price  of  new  issues  gives 
the  management  a  power  completely  to  negate  the  preemptive  right 
for  purposes  of  its  own.^" 

i«8  See  Berle  and  Means,  The  Modern  Corporation  and  Private  Property,  p.  145. 

^^  Compare  the  exchange  offer  made  in  1930  by  General  Investment  Corporation  for  the 
securities  of  United  States  and  Overseas  Corporation  described  in  detail  in  Ch.  II  of  this 
part  of  the  report,  pp.  497-623,  and  Ch.  IV,  pp.  1410  et  seq.  However,  although  the  pre- 
emptive right  may  not  apply  ,to  issuances  of  stock  for  property,  on  general  principles  of 
equity  stockholders  may  have  a  remedy  against  managements  which  derive  a  personal 
advantage  as  a  result  of  the  issuance  of  stock  for  property.  See  the  authorities  cited  in 
note  174,  supra. 

w  In  Hammond  v.  Edison  Illuminating  Co.,  note  176,  supra,  the  court  held  that  the 
stockholders  were  entitled  to  subscribe  to  new  stock  at  its  par  value  and  not  at  the  existing 
market  value  which  was  fixed  by  the  shareholders,  although  the  market  value  was  higher 
than  the  par  value.  In  Stokes  v.  Continental  Trust  Co.,  186  N.  Y.  285,  78  N.  E.  1090 
(1906),  in  upholding  the  plaintiff's  right  as  a  stockholder  to  subscribe  to  a  proportionate 
share  of  an  increase  in  defendant's  capital  stock,  the  court  stated  : 

The  new  stock  belonged  to  the  stockholders  as  an  inherent  right  by  virtue  of  their 
being  stockholders,  to  be  shared  In  proportion  upon  paying  its  par  value  or  the  value 
per  share  fixed  by  vote  of  a  majority  of  the  stockholders,  or  ascertained  by  a  sale  at 
public  auction. 

Although  the  court  did  not  define  a  reasonable  price,  the  stock  involved  was  offered  at  a 
price  above  both  its  par  and  asset  values  but  at  less  than  its  then  market  value.  However, 
in  Scheirich  v.  Otis-Hidden  Company,  204  Ky.  289,  264  S.  W.  755  (1924),  the  court  held 
the  new  stock  may  he  offered  at  its  par  value  to  existing  stockholders  even  though  the  asset 
value  was  substantially  higher  ,than  the  par  value  of  the  stock,  and  even  though  stockhold- 
ers who  were  unable  to  exercise  their  preemptive  rights  would  suffer  a  dilution  in  asset  value 
as  a  result  of  the  new  issues.  The  court  stated,  however,  that  a  stockholder  might  be  com- 
pensated for  all  or  part  of  his  loss  in  asset  value  by  the  sale  of  his  right  to  subscribe  for 
the  new  stock.  For  various  terms  and  conditions  which  may  be  attached  to  the  exercise 
of  the  preemptive  right,  sec.  11  Fletcher  Cyc.  Corp.,  sec.  5138. 

^"1  An  example  of  the  harm  which  may  result  to  stockholders  as  the  result  of  the  use  of 
this  power  by  managements  is  afforded  by  the  case  of  Chain  &  General  Equities,  Inc.,  a 
leverage  investment  company  sponsored  in  1929  by  Childs,  Jeffries  &  Co.,  Inc.,  of  Bcston. 
By  September  of  1931,  the  investment  company  had  suffered  substantial  losses  and  its  com- 
mon stock  had  no  asset  value,  and  only  a  nominal  market  value  ranging  from  $1  to  ?1.75 
per  share.  At  that  time  Wallace  Groves  entered  into  negotiations  for  the  acquisition  of 
control  of  Chain  &  General  Equities,  Inc.,  with  William  B.  Nichols  &  Co.,  the  successor 
firm  to  Childs,  Jeffries  &  Co.,  Inc.  This  firm  apparently  had  no  controlling  stock  interest 
in  the  investment  company.  However,  on  the  agi'eement  of  Mr.  Groves  to  compensate  the 
firm  for  its  services  in  transferring  control  of  the  investment  company  to  Mr.  Groves  by  a 
cash  payment,  the  purchase  of  the  firm's  worthless  option  warrants  to  purchase  common 
stock  of  Chain  &  General  Equities,  Inc.,  and  the  grant  to  the  firm  of  a  management  contract 
with  Chain  &  General  Equities,  Inc.,  after  control  passed  to  Mr.  Groves,  William  B.  Nichols 
&  Co.  agreed  to  cause  Chain  &  General  Equities,  Inc.,  to  issue  a  controlling  block  of  newly 
authorized  stock  to  Mr.  Groves.  However,  the  stockholders  of  Chain  &  General  Equities, 
Inc.,  under  the  common  law  principles  which  have  been  stated,  had  a  preemptive  right  to 
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Nevertheless,  the  preemptive  right  as  it  exists  at  common  law, 
although  perhaps  imperfect  from  the  viewpoint  of  stockholders,  af- 
forded them  at  least  some  protection.  However,  at  common  law  the 
preemptive  right  can  be  waived  by  provisions  inserted  in  the  cor- 
porate charter  prior  to  the  public  sale  of  the  corporation's  securities. 
The  recent  tendency  has  also  been  for  states  with  so-called  "liberal" 
incorporation  laws  expressly  to  authorize  by  statute  the  elimination 
of  the  preemptive  right  by  provisions  in  corporate  charters.^^^ 
Stockholders  are  presumed  to  be  aware  of  these  provisions  and  to 
accept  them  by  becoming  stockholders.'^^  In  fact,  however,  the 
stockholders  may  be  unaware  of  such  a  provision  since  few  stock- 
holders actually  read  corporate  charters  and  even  if  they  are  aware 
of  such  a  provision  they  may  not  understand  its  significance.^"* 

purchase  new  issues  of  the  corporation's  stock,  as  this  right  had  not  been  eliminated  in 
the  company's  charter.  Accordingly,  the  agreement  between  Mr.  Groves  and  Chain  &  Gen- 
eral Equities,  Inc.,  provided  that  the  authorized  number  of  shares  of  common  stock  of 
Chain  &  General  Equities,  Inc.,  was  to  be  increased  and  that  470,400  of  the  increased  num- 
ber of  shares  were  to  be  offered  to  the  company's  common  stockholders  at  $2  a  share.  Mr. 
Groves  undertook  to  purchase  on  November  4,  1931,  at  this  price  all  unsubscribed  shares 
plus  any  additional  shares  necessary  to  give  him  51%  of  the  total  outstanding  voting 
power.  However,  this  right  of  the  stockholders  to  subscribe  was  an  illusory  one.  Inasmuch 
as  the  common  stock  of  Chain  &  General  Equities,  Inc.,  then  had  no  asset  value,  and  its 
market  price  at  that  time  was  $1  bid,  $1.75  asked,  it  was  probably  surmised  that  the  stock- 
holders would  not  exercise  their  subscription  rights  and  that  Mr.  Groves  would  be  permitted 
to  purchase  all  of  the  newly  issued  stock.  In  fact,  only  2,462  shares  of  the  new  issue  of 
common  stock  were  purchased  by  the  stockholders  of  Chain  &  General  Equities,  Inc.,  and 
Mr.  Groves  was  therefore  enabled  to  purchase  467,938  shares  of  such  stock,  or  approxi- 
mately 72%  of  the  voting  power  of  Chain  &  General  Equities,  Inc.  With  this  control  Mr. 
Groves  was  enabled  by  self-dealing  with  the  assets  of  Chain  &  General  Equities,  Inc.,  to 
derive  substantial  personal  profits  at  the  expense  of  the  preferred  and  minority  common 
stockholders  of  the  company,  who  eventually  suflfered  substantial  losses  on  their  investment 
in  the  company.     (See  Ch.  II  of  this  part  of  the  report,  pp.  181-227.) 

M2  Delaware  Revised  Code  (1935),  c.  65  §  5  (10).  For  example,  in  1927  the  Delaware 
legislature,  at  the  suggestion  of  New  York  corporation  attorneys!  representing  investment 
bankers  and  the  managements  of  large  corporations,  adopted  among  other  amendments,  an 
amendment  to  its  corporation  law  authorizing  the  inclusion  of  provisions  in  the  certificates 
of  incorporation  to  limit  or  deny  to  the  stockholders  the  preemptive  right  to  subscribe  to  any 
or  all  additional  issues  of  stock  of  the  corporation  of  any  or  all  classes.  (Berle, 
Investors  and  the  Revised  Delaware  Corporation  Act  [1929]  29  Col.  L.  Rev.  563—4). 

"3  A  comprehensive  charter  provision  waiving  the  preemptive  right  is  the  following : 

No  stockholder  shall  be  entitled  as  a  matter  of  right  to  subscribe  for,  purchase,  or 
receive  any  shares  of  the  stock  or  any  rights  or  options  of  the  *  *  *  Corporation 
which  it  may  issue  or  sell,  whether  out  of  the  number  of  shares  authorized  by  this 
[charter]  or  by  amendment  thereof  or  out  of  the  shares  of  the  stock  of  the  *  *  • 
Corporation  acquired  by  it  after  the  issuance  thereof,  nor  shall  any  stockholder  be 
entitled  as  a  matter  of  right  to  purchase  or  subscribe  for  or  receive  any  bonds,  de- 
bentures, or  other  obligations  which  the  *  *  *  Corporation  may  issue  or  sell  that 
shall  be  convertible  into  or  exchangeable  for  stock  or  to  which  shall  be  attached  or 
appertain  any  warrant  or  warrants  or  other  instrument  or  instruments  that  shall  confer 
upon  the  holder  or  owner  of  such  obligation  the  right  to  subscribe  for  or  purchase  from 
the  •  *  *  Corporation  any  shares  of  its  capital  stock.  But  all  such  additional 
Issues  of  stock,  rights,  options,  or  of  bonds,  debentures,  or  other  obligations  convertible 
into  or  exchangeable  for  stock  or  to  which  warrants  shall  be  attached  or  appertain  or 
which  shall  confer  upon  the  holder  the  right  to  subscribe  for  or  purchase  any  shares  of 
stock  may  (to  the  extent  permitted  by  law)  be  issued  and  disposed  of  by  the  Board  of 
Directors  to  such  persons  and  upon  such  terms  as  in  their  absolute  discretion  they  may 
deem  advisable. 

18*  See  also  op.  cit.  supra,  note  188,  p.  138,  where  it  Is  stated : 

The  charter  actually  contemplates  that  every  stockholder  will  be  bound  by  it  and  by 
any  modification  of  it  and  by  the  general  incorporation  act,  and  by  every  modification 
of  that.  Such  stockholders  are,  in  large  measure,  about  to  be  drawn  from  the  genera! 
investing  public,  who  are  not  represented  when  the  charter  is  drawn  :  while  the  incor- 
porating group  is  likely  to  represent  the  interests  of  those  who  intend  to  maintain 
control  of  the  corporation  when  formed,  the  respective  rishts  and  powers  of  each  will, 
in  large  measure,  be  defined  by  this  charter  ;  the  result  being  that  a  so-called  "contract" 
intended  to  govern  the  rights  of  two  sets  of  parties  is  drawn  exclusively  by  one  party 
who  naturally  considers  his  own  interest.  The  other  party  not  only  does  not  par- 
ticipate in  the  negotiations  but  in  practice  never  even  sees  the  document.     This  nat- 
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It  has  been  said  that,  because  of  the  vastly  increased  complexity  of 
the  modern  corporate  stock  structure  with  its  multiplicity  of  classes 
of  stock  with  varying  voting  and  participating  rights,  the  existence 
of  preemptive  rights  might  result  in  litigation  and  other  difficulties 
because  of  the  impossibility  of  measuring  accurately  the  extent  to 
which  participating  and  voting  interests  of  existing  stockholders 
may  be  affected  by  additional  issues  of  shares  of  varying  classes.^^^ 
In  other  words,  complex  capital  structures,  the  validity  of  which,  at 
least  in  the  case  of  investment  companies,  may  be  questioned  on 
numerous  other  grounds,^^''  have  in  effect  been  made  to  justify  a 
l^ower  of  management,  restrained  only  by  general  principles  of 
equity,  to  dilute  the  voting  and  other  participating  interests  of  exist- 
ing stockholders  by  additional  issues  of  stock.  And  where  common 
stockholders  in  a  leverage  investment  company  may  have  been  in- 
duced to  purchase  their  shares  on  the  basis  of  "leverage"  and  have 
assumed  the  risks  of  "leverage"  it  would  seem  difficult  to  justify  the 
withholding  of  a  preemptive  right  to  such  stockholders  to  purchase 
additional  issues  of  common  stock  after  the  company  has  become 
successful.  Moreover,  it  is  significant  that  managements  holding  a 
Glass  B  "control"  stock  of  a  leverage  investment  company  may  fre- 
quently preserve  the  preemptive  right  on  further  issues  of  the  "con- 
trol" stock.^^^  Certainly  this  alleged  justification  can,  by  its  terms, 
have  no  application  to  nonleverage  investment  companies,  the  charters 
of  which  also  frequently  eliminate  the  preemptive  right. 

It  has  also  been  urged  that,  since  the  voting  power  of  stocks  has 
become  of  less  importance  because  of  the  existence  of  various  devices 
for  control  in  the  management  (such  as  voting  trusts,  management 
stocks  with  special  voting  privileges,  nonvoting  common  stocks  and 
the  management's  domination  of  the  proxy  machinery),  the  protec- 
tion of  the  stockholders'  voting  interest  against  dilution,  as  the 
result  of  additional  issues  of  stock,  is  of  small  significance.  In  other 
words,  the  fact  that  other  avenues  for  diminishing  the  importance 
of  voting  rights  exist  is  thought  to  constitute  a  reason  to  permit  a 
further  attenuation  of  the  voting  privilege  by  managements  by  abol- 
ishing the  preemptive  right.  Finally,  it  is  argued  that  the  offering 
of  new  shares  to  stockholders  is  a  cumbersome  procedure  which  may 
hamper  managements  when  funds  must  be  raised  quickly  for  cor- 
porate purposes.  However,  it  may  be  questioned  whether  or  not 
this  necessity  is  of  greater  importance  than  the  interests  of  stock- 
holders in  the  preservation  of  their  asset  and  voting  interests  in  the 
corporation.^^^     Furthermore,  these  supposed   justifications   for  the 


urally  leads  to  the  result  that  the  management  will  have  as  complete  latitude  and  as 
little  liability  as  possible ;  as  large  a  power  to  arrange  and  rearrange  participations  in 
its  own  interests  as  can  be  secured ;  and  that  the  prospective  shareholder  will  have  as 
little  power  and  as  few  enforceable  rights  as  can  conveniently  be  arranged. 

188  See  11  Fletcher,  Cyclopedia  Corporations  (1932),  Sec.  5136;  Frey,  Shareholders'  Pre- 
emptive Rights  (1929),  38  Yale  Law  Journal  563;  Drinker,  The  Preemptive  Bight  of  Share- 
holders to  Subscrihe  to  New  Shares  (1930),  43  Harvard  Law  Review  586. 

^"^  See  the  discussion  supra,  pp.  1624-31. 

^■'^  See  Sterling  Securities  Corporation,  discussed  supra,  pp.  1624-31,  and  Ch.  IV  of  this 
part  of  the  report,  pp.  1162-78. 

"'  Since  one  of  the  peculiar  characteristics  of  open-end  investment  companies,  which 
usually  have  only  one  class  of  stock,  is  to  issue  new  shares  of  their  stock  at  their  approxi- 
mate asset  values,  existing  stockholders  usually  will  suffer  no  dilution  in  the  asset  value 
of  their  shares,  even  if  no  preemptive  right  exists.     However,  the  new  issues  of  stock  may 
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elimination  of  the  preemptive  right  give  little  heed  to  the  economic 
claims  of  stockholders,  who  have  originally  staked  their  funds  upon 
the  success  of  an  investment  company,  to  a  first  opportunity  to  pur- 
chase additional  securities  of  the  company  after  it  has  become  suc- 
cessful and  its  securities  offer  attractive  investment  possibilities.^^^ 

The  charters  of  most  investment  companies  contain  provisions 
eliminating  the  preemptive  right.  Of  161  investment  companies 
analyzed  only  one  expressly  granted  the  preemptive  right  to  its 
stockholders,  while  98  companies,  a  substantial  number  of  which 
were  nonleverage  companies,  denied  to  their  stockholders  any  pre- 
emptive rights.  Five  investment  companies  denied  preferred  stock- 
holders any  preemptive  rights  and  granted  common  stockholders  a 
preemptive  right  only  when  it  was  proposed  to  sell  new  common 
stock  for  cash,  and  29  companies  granted  a  limited  or  conditioned 
preemptive  right  to  one  or  more  classes  of  stock.  The  charters  of 
the  remaining  companies  were  silent  on  the  subject  of  preemptive 
rights  so  that  presumably  the  common-law  rules  would  apply.  It 
thus  may  be  assumed  that  in  most  investment  companies  today  all 
of  the  abuses  which  the  common-law  preemptive  right  was  designed 

dilute  the  voting  rights,  if  any,  of  existing  stockholders,  a  dilution  which  thoy  will  be 
unable  to  prevent,  since  no  preemptive  right  may  well  exist.  In  the  case  of  closed-end 
investment  companies,  however,  the  statutes  of  states  having  "liheral"  corporation  laws 
empower  the  directors  to  issue  no-par  stock,  both  preferred  and  common,  from  time  to 
time  for  any  consideration  which  they  may  fix  unless  in  the  certificate  of  incorporation  the 
power  to  fix  the  consideration  has  been  reserved  to  the  stockholders  (Delaware  Revised 
Code  (1935),  Ch.  65,  Sec.  14).  Since  the  drafting  of  the  charter  is  in  the  hands  of  the 
sponsors  of  investment  companies  it  is  unlikely  that  any  power  to  fix  the  price  of  new 
issues  of  no-par  stock  will  be  placed  in  the  stockholders.  Thus,  in  states  such  as  Delaware, 
managements  of  investment  companies  will  be  enabled  to  dilute  the  asset  participations  of 
existing  stockholders  by  fixing  a  price  for  new  shares  at  an  amount  less  than  the  asset 
value  of  existing  shares.  Of  161  management  investment  companies  analyzed  the  charters 
of  63  give  their  managements  complete  discretion  in  determining  the  consideration  to  be 
received  by  the  corporation  on  issuance  of  no-par-value  shares.  (See  also  Ripley,  Wm.  Z., 
Main  Street  and  Wall  Street,  pp.  38-43.) 
i»o  Note  the  following : 

Economically  the  preemptive  right  is  the  legal  recognition  of  the  *  *  *  right  to 
invest  capital.  This  right  becomes  valuable  when  the  enterprise  has  demonstrated 
that  it  will  earn  a  higher  rate  of  return  on  the  capital  than  the  stockholder  can  get 
on  that  capital  were  he  to  reinvest  it  in  the  open  market.  Thus  if  the  ruling  rate  of 
return  on  capital  is  6  percent  and  he  can  invest  it  in  a  business  which  will  yield  12 
percent,  the  right  to  invest  capital  iu  the  enterprise  precisely  doubles  the  useful  value 
of  his  capital. 

Corporations  which  can  continually  use  additional  capital  and  have  demonstratpd  their 
ability  to  earn  a  high  rate  of  return  on  it  are  likely  to  be  constantly  seeking  additional 
capital  for  investment.  A  notable  instance  is  the  American  Telephone  &  Telegraph 
Co.,  which  calls  for  roughly  two  hundred  millions  of  additional  capital  every  two  years 
and  is  able  to  earn  approximately  12  percent  therein.  A  share  of  stock  in  that  com- 
pany, representing  a  contribution  of  $100  of  capital,  will  often  sell  at  once  for  $200 
and  better,  depending  on  market  conditions.  The  right  to  subscribe  for  such  a  share 
Is  thus  extremely  valuable  and  is  one  of  the  recoanized  profitable  features  of  that  stock. 
The  same  factor  appears  in  successful  investment  trusts  (Bei'le,  Cases  and  Materials 
in  the  Law  of  Corporation  Finance  (1930),  pp.  309-10). 

Some  investment  company  officials  have  taken  a  similar  position.  Mr.  Gayer  Dominick, 
president  of  National  Bond  &  Share  Corporation,  testified  (Public  Examination,  National 
Bond  &  Share  Corporation,  at  2199)  : 

It  seems  to  me  that  when  you  offer  rights  to  stockholders  that  you  usually  are  going 
to  offer  those  shares  of  stock  at  a  price  which  perhaps  is  a  discount  under  the  market. 
If  you  have  a  successful  undcrwritina',  it  is  in  the  nature  aln^ost  of  an  extra  dividend  to 
the  stockholders  if  you  offer  it  to  them.  It  is  a  privilege.  It  is  a  way  of  compensating 
the  stockholder  for  loyalty  to  you.  It  seems  to  m.e  a  perfectly  human,  proper  function 
to  handle  It  that  way. 

See  also  the  testimony  of  Robert  E.  McConnell,  president  of  Mayflower  Associates,  Inc., 
to  the  effect  that  as  a  matter  of  "common  morality"  and  "good  business  practice"  it  is 
desirable  to  extend  preemptive  rights  to  the  stockholders  of  investment  companies  (Public 
Examination,  Mayflower  Associates,  Inc.   at  3703). 
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to  protect,  such  as  the  power  of  manag-ement  by  additional  issues  of 
stock  to  convey  control  to  others  and  to  offer  to  favored  persons 
stock  upon  terms  prejudicial  to  the  asset  and  voting  participation 
of  existing  stockholders,  are  permissible. 

Incidents  in  the  history  of  Sterling  Securities  Corporation,  Avia- 
tion Securities  Corporation,  and  General  Empire  Corporation  illus- 
trate the  consequences  to  stockholders  which  may  follow  the  denial 
of  a  preemptive  right,  whether  on  common-law  principles  or  by 
charter  provisions. 

a.  Sterling  Securities  Corporation 

In  May  of  1929  Sterling  Securities  Corporation  had  derived  ap- 
proximately $16,000,000  from  the  issuance  of  500,000  shares  of  pref- 
erence stock,  500,000  shares  of  Class  A  common  stock,  and  223.297 
shares  of  Class  B  common  stock.  The  Class  A  common  stock,  which 
had  been  sold  to  the  public,  had  one  vote  per  share  and  a  preference 
in  assets  upon  liquidation  of  $12  a  share  and  thereafter  to  75%  of 
the  remaining  assets  of  the  corporation.  The  charter  expressly  denied 
a  preemptive  right  to  the  Class  A  common  stockholder  to  purchase 
further  issues  of  such  stock.  On  the  other  hand  the  management  of 
the  investment  company  had  purchased  all  of  the  Class  B  common 
stock,  which  was  a  control  stock  because  of  its  cumulative  voting' 
privileges,  for  a  total  consideration  of  $111,648.50.  The  Class  B 
common  stockholders  were  expressly  granted  a  preemptive  right  to 
purchase  all  subsequent  issues  of  that  class  of  stock,  by  the  invest- 
ment company's  charter. 

In  May  of  1929  the  management  of  Sterling  Securities  Corpora- 
tion caused  it  to  issue  to  Hayden,  Stone  &  Co.  100,000  shares  of  au- 
thorized but  unissued  Class  A  common  stock  at  $12  a  share  and 
25,000  shares  of  Class  B  common  stock  at  50  cents  a  share  for  pros- 
pective services  in  floating  an  issue  of  first  preferred  stock  of  the 
investment  company  and  in  procuring  the  listing  of  the  company's 
shares  on  the  New  York  Stock  Exchange.  The  Class  A  common 
stock  at  this  time  had  an  asset  value  of  $15  a  share  and  a  market 
value  of  $25  a  share.  In  other  words,  the  effect  of  the  sale  was  to 
dilute  the  asset  participation  of  the  existing  Class  A  common  stock- 
holders by  $250,000  and  to  deny  to  them  the  opportunity  of  deriving 
the  profit  of  $1,300,000  which  would  accrue  to  them  if  they  had  been 
given  the  right  to  purchase  such  stock  at  $12  a  share  and  had  im- 
mediately resold  the  same  in  the  market  at  $25  a  share.  It  was  the 
understanding  of  the  directors  that  these  shares  were  taken  by  Hay- 
den, Stone  &  Co.  as  a  permanent  investment.  However,  Hayden, 
Stone  &  Co.,  within  one  month  after  its  purchase  of  the  Class  A 
common  stock,  sold  such  stock  for  a  profit  of  $470,000.2oo 

This  sale  of  stock  by  Sterling  Securities  Corporation  to  Hayden, 
Stone  &  Co.  was  not  without  significance  from  the  point  of  view  of 
the  preferred  stockholders  of  Sterling  Securities  Corporation.  In 
July  of  1931  Hayden,  Stone  &  Co.  was  instrumental  in  the  transfer 
of  control  of  Sterling  Securities  Corporation  to  Atlas  Corporation. 

20°  Hayden,  Stone  &  Co.  also  derived  a  profit  of  $101,050  on  the  sale  in  1929  of  a  portion 
of  its  Class  B  common  stock  of  Sterling  Securities  Corporation. 
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Atlas  Corporation  thereafter  purchased  or  exchanged  its  shares  for 
the  various  security  issues  of  Sterling  Securities  Corporation.  These 
exchanges  and  purchases  by  Atlas  Corporation  involved  substantial 
losses  in  asset  value  to  the  preferred  stockholders  who  sold  their 
stock  to  Atlas  Corporation  or  exchanged  it  for  Atlas  Corporation 
stock."! 

b.  Aviation  Securities  Corporation 

In  January  of  1931  Aviation  Securities  Corporation,  a  nonleverage 
investment  company,  held  in  its  treasury  20,000  shares  of  its  own 
stock  which  had  been  issued  and  reacquired  in  the  open  market.  At 
that  time,  the  asset  value  of  the  investment  company's  stock  was 
$18.62  a  share  while  its  market  value  was  $12  a  share.  Without  first 
offering  these  20,000  shares  of  treasury  stock  to  shareholders  -°-  they 
were  sold  to  Atlas  Corporation  by  the  board  of  directors  of  the  com- 
pany, several  of  whom  had  sold  to  Atlas  Corporation,  at  an  attractive 
price  though  possessing  no  immediate  value,  their  personal  holdings 
of  option  warrants  to  purchase  additional  common  stock  of  Aviation 
Securities  Corporation.  In  fact  the  j^urchase  of  these  warrants  was 
apparently  made  by  Atlas  Corporation  to  induce  the  directors  to 
issue  the  treasury  stock  to  Atlas  Corporation. 

The  purchase  of  the  treasury  stock  by  Atlas  Corporation  gave  it 
a  15%  voting  interest  in  Aviation  Securities  Corporation  and  served 
as  a  nucleus  for  further  purchases  of  the  stock  in  the  open  market. 
Ultimately,  Atlas  Corporation  acquired  control  of  Aviation  Secur- 
ities Corporation  ^°^  and,  by  means  of  purchases  and  exchange  offers 
of  its  own  securities,  acquired  all  of  the  stock  of  Aviation  Securities 
Corporation  for  a  total  consideration  in  cash  and  exchanged  secur- 
ities of  substantially  less  than  the  asset  value  of  such  shares.-''* 

c.  General  Empire  Corporation 

In  May  of  1931  General  Empire  Corporation,  a  nonleverage  invest- 
ment- company  the  charter  of  which  denied  any  preemptive  rights  to 
its  stockholders,^"^  had  outstanding  89,000  shares  of  capital  stock 
of  which  10,000  shares,  or  11%  of  the  outstanding  stock,  were  held 
by  Hemphill,  Noyes  &  Co.,  the  sponsors  of  the  investment  company. 
That  firm  also  held  option  warrants,  which  then  were  of  no  imme- 
diate value,  to  purchase  common  stock  of  General  Empire  Corpo- 
ration and  pursuant  to  the  terms  of  a  stock  purchase  contract  dated 
July  22,  1929,  the  firm  was  entitled  to  receive  additional  option  war 
rants  to  purchase  common  stock  of  General  Empire  Corporation 
equivalent  to  one-half  of  all  subsequent  issues  of  stock  by  General 
Empire  Corporation. 

2W  For  a  detailed  discussion  of  the  history  of  S,terling  Securities  Corporation,  together 
•with  citations  to  the  record,  see  supra,  pp.  1624-31,  and  Ch.  IV  of  this  part  of  the  report, 
pp.   1162-78. 

="2  If  the  treasury  stock  had  been  retired  instead  of  being  sold  to  Atlas  Corporation,  the 
asset  value  of  the  remaining  shares  of  the  investment  company's  capital  stock  would  have 
been  increased  by  $132,000. 

2"3  At  the  time  of  the  sale  of  the  treasury  stock,  however,  the  management  of  Aviation 
Securities  Corporation  was  unaware  of  the  fact  that  it  was  the  intention  of  Atlas  Corpora- 
tion to  acquire  control  of  and  ultimately  to  liquidate  Aviation  Securities  Corporation. 

2»*For  details  of  Aviation  Securities  Corporation  together  with  citations  to  the  record, 
see  Ch.  IV  of  this  part  of  the  report,  pp.  1270-77. 

^  Public  Examination,  Atlas  Corporation,  Commission's  Exhibit  No.  1975. 
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At  this  time,  Atlas  Corporation  entered  into  negotiations  for  the 
acquisition  of  control  of  General  Empire  Corporation  which  was  to 
be  accomplished  by  the  issuance  by  the  management,  without  a  first 
offering  to  shareholders,  of  authorized  but  as  yet  unissued  stock. 
It  was  accordingly  agreed  that  a  controlling  block  of  this  stock  of 
General  Empire  Corporation  was  to  be  issued  at  asset  value  for  all 
of  the  assets  of  Power  and  Light  Securities  Trust,  an  investment 
trust  95%  owned  by  Atlas  Corporation.  Atlas  Corporation  agreed 
to  purchase  the  common  stock  of  General  Empire  Corporation  held 
by  Hemphill,  Noyes  &  Co.  at  its  market  value  and  also  agreed  to 
l^urchase  for  $302,500  the  option  warrants  then  held  by  Hemphill, 
Noyes  &  Co.  and  the  warrants  which  it  would  receive  pursuant  to 
its  contract  on  the  issuance  of  the  new  stock  of  General  Empire 
Corporation. 

The  primary  purpose  of  this  arrangement  was  not  to  raise  addi- 
tional capital  for  General  Empire  Corporation  but  to  transfer  con- 
trol of  the  investment  company  to  Atlas  Corporation.  Thereafter 
Atlas  Corporation  dissolved  General  Empire  Corporation  after  ac- 
quiring, by  cash  purchase  or  exchange  offers  for  Atlas  Corporation 
securities,  virtually  all  of  the  stock  of  General  Empire  Corporation 
at  a  substantial  discount  from  the  asset  value  of  such  shares.  Thus, 
the  ultimate  purpose  of  Atlas  Corporation  was  to  dissolve  General 
Empire  Corporation  and  to  absorb  its  asset  on  a  profitable  basis  to 
Atlas  Corporation.  Mr.  Odium,  the  president  of  Atlas  Corporation, 
testified :  ^"^ 

Q.  But  ordinarily,  Mr.  Odium,  you  don't  issue  stock  to  raise  capital  to  imme- 
diately liquidate  the  trust,  do  you? 

A.  No,  sir ;  and  that  wasn't  the  purpose  either. 

Q.  Well,  the  ultimate  purpose  was  to  liquidate  the  trust.  It  wasn't  a  case 
where  the  officers  and  directors  of  the  General  Empire  Corporation  felt  they 
needed  more  capital  and  this  was  a  medium  of  raising  more  capital.  This  is 
just  a  device  whereby  the  control  of  General  Empire  was  transferred — and  I 
am  not  saying  it  wasn't  in  their  best  judgment.  But  this  transaction  was  just 
the  mechanics  that  was  used  to  turn  over  control  of  General  Empire  to  Atlas? 

A.  To  turn  over  the  management ;  yes. 

Q.  And  that  was  effected  without  consulting  the  stockholders  of  General 
Empire,  isn't  that  so? 

A.  I  believe  so.    I  was  not  on  that  side  of  the  trade. 

Thus,  as  a  result  of  the  absence  of  a  preemptive  right  to  purchase 
the  new  shares  of  General  Empire  Corporation,  its  existing  stock- 
holders were  without  power  to  prevent  an  integral  step  in  the  acqui- 
sition program  of  Atlas  Corporation.^"^ 


^'  Id.,  at  17903-10. 

^  For  a  detailed  history  of  the  tran.sfer  of  control  of  General  Empire  Corporation  to 
Atlas  Corporation  and  tbe  terms  of  the  exchange  offers  of  Atlas  Corporation  securities  sub- 
sequently made  for  the  stock  of  General  Empire  Corporation,  see  Ch.  IV  of  this  part  of 
the  report,  pp.  1258-70.  A  similar  incident  occurred  in  ,the  case  of  Granger  Trading  Cor- 
poration, a  nonleverage  investment  company  whose  certificate  of  incorporation  denied  a  pre- 
emptive right  to  its  stockholders.  Wallace  Groves,  through  the  purchase  of  a  valueless  man- 
agement contract  held  by  ^he  sponsor  of  Granger  Trading  Corporation,  induced  the  sponsor 
to  cause  Granger  Trading  Corporation  to  issue  a  controlling  block  of  its  stock  to  Yosemite 
Holding  Corporation,  an  investment  company  controlled  by  Mr.  Groves.  Once  in  control, 
Mr.  Groves  caused  Granger  Trading  Corporation  to  sell  all  of  its  assets  to  Yosemite  Holding 
Corporation  on  terms  which  resulted  virtually  in  a  destruction  of  the  entire  asset  value 
of  tiie  stock  of  the  minority  stockholders  of  Granger  Trading  Corporation  (id.,  pp.  1302-3). 
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D.  Control  Through  Voting  Trust  and  Management  Agreements 

While  a  form  of  organization  might  be  adopted  for  investment 
trusts  and  investment  companies  which  would  insure  complete  and 
continuing  control  to  sponsor  interests,  various  considerations  some- 
times made  it  expedient  to  employ  other  means  of  acquiring  control 
without  substantial  investment.  Sponsors  may  have  been  dissuaded 
from  employing  the  Massachusetts  or  business  trust  because  this  type 
of  oi'ganization  was  not  generally  known  outside  of  the  Boston  area 
and  frequently  did  not  enjoy  legal  sanction.'*'^  Similarly,  a  public 
oifering  of  securities  carrying  little  or  no  voting  power  might  meet 
with  definite  sales  resistance  by  the  public. 

Voting  trusts,  which  when  employed  were  usually  created  prior  to 
the  public  distribution  of  the  securities  of  the  investment  company, 
are  not  unlike  the  Massachusetts  trust  form  of  organization  except  that 
the  divorcement  of  ownership  and  control  is  even  more  apparent  to 
investors.  As  a  consequence,  voting  trusts  probably  did  not  have  the 
requisite  sales  appeal  and  were  seldom  employed  in  investment  com- 
panies. Management  agreements,  on  the  other  hand,  have  proven  a 
simple  and  less  obvious  device  of  control,  frequently  employed  in  com- 
?bination  with  other  control  devices  but  adequate  of  themselves  to 
ithwart  management  opposition. 

1.  VOTING  TRUST  AGREEMENTS 

A  voting  trust  agreement  is  an  agreement  which  assembles  in  the 
hands  of  a  person  or  group  of  persons  the  shares  of  several  owners  of 
stock,  in  trust  giving  the  trustee  or  trustees  the  power  of  voting  them 
and  thereby  of  controlling  corporate  business  and  affairs.  The  agree- 
ment ordinarily  confers  upon  the  voting  trustees  the  right  to  vote  the 
stock  transferred  to  them  for  such  purpose  irrevocably  and  for  a 
definite  period.  The  voting  stock,  itself,  is  transferred  to  the  trustees 
who  issue  voting  trust  certificates  to  the  stockholders  as  evidence  of 
their  beneficial  ownership  of  the  stock. 

The  avowed  purpose  of  the  voting  trust  is  to  disfranchise  the  stock- 
holders. The  pecuniary  incidents  of  stock  ownership,  such  as  cash 
dividends  and  rights  on  dissolution,  are  usually  reserved  to  the  certifi- 
cate holders  by  the  voting  tru&t.2°»  Although  originally  held  illegal 
by  the  courts,^^"  voting  trusts  have  in  a  number  of  states  been  legalized 

2«8  Perhaps  because  of  the  absence  of  governmental  supervision  of  the  organization  and 
activities  of  business  trusts,  some  courts  have  exhibited  a  marked  tendency  to  hold  such 
trusts  to  be  limited  partnerships  and  therefore  violative  of  statutes  which  forbid  partnerships 
consisting  solely  of  partners  vrho  have  only  a  limited  liability  for  the  partnership  debts  (see 
Thompson  v.  Schmitt,  115  Tex.  53,  274  S.  W.  554  [1925])  or  to  find  such  trusts  "illegal"  as 
being,  in  effect,  corporations  which  have  not  been  validly  chartered  in  accordance  with  State 
law.  (See  TFefter  Engine  Co.  v.  Alter,  120  Kan.  557,  245  Pac.  143  [1926]  ;  tee  also  supra, 
pp.   1888-91.) 

SO"  Thus,  the  voting  trust  agreements  which  existed  for  the  voting  stock  of  9  investment 
companies  (out  of  150  companies  examined)  between  1927  and  1935  all  provided  that  cash 
dividends  were  to  be  received  by  the  certificate  holders.  However,  stock  dividends  having 
voting  power  were  reserved  to  the  voting  trustees  in  8  out  of  9  cases  so  as  to  prevent  a 
possible  dilution  of  the  voting  power  in  the  voting  trust. 

a"  See  Berle  and  Means,  Tlic  Modern  Corporation  and  Private  Property  (1935),  pp.  77-8. 
The  attitude  of  the  courts  may  be  gleaned  from  the  following  statement  in  the  Shepauff 
Voting  Trust  cases,  60  Conn.  553,  24  Atl.  32  (1890)  : 

It  is  the  policy  of  our  law  that  ownership  of  stock  shall  control  the  property  and  the 
management  of  the  corporation  and  this  cannot  be  accomplished,  and  this  good  policy 
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by  statute.  These  statutes,  however,  usually  limit  the  duration  of 
voting  trusts  to  a  period  of  10  years,  in  one  instance  permitting  renewal 
of  the  trust  for  an  additional  10  years.^^^ 

The  voting  trust  offers  to  promoters  the  opportunity  for  autocratic 
control  without  any  personal  investment.  It  thus  constitutes  a  means 
by  which  the  sponsors  of  investment  companies  may  allocate  to  them- 
selves all  the  emoluments  of  control  such  as  salaries,  management  fees, 
underwriting,  and  brokerage  business  and  other  advantages  without 
any  financial  loss  if  their  management  of  the  company  is  unsuccessful. 
The  voting  trust  agreement  usually  is  prepared  by  the  organizers  of 
the  corporation  prior  to  any  public  offering  of  its  securities  and  all  of 
the  voting  stock  may  be  deposited  with  the  voting  trustees  so  that  the 
public  is  offered  only  voting  trust  certificates.^^-  By  this  means,  the 
selection  of  the  personnel  of  the  voting  trustees  and  the  scope  and 
latitude  of  the  powers  placed  in  voting  trustees  usually  is  vested  in 
the  corporate  promoters.  This  method  is  obviously  more  effective  than 
the  formation  of  voting  trusts  after  the  stock  has  been  distributed 
to  the  public  since  it  avoids  the  difficulties  of  persuading  a  widely  scat- 
tered group  of  stockholders  to  deposit  their  shares  with  the  trustees. 

The  sponsoring  group  having  selected  the  initial  trustees,  the  voting 
trust  agreement  usually  empowers  such  trustees  to  fill  vacancies  in  their 
membership.  For  example,  in  only  one  voting  trust  agreement  of  an 
investment  company  coming  to  the  attention  of  this  Commission  were 
the  stockholders  empowered  to  elect  the  successors  of  resigning 
trustees.2^^ 

In  addition  to  the  power  of  the  voting  trustee  to  elect  directors  and 
officers  and  to  appoint  managers  in  the  case  of  investment  companies, 
they  normally  have  the  power  to  vote  for  sales  of  the  entire  corporate 
assets,  for  mei'gers  and  consolidations  with  other  corporations,  to  ef- 
fect reductions  of  capital  and  other  corporate  activities  of  vital  con- 


is  flefeated.  if  stockholders  are  permitted  to  surrender  all  tlieir  discretion  and  will  in 

the  important  matter  of  voting  and  suffer  themselves  to  be  mere  passive  instruments 

in  the  hands  of  some  agent,  who  has  no  interest  in  the  stock,  equitable  or  legal,  and 

no    interest    in    the    general   prosperity    of    the    corporation.     In    addition    there    is — ■ 

the  duty  that  one  stockholder  in  a  corporation  owes  to  his  fellow  stockholder  "and  he 

cannot  be  allowed  to  disburden  himself  of  it  in  this  way.     He  may  shirk  it,  perhaps, 

by  refusing  to  attend  stockholders'  meetings  or  by  declining  to  vote  when  called  upon 

but  the  law  will  not  allow  him  to  strip  himself  of  the  power  to  perform  his  duty  and 

to   this   extent,   at   least,   a   stockholder   stands   in  a   fiduciary   relation  to   his   fellow 

stockholders. 

Some  courts  influenced  by  the  management's  power  to  continue  in  control  in  any  event 

because  of  the  wide  geographical  dispersion   of  small  stockholders  and  the  management's 

control  of  the  proxy  machinery  have  held  that  the  importance  of  the  vote  has  diminished 

to  such  an  extent  in  modern  corporations  that  voting  trusts  may  be  justified.     See  MacMn 

V.  Nicollet  Hotel,  25  F.   (2d)  783  (C.  C.  A.  8th,  1928),  cert.  den.  278  U.  S.  618.     However, 

in  the  absence  of  a  voting  trust  the  power  is  latent  in  the  stockholders  to  discharge  an 

unsatisfactory  management.     This  power  would  not  exist  in  the  case  of  holders  of  voting 

trust  certificates. 

2w  E.  g.,  Delaware  Revised  Code  (1935)  Chapter  65,  Section  18.  A  voting  trust  created 
for  a  period  in  excess  of  that  prescribed  by  this  statute  is  wholly  invalid  and  is  not  merely 
void  as  to  the  period  of  time  beyond  that  prescribed  by  the  statute  (Perry  v.  Missouri-Kansas 
Pipe  Line  Co.,  191  Atl.  823  [Del.  Ch.  1937]). 

212  In  8  of  the  9  investment  companies  (out  of  150  companies  examined)  which  possessed 
voting  trusts  in  their  voting  stocks  between  1927  and  1935,  the  voting  trust  was  created 
prior  to  the  financing  of  the  investment  company  and  the  public  was  offered  only  voting 
trust  certificates.  In  all  the  9  cases  the  trusts  were  revocable  during  the  period  of  their 
existence  only  by  the  trustees. 

-w  Reply  to  the  Commission's  questionnaire  for  American  Electric  Securities  Corporation, 
Pt.  I. 
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sequence  to  shareholders.^^*  The  voting  trustees  have  the  power  in  the 
case  of  investment  companies  without  the  concurrence  of,  or  even  the 
necessity  of  informing  the  certificate  holders,  to  change  radically  the 
announced  investment  policies  of  the  corporation.  It  may  be  doubted 
that  voting  trust  certificate  holders  read  or  are  fully  aware  of  the 
scope  of  the  usual  provisions  of  voting  trust  agreements  which  they 
are  in  law  presumed  to  accept  by  purchasing  a  voting  trust  certificate. 

Despite  the  broad  powers  of  voting  trustees  over  their  controlled 
investment  compan3%  the  voting  trust  agreements  contain  provisions 
designed  to  relieve  them  from  any  responsibility.  In  many  cases  the 
voting  trustees  are  expressly  empowered  to  deal  freely  with  the  in- 
vestment company  and  its  assets  and  usually  are  exculpated  from  all 
liability  except  for  willful  malfeasance.^" 

The  sponsors  of  Incorporated  Investors,  organized  under  the  laws  of 
Massachusetts  on  November  23,  1925,  were  among  the  first  to  employ 
the  device  of  the  voting  trust  with  reference  to  the  stock  of  an  invest- 
ment company.  In  this  case  the  voting  shares  were  deposited  with  the 
voting  trust  from  the  very  beginning  and  onl}^  voting  trust  certificates 
were  offered  to  the  public. ^^'^  Such  certificates  were  sold  to  December 
31,  1936,  for  an  estimated  total  of  $103,261,000  at  which  date  the  in- 
vestment company  possessed  assets  of  $77,000,000.-^'  The  control  of 
sucli  considerable  funds  was  thereby  vested  in  a  few  individuals  who 
were  not  required  to  make  any  substantial  investment  in  the  enter- 
prise and  who  were  absolved  under  the  voting  trust  agreement  from 
the  consequences  of  their  acts  and  omissions  except  for  their  "willful 
malfeasance."-^^  The  sponsors,  who  were  the  voting  trustees  and  the 
officers  and  directors  of  the  investment  company,  allotted  to  them- 
selves contracts  for  management  and  distribution  services  and  derived 
total  net  profits  from  their  affiliation  of  some  $1,900,000  to  December 
31,  1935.219 

The  desirability  of  such  an  unrestrained  control  of  the  highly  liquid 
and  easily  negotiable  assets  of  investment  companies  may  be  ques- 
tioned. It  is  significant  that  in  some  jurisdictions  voting  trusts  of 
the  stock  of  analogous  financial  institutions  such  as  banking  corpora- 
tions, are  forbidden  or  regulated  by  statute.^-"    The  common  justifica- 

^*  Of  the  9  investment  companies  (out  of  150  companies  examined)  possessing  voting 
trust  agreements  between  1927  and  1935,  only  3  required  the  concurrence  of  the  certificate 
holders  In  connection  with  a  proposed  reorganization,  merger,  consolidation,  recapitaliza- 
tion, .dissolution,  or  sale  of  the  assets  of  the  investment  company.  Of  the  3  agreements,  2 
required  the  vote  of  a  majority  of  the  certificate  holders  to  validate  any  of  these  procedures 
and  1  required  the  vote  of  two-thirds  of  the  certificate  holdersi. 

215  This  was  true  in  all  9  investment  companies  (out  of  150  Investment  companies  ex- 
amined) possessing  voting  trust  agreements  at  some  time  during  the  1927-1935  period. 
Three  of  the  agreements  further  stated  that  the  voting  trustees  were  to  he  indemnified 
against  all  losses  and  liabilities  sustained  under  the  respective  agreements.  Requirementa 
with  respect  to  the  financial  responsibility  of  the  voting  trustees  have  generally  not  been 
provided.  In  fact,  the  voting  trust  agreement  of  1  of  these  9  investment  companies  expressly 
provided  that  under  no  conditions  were  the  trustees  to  be  required  to  furnish  a  bond  for 
the  faithful  performance  of  their  duties. 

"« Public  Examination,  Incorporated  Investors,  at  2547-8  and  2695-6,  and  reply  to  Com- 
mission's questionnaire  for  Incorporated  Investors,  Pt.  I. 

=1"  Dei"ived  from  supplementary  information  supplied  the  Commission  for  Incorporated 
Investors. 

21S  Public  Examination,  Incorporated  Investors,  at  2688-9  and  Commission's  Exhibit 
No.   294. 

=1°  Id.,  at  2532,  and  Commission's  Exhibits  Nog.  295,  296,  297.  These  contracts  were 
signed  on  behalf  of  both  parties  by  various  of  the  said  interested  sponsors   (ibid.). 

"0  E.  g..  New  York  Stock  Corporation  Law,  Sec.  50. 
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tion  of  voting  trusts  is  that  it  assures  a  continuity  of  management  to 
the  enterprise.  However,  as  has  been  stated,  most  voting  trusts  make 
it  possible  for  the  trustees  to  resign  seriatim  and  for  the  remaining 
trustees  to  elect  their  successors.  That  this  power  in  the  voting  trustees 
to  surrender  their  trust  may  be  of  serious  consequence  to  the  disfran- 
chised stockholders  is  illustrated  by  the  case  of  Universal  Shares,  Ltd. 

a.  Universal  Shares,  Ltd. 

In  June  of  1936  Universal  Shares,  Ltd.,  a  company  which  had  been 
organized  in  Delaware  in  1933  for  the  purpose  of  owning  and  control- 
ling various  investment  trusts  and  companies,  held  all  of  the  com- 
mon stocks  of  United  Sponsors,  Inc.,  and  of  United  Standard  Oilshares 
Corporation.  These  latter  companies,  by  virtue  of  management  and 
distribution  contracts,  held  effective  control  of  Investors  Fund  of 
America,  Inc.,  and  of  United  Standard  Oilfund  of  America,  Inc.,  both 
of  which  were  management  investment  companies.  The  total  assets 
of  these  two  investment  companies  totaled  approximately  $3,200,- 
000.221 

Universal  Shares,  Ltd.  had  outstanding  481,433  shares  of  10  cents 
par  value  capital  stock  at  June  10,  1936.  A  majority,  or  251,400  of 
these  shares,  were  held  in  a  voting  trust  of  which  Gen.  John  F.  O'Ryan, 
Murray  Spies,  and  Lucian  A.  Eddy  were  voting  trustees.  The  voting 
trust  at  this  time  had  approximately  eight  years  to  run  and  apparently 
the  trustees  were  empowered  to  appoint  their  successors  in  the  event 
of  their  resignation.  Mr.  Spies  held  none  of  the  shares  of  Universal 
Shares,  Ltd.,  or  its  subsidiaries.  The  record  does  not  indicate  the 
holdings,  if  any,  of  Mr.  Eddy  or  Gen.  O'Eyan.  Harold  A.  Espey,  one 
of  the  organizers  of  Universal  Shares,  Ltd.,  held  127,500  of  the  out- 
standing voting  trust  certificates.  Messrs.  Spies,  Eddy,  and  Espey 
and  Gen.  O'Ryan  were  directors  and  officers  of  Universal  Shares,  Ltd., 
and  its  subsidiaries.  Mr.  Eddy  was  also  president  of  both  Investors 
Fund  of  America,  Inc.  and  United  Standard  Oilfund  of  America, 
Inc. 

On  May  8,  1936  Donald  P.  Kenyon,  who  was  then  actively  engaged 
in  purchasing  control  of  investment  companies  with  the  purpose  of 
converting  their  funds  to  his  own  use,  acquired  for  the  sum  of  $20,000 
all  of  Mr.  Espey's  holdings  of  the  voting  trust  certificates  of  Universal 
Shares,  Ltd.  Mr.  Espey  agreed  to  sever  his  connections  with  Universal 
Shares,  Ltd.,  and  to  use  his  best  efforts  to  obtain  the  resignation  of 
the  voting  trustees.  Since  the  asset  value  of  Mr.  Espey's  stock  did  not 
exceed  $12,750,  Mr.  Espey  received  from  Mr.  Kenyon  approximately 
$7,000  in  excess  of  the  actual  value  of  the  shares. 

Mr.  Kenyon  himself,  in  June  1936,  approached  the  voting  trustees 
who  were,  by  virtue  of  the  voting  trust,  in  actual  control  of  the  Uni- 
versal Shares  group  of  companies,  in  an  effort  to  secure  their  resigna- 
tions. The  first  of  the  voting  trustees  approached  by  Mr.  Kenyon  was 
Gen.  O'Ryan,  who  was  induced  by  Mr.  Kenyon  to  resign  as  a  voting- 
trustee. 

On  June  10,  1936,  Mr.  Kenyon  reached  an  agreement  with  Murray 
Spies.    Mr.  Spies  agreed  that  he  would  resign  as  a  voting  trustee,  that 

221  For  full  details  and  documentation  see  Ch.  II,  pp.  309-49,  and  Ch.  IV,  of  this  part 
of  the  report,  pp.  1316-23. 
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he  also  would  secure  the  resignation  of  Mr.  Eddy  as  a  voting  trustee, 
and  that  he  would  secure  the  appointment  of  Mr.  Kenyon  and  his 
nominees  as  voting  trustees.  Mr.  Spies  further  agreed  to  resign  as 
an  officer  and  director  of  Universal  Shares,  Ltd.,  and  its  subsidiaries. 
In  return  for  these  undertakings  on  the  part  of  Mr.  Spies,  Mr.  Kenyon 
agreed  to  pay  Mr.  Spies  $40,000,  of  which  Mr.  Spies  paid  Mr.  Eddy 
$2,000.  Mr.  Eddy  testified  that  the  payment  of  $40,000  was  made  to 
reimburse  Mr.  Spies  and  Mr.  Eddy  for  back  salary,  legal  fees,  and 
other  unpaid  claims  which  they  held  against  Universal  Shares,  Ltd., 
and  its  subsidiaries.  Nevertheless,  the  agreement  between  Mr.  Spies 
and  Mr.  Kenyon  indicates  that  the  payment  of  $40,000  was  intended, 
in  part  at  least,  to  compensate  Mr.  Spies  for  his  future  acquiescence  in 
the  plans  of  Mr.  Kenyon.  The  agreement  provided  further  that  Mr. 
Spies  would  not  interfere  with  Mr,  Kenyon's  acts  in  his  operations  of 
Universal  Shares,  Ltd.,  and  its  subsidiaries  and  that  he  would  not  rep- 
resent stockholders  of  any  of  the  companies  in  any  action  against  Mr. 
Kenyon. 

Thus,  for  a  pecuniary  consideration,  Mr.  Spies  and  Mr.  Eddy,  who 
owned  few,  if  any,  of  the  shares  of  Universal  Shares,  Ltd.  and  its  sub- 
sidiary investment  companies,  turned  over  the  voting  trust  and  man- 
agement control  of  these  companies  to  Mr.  Kenyon.  Stockholders,  who 
held  the  real  stake  in  these  enterprises,  were  never  consulted  or  in- 
formed of  the  passage  of  control  of  their  companies  to  Mr.  Kenyon 
until  after  the  event.  In  addition,  Mr.  Spies  vacated  his  position  as  a 
fiduciary  of  the  stockholders  under  an  agreement  not  to  oppose  any  of 
Mr.  Kenyon's  future  acts. 

Between  June  and  November  of  1936,  when  their  activities  became 
the  subject  of  state  and  federal  investigations,  Mr.  Kenyon  and  his 
associates  succeeded  in  converting  to  their  own  uses  in  excess  of  $403,000 
of  the  funds  and  assets  of  Universal  Shares,  Ltd.  and  its  subsidiaries.^^^ 

b.  Bankers  Securities  Corporation 

Voting  trust  agreements  were  favorite  control  devices  with  the  spon- 
sor of  Bankers  Securities  Corporation,  which  was  organized  on  April 
3,  1928,  in  the  State  of  Pennsylvania  under  the  sponsorship  of  Bankers 
Trust  Company  of  Philadelphia.-^^  The  capital  structure  of  Bankers 
Securities  Corporation  consisted  of  one  class  of  common  stock,  having 
the  entire  voting  rights,  and  one  class  of  preferred  stock,  for  both  of 
which  stocks  it  received  an  aggregate  net  capital  of  $24,000,000.-^"^  The 
announced  purpose  of  this  enterprise  was  to  serve  as  a  regular  securi- 
ties affiliate  of  the  bank  but  it  operated  largely  as  an  investment  com- 
pany.-^^  The  promoter  and  moving  spirit  of  both  the  bank  and  Bank- 
ers Securities  Corporation  was  Albert  M.  Greenfield,  of  Philadelphia, 
Pennsylvania. 


222  Donald  P.  Kenyon  died  on  December  27,  1938.  On  November  22,  1939,  various  asso- 
ciates of  Mr.  Kenyon  and  others  were  convicted  in  the  United  States  District  Court  for  the 
Southern  District  of  New  York,  as  participants  in  a  conspiracy  involving  the  use  of  the 
mails  to  defraud  Universal  Shares,  Ltd.,  and  Its  aflSliated  companies.  (See  Ch.  II  of  this 
part  of  the  report,  pp.  309-49.) 

-2"  Reply  to  the  Commission's  questionnaire  for  Bankers  Securities  Corporation,  Pt.  I. 

"-■'■  Id.,  Pts.  I  and  II. 

225  Op.  cit.  supra,  note  223,  Pts.  I  and  III. 
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The  Bankers  Trust  Company  of  Philadelphia  and  the  Bankers  Se- 
curities Corporation  became  pivotal  units  in  an  involved  chain  of  cor- 
porations, the  details  of  which  are  not  pertinent  here.  At  one  time 
or  another  during  the  period  from  1928  to  1935,  inclusive,  there  were 
five  separate  voting  trust  agreements  operating  in  connection  with 
the  various  units  in  this  system,  of  each  of  which  trusts  Mr.  Green- 
field was  one  of  the  voting  trustees.  Two  of  these  voting  trusts  con- 
trolled the  Bankers  Securities  Corporation,  one  applied  to  the  stock 
of  the  City  Stores  Company j^-*^  the  largest  subsidiary  of  Bankers 
Securities  Corporation,  and  tvv^o  voting  trusts  controlled  two  of  the 
other  corporations  in  the  system.^-^  Particular  reference  is  made  to 
the  voting  trusts  which  controlled  Bankers  Securities  Corporation. 

On  January  2,  1929,  a  voting  trust  of  the  common  stock  of  Bankers 
Securities  Corporation  was  set  up  with  the  Bankers  Trust  Company, 
Mr.  Greenfield,  and  William  Fox  as  the  voting  trustees.-"*^  This  trust 
was  limited  to  the  15,375  shares  of  common  stock  and  30,750  shares  of 
preferred  stock  which  the  bank  owned  and  which  it  wished  to  offer 
to  its  shareholders  without  surrendering  the  25%  voting  power  this 
common  stock  represented.  The  accomplishment  of  this  maneuver 
realized  for  the  bank  a  profit  of  $1,383,750,  on  an  investment  made  but 
a  few  weeks  before,  without  loss  of  the  voting  power.--^  This  agree- 
ment ran  for  five  years  to  January  2,  1934,  and  was  subject  to  auto- 
matic renewal  for  another  five  years  to  January  2,  1939.'^° 

On  October  1, 1932,  another  voting  trust  was  created  with  Mr.  Green- 
field as  the  sole  trustee.  This  agreement,  which  operated  concur- 
rently with  the  first  agreement,  ran  for  five  years  to  October  1,  1937, 
and  was  subject  to  automatic  renewal  for  another  five  years  to  October 
1,  1942,-3^  The  purpose  of  this  agreement  was  to  bring  a  greater 
number  of  common  shares  under  the  control  of  the  management  group. 
All  other  shareholders  were  therefore  invited  to  place  their  shares 
under  this  voting  trust  and  at  the  end  of  1935,  23,275  sliares  or  38.8% 
of  the  voting  stock  of  Bankers  Securities  Corporation  had  been  so 
deposited.  By  these  two  trusts  approximately  65.9%  of  the  voting 
stock  of  Bankers  Securities  Corporation  came  under  control  of  the 
management  group.^^^ 

By  virtue  of  the  fact  that  the  Bankers  Trust  Company  resigned  as 
voting  trustee  after  its  failure  in  December  1930  and  Mr.  Fox  became 
practically  inactive,  Mr.  Greenfield  personally  controlled  Bankers 
Securities  Corporation  through  the  two  voting  trusts.-"^ 


22°  Derived  from  supplementary  information  supplied  the  Commission  for  Bankers  Securi- 
ties Corporation. 

227  Ibid.  These  latter  tvvo  affiliated  companies  were  Albert  M.  Greenfield  &  Co.  and  Union 
Building  Company. 

228  Ibid. 

*29  Ibid.  From  this  profit  may  be  deducted  any  premium  over  $60  a  share  paid  in  acquir- 
ing the  preferred  stock  and  $125,000  paid  to  an  underwriting  syndicate  organized  hy  Mr. 
Greenfield  and  Mr.  Fox  (ibid.). 

230  Op.  cit.  supra,  note  223,  Pt.  I. 

231  Ibid. 

282  Id.,  Pt.  V.  A  total  of  60,000  common  shares  were  outstanding  at  December  31,  1935 
(id.,  Pt.  I). 

233  Op.  cit.  supra,  note  226.  At  Ihe  end  of  1935  Mr.  Greenfield  personally  owned  8,383 
shares  of  preferred  stock  and  5,049  shares  of  common  stock  (op.  cit.  supra,  note  223,  Pt.  V). 
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2.  MANAGEMENT  CONTEACTS 

The  management  contract  is  a  device  of  control  which  is  par- 
ticularly applicable  to  investment  companies.  Investment  companies 
have  generally  been  represented  as  essentially  vehicles  for  the  man- 
agement of  the  funds  of  the  public  by  those  who  hold  themselves 
out  as  skilled  in  investment.  Usually,  the  management  of  a  cor- 
poration is  vested  in  its  directors  and  officers  who  are  elected  an- 
nually by  its  stockholders  or  their  representatives.  In  the  case  of 
invcbtmeiit  companies,  however,  the  power  of  management  conferred 
on  the  officers  and  directors  by  the  stockholders,  in  a  great  many 
instances,  has  been  "delegated"  by  the  directors  and  officers  to  other 
individuals  or  corporations  (which  may  include  other  investment 
companies)  under  agreements  by  which  such  individuals  or  cor- 
porations are  vested  either  with  power  to  invest  and  reinvest  the 
funds  of  the  investment  comparty  or  with  powder  to  suggest  invest- 
ments subject  to  the  approval  of  the  board  of  directors  or  to  the 
representative  body  of  the  shareholders.^^*  However,  the  sponsors^ 
who  usually  acted  as  managers,  customarily  selected  the  members 
for  the  board  of  directors  so  that  disapproval  of  the  investment 
suggestions  would  be  unlikely.^'^  In  the  instances  where  the  man- 
agers were  selected  by  the  directors  presumably  on  the  basis  of 
expertness,  it  is  also  unlikely  that  the  directors  would  disapprove 
the  managers'  suggestions. 

In  practice,  the  individuals  holding  management  contracts  have 
a  dominating  influence  over  the  assets  and  investment  policies  of  an 
investment  compan}^  so  long  as  the  contract  endures.  Action  by  the 
corporation  or  stockholders  to  terminate  the  contrJlct  before  the  con- 
tractual date  of  its  termination,  in  the  absence  of  nonperformance  or 
willful  malfeasance  upon  the  part  of  the  holders  of  the  contract, 
may  require  the  payment  of  damages  to  such  holder.  These  dam- 
ages, in  the  case  of  a  long-term  contract,  may  be  very  substantial 
and  place  an  undue  burden  upon  the  corporation.  In  other  wordsy 
it  is  difficult  to  displace  the  holder  of  a  management  contract  even 
if  the  performance  of  the  investment  company  has  been  unsuccess- 

2^*  The  abdication  of  the  directors'  function  may  be  of  doubtful  validity.  See  West 
V.  Camden  (1890),  135  U.  S.  507;  Sherman  &  Ellis  v.  Indiana  Mutual  Casualty  Co., 
41  F.  (2d)  588  (C.  C.  A.  7th,  1930).  In  the  Sherman  <&  Ellis  case,  supra,  the  board  of 
directors  of  a  casualty  insurance  company  agreed  to  permit  a  management  company  to 
manage  the  affairs  of  the  casualty  company  for  a  period  of  20  years  and  to  appoint  the 
underwriting  manager  and  "executive  head"  of  the  casualty  company.  The  court  held  the 
contract  unenforceable  as  against  public  policy,  stating: 

If  there  existed  a  conflict  of  opinion  between  the  board  and  appellant  [the  manaee- 
ment  company]  whose  voice  under  this  contract  would  control?  Obviously  appellant's. 
The  length  of  time  during  which  the  agreement  was  to  operate  likewise  indicated  that 
not  only  managerial  powers  were  delegated,  but  the  entire  policy  of  the  casualty 
company's  business  was  to  be  fixed  and  determined  by  appellant.  No  other  conclusion 
can  be  drawn  from  this  agreement  and  the  evidence  than  that  the  casualty  company 
was  to  be  merely  an  instrumentality  through  wliich  appellant  was  tn  conduct  a  general 
casualty  insurance  business  in  the  state  of  Indiann.  The  agreement  which  accom- 
plished this  result  transcends  tlie  spirit  and  theory  upon  which  corporate  franchises 
are  ba~ed  and  is  void. 
23r,  p(,j,  example,  the  sponsor  of  Oils  &  Industries,  Inc.,  who  obtained  a  management  contract 

fnr  10  years  at  the  inception  of  the  company,  also  selected  the  company's  entire  hoard  of 

directors.      (See  Ch.  II  of  this  part  of  the  report,  pp.  94-115.) 
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-fy]  230  'pj-^g  control  of  the  management  contract  holder  can  be  fur- 
ther strengthened  by  provisions  in  the  contract  empowering  the 
manager  to  nominate  several  or  all  of  the  directors  and  officers  of 
the  investment  company,^"^  or  requiring  approval  by  the  manager  of 
the  directors  electee!  by  the  stockholders.-^^ 


238  Thus,  Walter  F.  Stafford,  a  former  president  of  Iroquois  Sliare  Corporation,  testified 
(Public  Examination,  Iroquois  Share  Corporation,  at  14027-8)  : 

Q.  Now  you  can  see,  Mr.  Stafford,  how  vital  the  problem  of  management  contracts 
on  the  part  of  the  stockholder  was,  because  if  the  sponsors  organized  the  trust  and 
gave  themselves  a  fifteen  or  twenty  year  contract ;  it  means  that  the  stockholders 
couldn't  dispose  of  the  investment  trust  unless  they  took  care  of  the  sponsors,  isn't 
that  so? 

A.  That  is  so. 

Q.  And  that  would  be  true  even  if  the  sponsors  *  *  *  didn't  invest  a  nickel 
In  the  investment  trust,  isn't  that  so? 

A.   If  they  had  the  contract,  absolutely. 

Q.  And  the  usual  situation  was  that  the  sponsors  gave  themselves  the  contract  before 
the  public  distribution  of  the  securities  took  place,  isn't  that  so? 

A.  Well  now,  I  can't  speak  for  the  other  trusts. 

Q.  But  that  is  what  happened  here,  isn't  it? 

A.  That  is  so. 

Q.  Well,  do  you  know  what  particular  harm  would  be  done  to  the  investors  if 
provision  was  made  that  no  management  contracts  should  last  more  than  a  year  and 
that  the  renewals  should  be  subject  to  the  approval  of  stockholders  ?  In  this  particular 
case  [Iroquois  Share  Corporation!  Mr.  Stafford  no  matter  what  your  performance  Was 
as  long  as  you  were  honest  the  stockholders  would  have  to  keep  you  there,  isn't  that  so? 

A.  Yes. 

The  difficulties  confronting  stockholders  who  may  attempt  to  eliminate  the  holders  of  a 
management  contract  were  described  as  follows  by  Joseph  Meyer,  Jr.,  who  with  another 
Individual  controlled  Petroleum  Research  Corporation  which  held  a  10-year  management 
contract  with  Oils  &  Industries,  Inc.  (Public  Examination,  Oils  &  Industries,  Inc.,  at 
14147-8)  : 

Q.  No  person  was  going  to  make  a  substantial  investment  in  that  situation  [Oils  & 
Industries,  Inc.]  with  a  management  contract  outstanding  whereby  you  [the  manage- 
ment] were  going  to  get  payments  and  participate  in  the  earning  of  the  trust,  isn't 
that  so? 

A.  Oh,  probably  not. 

Q.  Isn't  that  right? 

A.  Of  course,  that  depends  upon  the  temper  of  the  group. 

Q.  So  that  at  least  in  any  negotiations  which  looked  to  extrication  of  the  stock- 
holders from  their  predicament  involving  a  change  in  management,  your  management 
contracts  at  least  was  an  impediment  to  that  transfer  of  control  or  change  in 
management. 

A.  Certainly  any  group  would  have  to  give  it  serious  consideration. 

Q.  That  is  right  and  this  management  contract  was  signed,  in  force  and  effect  before 
the  units  were  sold  to  the  public.  Now  you  said  to  the  stockholders  "you  will  take  it 
this  way  or  you  can't  come  in"  ? 

A.  Yes  ;  correct. 

Q.  But  if  you  did  come  in,  and  if  the  situation  did  arise  where  it  was  to  the  best 
interests  of  stockholders  that  there  be  a  change  of  management,  they  could  do  nothing 
about  it  if  the  new  interests  desired  to  oust  the  Petroleum  Research  Corporation  unless 
the  new  interests  took  care  of  the  Petroleum  Research  Corporation,  isn't  that  so? 

A.  Still,  of  course,  it  is  like  any  other  contract.  If  the  service  was  not  performed, 
they  could  sue  for  cancellation. 

For  a  detailed  history  of  Oils  &  Industries,  Inc.,  and  the  consequences  to  its  stockholders 
of  the  sale  of  the  management  contract  held  by  its  sponsors  to  an  irresponsible  .<;roup  of 
individuals,  see  Ch.  II,  pp.  94-115,  and  Ch.  IV  of  this  part  of  the  report,  pp.  1298-5. 

23^  See  the  contract  between  J.  &  W.  Seligman  &  Co.  and  Tri-Continental  Corporation, 
discussed  infra,  pp.  1927-32.  The  management  contract  between  the  brokerage  firm  of 
Dominick  &  Dominick  and  National  Bond  &  Share  Corporation  provided  :  "It  is  contem- 
plated that  the  Board  of  Directors  of  the  Corporation  will  consist  only  of  partners  (gen- 
eral and  special)  in  the  firm  (Dominick  &  Dominick)  and  that  its  officers  may  be,  in 
whole  or  in  part,  members  or  employees  of  the  firm"  (Reply  to  the  Commission's  ques- 
tionnaire for  National  Bond  &  Share  Corporation,  Pt.  I).  A  similar  provision  was  con- 
tained in  the  management  contract  which  existed  from  1928  to  19.^-3  between  Goldman, 
Sachs  &  Co.  and  The  Goldman  Sachs  Trading  Corporation  (Public  Examination,  The 
Goldman  Sachs  Trading  Corporation,  Commission's  Exhibit  No.  1654). 

^5  For  example,  an  examination  of  the  replies  to  the  Commission's  questionnaire  for  205 
management  investment  companies  (Pt.  I)  revealed  that  provisions  empowering  the  man- 
agement  contract   holder   to   terminate   the   contract   if  a   director   is   elected  wihout  his 
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Moreover,  from  the  viewpoint  of  the  sponsors  of  investment  com- 
panies, the  management  contract  may  be  more  advantageous  than 
other  control  devices.  Like  voting  trusts,  management  contracts  can 
create  control  without  the  necessity  for  any  financial  stake  in  the 
enterprise  by  the  managers  and  serve  as  a  means  of  discouraging 
others  who  might  attempt  to  acquire  sufficient  voting  stock  to  de- 
pose sponsors  who  have  little  or  no  stock  interest  in  the  investment 
company.^2^  Management  contracts  not  only  can  create  control 
without  the  necessity  for  investment  in  the  enterprise  but  may  even 
insure  revenue  to  the  holder  of  the  contract  irrespective  of  the  per- 
formance of  the  investment  company.  Furthermore,  the  manage- 
ment contract  form  of  control  avoids  the  necessity  for  offering  to  the 
public  non-voting  stocks  or  voting  trust  certificates  which,  in  view 
of  the  obvious  disfranchisement  involved,  may  be  difficult  to  sell. 
In  addition,  the  period  of  duration  and  right  of  renewal  of  such 
contracts,  are  not  at  present  regulated  by  statute.  Finally,  the 
standard  of  conduct  required  of  the  holder  of  the  management  con- 
tract can,  by  provisions  in  the  contract,  be  set  at  a  lower  level  than 
that  which  would  be  required  by  the  courts  of  managing  directors.^*" 

These  contracts  are  usually  drafted  and  accepted  by  the  sponsors 
themselves,  or  by  directors  of  their  own  choosing,  at  the  inception 
of  the  investment  company  and  prior  to  the  issuance  of  the  com- 
pany's securities  to  the  public.  In  other  words,  the  contracts  are 
obtained  in  a  self-dealing  transaction  in  which  no  one  represents 
the  prospective  shareholders  of  the  investment  company.  In  fact, 
the  existence  of  a  management  contract  was  often  not  revealed  to 
the  stockholders  in  the  prospectus  offering  the  investment  company's 
securities  to  the  public  or  in  its  periodic  reports  to  stockholders.^''^ 

Of  205  management  investment  companies  analyzed,  105  had  en- 
tered into  management  contracts  at  some  time  during  the  period 
1927-1935  and  at  December  31,  1935,  management  contracts  existed 
for  68  of  such  investment  companies.     These  management  contracts 


approval  appeared  in  seven  of  68  management  contracts  in  existence  at  December  31,  1935. 
The  contract  between  Goldman,  Sachs  &  Co.  and  The  Goldman  Sachs  Trading  Corporation 
which  was  terminated  in  1933  also  contained  such  a  provision  (Public  Examination,  The 
Goldman  Sachs  Trading  Corporation,  Commission's  Exhibit  No.  1654). 

23!'  See  discussion  of  Tri-Continental  Corporation,   infra,   pp.   1927-31. 

2"  Thus,  directors  of  a  corporation,  as  fiduciaries  of  the  stockholders,  are  liable  to  the 
stockholders  for  negligence.  See  Hun  v.  Gary  (1880),  82  N.  Y.  65,  37  Am.  Rep.  546; 
Kavanaugh  v.  Gould,  223  N.  Y.  103,  119  N.  E.  237  (1918)  ;  O'Connor  v.  First  National 
Investors  Corporation,  163  Va.  908,  177  S.  E.  852  (1935).  However,  those  who  stand  in 
a  contractual  relationship  with  corporations,  such  as  the  holders  of  management  contracts, 
although  they  are  liable  as  fiduciaries  for  wilful  mishandling  of  the  corporate  assets  (Cf. 
Field  V.  Western  Life  Indemnity  Co.,  166  Fed.  607  [N.  D.  111.  1908]  aff'd  sub.  nom. 
Moulton  v.  Field,  179  Fed.  673  [C.  C.  A.  7th  (1910)])  may  be  permitted  by  the  courts  to 
insert  provisions  in  their  agreements  absolving  them  from  liability  for  their  negligence. 
See  Hazzard  v.  Chase  National  Bank,  159  Misc.  57,  287  N.  Y.  Supp.  541  (1936)  ;  Green  v. 
Title  Guarantee  c€  Trust  Company,  223  App.  Div.  12,  227  N.  Y.  Supp.  252  (1928)  ;  Restate- 
ment of  the  Law  of  Trusts  (American  Law  Institute  1935),  Sec.  174  (d)  ;  222.  Hovvpver, 
it  can  be  argued  that  the  confidence  placed  in  the  holders  of  management  contracts  by 
stockholders  and  their  absolute  control  of  the  management  of  the  corporate  assets  may 
result  in  a  refusal  by  the  courts  to  permit  such  individuals  to  contract  for  a  lesser  standard 
of  liability  than  would  be  imposed  on  managing  directors. 

2^  Of  68  investment  companies  which  possessed  management  contracts  at  December  31, 
1935,  22  companies  reported  that  their  management  contracts  had  never  been  formally 
revealed  to  the  stockholders  in  prospectuses  or  annual  reports.  Compare  the  case  of  Fed- 
erated Capital  Corporation  discussed  infra,  pp.  1934-6. 
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provided  for  a  variety  of  management  powers,  duties,  services,  and 
accommodations.  However,  contractual  limitations  with  reference 
to  the  services  to  be  performed  by  the  managers  were  at  times  mini- 
mized by  the  fact  that  persons  ostensibly  employed  to  provide  ad- 
visory investment  services  have  used  loosely  phrased  provisions  as 
bases  upon  which  to  assume  all  of  the  management  functions.  This 
was  particularly  true  where  the  persons  providing  management  also 
served  as  officers  and  directors,  by  reason  of  the  difficulty  of  segre- 
gating their  functions.^^^ 

Of  primarj^  importance  from  the  point  of  view  of  the  control 
afforded  by  management  contracts,  are  the  provisions  relating  to 
their  duration,  renewal,  and  termination.  Obviously,  the  longer  the 
duration  of  such  contracts  the  more  secure  will  be  the  control  ac- 
quired by  the  holders  of  such  contracts.  Management  contracts  of 
43  out  of  68  investment  companies  at  December  31,  1935,  possessed 
specified  periods  of  duration  varying  from  one  to  20  years,  the  usual 
provision  being  10  years.  The  average  duration  of  all  of  the  con- 
tracts was  six  years  and  five  months.  Moreover,  contracts  of  27 
of  these  43  investment  companies  provided  for  automatic  renewal  at 
the  dates  of  their  termination.  Of  these  27  contracts,  15  were  auto- 
matically renewable  for  five-year  periods  and  12  were  renewable 
from  year  to  year.  The  seven  investment  companies  in  this  group 
which  in  form  of  organization  were  Massachusetts  or  business  trusts 
possessed  management  contracts  which  endured  for  the  lives  of  the 
trusts.2« 

Termination  provisions  appeared  in  60  of  the  68  management 
contracts  in  existence  at  December  31,  1935.  Of  these  60  contracts, 
20  provided  that  the  company  or  its  stockholders  had  no  privilege 
to  terminate  at  any  tune  before  the  prescribed  duration  of  such  con- 
tracts or  before  the  renewal  dates  thereof.  And  of  these  20  manage- 
ment contracts,  six  required,  in  addition  to  the  assent  of  directors, 
the  approval  of  the  stockholders  to  prevent  the  automatic  renewal 
of  the  contract  on  the  specified  date  of  its  expiration.  Of  the  40 
management  contracts  which  provided  a  method  of  termination  by 
the  investment  company  prior  to  the  contractual  date  of  expiration, 
eight  required  the  concurrence  of  a  majority  or  more  of  the  stock- 
holders. Although  the  remaining  32  contracts  required  only  the 
vote  of  the  directors  for  a  termination  of  the  contract  at  any  time, 
such  provisions  may  not  have  been  of  particular  effectiveness  to  the 
investment  company  since  quite  commonly  the  holder  of  the  man- 
agement contract  had  played  an  important  part  in  the  selection  of 
the  directors.  Contract  provisions  permitting  a  prescribed  number 
of  stockholders  to  terminate  the  management  contract  normally 
would  be  of  little  practical  value  to  stockholders  seeking  to  depose 

2^2  Three  investment  companies  with  management  contracts  at  December  31,  1935,  pos- 
sessed assistant  managers,  while  the  managers  of  three  other  investment  companies  also 
acted  as  depositaries.  None  of  the  68  contracts  in  effect  at  December  31,  1935,  called  for 
the  exclusive  services  of  the  managers,  while  three  managers  were  expresslj-  permitted  to 
provide  like  services  to  others.  Only  21  management- contracts  contained  a  provision  as  to 
retention  of  control  of  management  by  the  board  of  directors,  and  only  16  gave  directors 
authority  to  require  reports  on  the  affairs  of  the  investment  company  being  managed. 

2«  Usually  the  indenture  creating  the  Massachusetts  or  business  trust  form  of  investment 
company  provided  that  the  trust  was  to  endure  for  the  lives  of  the  trustees  and  21  years 
thereafter. 
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the  holder  of  the  management  contract.  Ordmarily  only  a  com- 
paratively wealthy  stockholder  would  be  able  to  afford  to  organize 
and  obtain  the  vote  of  the  required  number  of  stockholders  for  the 
termination  of  the  contract.-** 

The  compensation  to  the  managers  provided  for  in  the  manage- 
ment contracts  usually  was  fixed  to  produce  revenue  to  such  managers 
irrespective  of  the  success  or  nonsuccess  of  their  management.  The 
majority  of  management  contracts  provided  for  fixed  compensation 
irrespective  of  performance.  Usually,  brokers  who  held  manage- 
ment contracts  received  the  brokerage  business  of  the  investment 
company  in  addition  to  the  prescribed  fee  for  management.  A 
stated  percentage  of  the  assets  of  the  investment  company,  normally 
one-half  of  1%,  was  ordinarily  fixed  as  the  annual  compensation 
for  management.  In  some  cases  a  percentage  of  earnings  was  the 
basis  of  compensation,  while  other  contracts  provided  for  a  fixed 
sum  as  compensation.^*'  Of  the  68  investment  companies  having 
management  contracts  in  existence  at  December  31,  1935,  37  com- 
puted compensation  on  a  percentage  of  assets,  11  computed  com- 
pensation on  a  percentage  of  earnings  ranging  from  6%  to  25% 
of  earnings  and  averaging  13^/2%  of  earnings,  while  9  fixed  a  stated 
sum,  usually  in  the  neighborhood  of  $20,000  a  year,  as  compensation. 
The  definition  of  "assets"  rested  largely  with  the  sponsors  who 
drafted  the  management  contracts.  In  one  case  ^^^  assets  was  de- 
fined to  include  borrowed  funds  so  that  the  manager  had  an  incen- 
tive not  only  to  increase  "assets"  by  borrowing  but  also  to  speculate 
with  borrowed  funds  in  the  hope  of  increasing  "assets." 

In  two  cases  as  at  December  31,  1935,  management  was  compen- 
sated solely  by  the  issuance  of  option  warrants  to  purchase  the 
common  stock  of  the  investment  companies  involved.^*'^  The  desira- 
bility of  this  method  of  management  compensation  may  be  ques- 

-■'For  example,  from  1928  to  April  1933,  Goldman,  Sachs  &  Co.,  which  held  only  4%  of 
the  voting  stock  of  The  Goldman  Sachs  Trading  Corporation,  was  in  control  of  that  cor- 
poration by  virtue  of  a  management  contract  under  the  terms  of  which  all  of  the  partners 
of  the  firm  had  become  directors  of  the  investment  company  and  which  also  empowered  the 
firm  to  resign  as  manager  if  it  did  not  approve  of  directors  by  the  stockholders.  The 
management  contract  provided  that  it  could  be  terminated  at  any  time  on  the  vote  of  a 
majority  of  the  investment  company's  stockholders.  From  1929  to  1933  the  assets  of  The 
Goldman  Sachs  Trading  Corporation  declined  from  a  market  value  of  approximately  $326,- 
000,000  in  1929  to  approximately  $32,000,000  in  1933.  Despite  the  performance  of  the 
company  in  this  period,  no  stockholders  made  any  organized  attempt  to  terminate  the  man- 
agement of  the  company  by  Goldman,  Sachs  &  Co.  However,  by  April  1933,  Atlas  Corpora- 
tion had  acquired  in  the  market  and  from  large  holders  40%  of  the  voting  stock  of  The 
Goldman  Sachs  Trading  Corporation  and  possessed  the  financial  means  to  continue  its 
purchases  until  it  had  acquired  a  majority  of  such  stock.  In  April  of  1933,  Goldman,  Sachs 
&  Co.  agreed  to  terminate  their  management  contract  and  to  turn  over  the  management  of 
The  Goldman  Sachs  Trading  Corporation  to  Atlas  Corporation  as  the  holder  of  the  largest 
single  block  of  the  stock  of  The  Goldman  Sachs  Trading  Corporation.  At  a  stockholders' 
meeting  held  in  April  1933,  the  resignation  of  Goldman,  Sachs  &  Co.  as  managers  of  The 
Goldman  Sachs  Trading  Corporation  and  the  election  of  nominees  of  Atlas  Corporation  to 
the  board  of  directors  of  The  Goldman  Sachs  Trading  Corporation  was  approved  (Public 
Examination,  Atlas  Corporation,  Commission's  Exhibit  No.  2001). 

245  Of  the  105  investment  companies  .possessing  management  contracts  at  some  time  during 
the  1927-1935  period,  46  computed  compensation  as  a  percentage  of  assets,  17  computed 
compensation  as  a  percentage  of  earnings,  and  13  employed  a  stated  sum. 

24«  Federated  Capital  Corporation.     See  Ch.  IV  of  this  part  of  the  report,  pp.  1278-1303. 

^"  Of  the  105  management  contracts  in  existence  for  investment  companies  at  some  time 
from  1927  to  1935,  6  provided  for  compensation  in  the  form  of  option  warrants. 
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tioned.  In  the  first  place,  option  warrants  in  themselves  are  a  device 
for  control/*^  and  if  the  company  were  misuccessful,  the  warrants 
were  salable  to  others  who  desired  control  for  purposes  perhaps  in- 
imical to  the  interests  of  stockholders.^*^  Second,  the  tendency  will 
be  for  the  manager  to  "watch  the  market"  in  the  stock  of  the  invest- 
ment company  and  to  sell  his  warrants  as  early  as  possible  at  a 
profit.^^°  Thp  result  may  be  that  the  investment  company  will  be 
managed  by  individuals  with  no  further  pecuniary  interest  in  its 
success.^^^  Third,  the  exercise  of  the  warrants  might  involve  a  dilu- 
tion of  the  equity  of  the  stockholders  to  an  extent  which  cannot  be 
estimated  at  the  date  of  the  contract.  As  a  consequence  the  exact 
amount  of  compensation  which  their  managers  might  derive  at  their 
expense  cannot  be  accurately  forecast  by  the  stockholders  and,  being 

2«  See  supra,  pp.   1895-9. 

248  For  instances  of  the.  purchase  of  Avarrants  by  individuals  or  corporations  who  desired 
control  for  reasons  possibly  opposed  to  the  interests  of  stockholders,  see  Ch.  IV  of  this  part 
of  the  repor^t. 

^o  Public  Examination,  Yosemite  Holding  Corporation,  at  1436. 

2S1  For  example,  Hayden,  Stone  &  Co.  and  Hallgarten  &  Co.,  on  the  formation  of  Haygart 
Corporation  in  1929,  received  option  warrants  as  advance  and  permanent  compensation  for 
their  management  of  the  investment  company.  Within  a  year  the  sponsors  sold  their  options 
for  a  profit  of  $2,800,000,  and  at  the  close  of  approximately  one  year  of  operation  of  the 
investment  company  caused  it  to  be  merged  with  The  Adams  Express  Company  (Public 
Examination,  The  Adams  Express  Company,  at  6878-84,  6912-3  and  Commission's  Exhibit 
No.  638).  Thus,  as  testified  by  Steele  Mitchell,  of  Hayden,  Stone  &  Co.,  the  management 
of  Haygart  Corporation  had  received  a  large  profit  before  "the  actual  work  had  been  done" 
(id.,  at  6924-5).  Similarly,  the  original  sponsors  of  Chain  Store  Stocks,  Inc.,  E.  Naumberg 
&  Co.,  F.  S.  Smithers  &  Co.,  and  Shields  &  Co.  received  option  warrants  as  permanent  com- 
pensation for  management.  Within  a  year,  E.  Naumberg  &  Co.  and  F.  S.  Smithers  &  Co., 
who  had  sold  the  securities  of  Chain  Store  Stocks,  Inc.,  to  their  customers,  who  presumably 
relied  upon  the  permanence  of  connection  of  these  firms  with  the  management  of  the  cor- 
poration, sold  their  option  warrants  to  Shields  &  Co.  at  a  profit  of  $300,000  and  severed  their 
connections  with  the  corporation.  Paul  V.  Shields,  of  Shields  &  Co.,  testified  with  resrect 
to  the  propriety  of  warrants  as  management  compensation  (Public  Examination,  Chain 
Store  Stocks,  Inc.,  at  15614,  et  seq.)  : 

Q.  The  option  warrants  were  to  constitute  compensation  to  the  management.  There 
was  no  management  agreement? 

******* 
A.  That  is  right. 

Q.  Now  the  option  warrant  to  purchase  stock  at  the  issue  price  for  a  period  of  five 
years  has  a  fairly  substantial  value.     A  warrant  like  that  is  worth  anywhere  from  $5 
to  $10  if  there  is 'any  success  in  the  company  ;  isn't  that  right? 
A.  That  is  what  we  hoped. 

Q.  Now  just  one  thought  about  that,  Mr.  Shields ;  there  was  no  formal  agreement 
requiring  the  sponsor     *     *     *     to  retain  their  warrants  as  long  as  they  were  with 
the  investment  trust,  was  there? 
A.  No ;  there  was  no  agreement. 
Q.   So  that  there  was  no  legal     *      *      *. 

A.  That  is  ritrht,  no  written  agreement.  There  was  a  definite  understanding,  natu- 
rally, that  that  was  compensation  for  their  contribution  to  the  management. 

Q.  But  there  was  no  legal  disability  or  contractual  disability  on  the  part  of  any  of 
these  sponsors  from  taking  and  selling  their  warrants  the  very  next  day. 
A.  No  ;  that  is  right. 

Q.   So  that  the  situation  was  that  the  compensation  which  was  supposed  to  cover  the 
management's  services  rendered  throughout  at  least  the  entire  period  these  people  were 
to  be  associated  with  the  investment  trust  could  have  been  disposed  of  the  following  day. 
A.  That  is  right.  ,  .         ^-^         -u 

Q.  Which  would  have  left  the  investment  trust  in  this  position:   that  these  people 
h.id  received  their  full  compensation  from  the  management  the  next  day  by  selling  the 
warrants  and  therefore  they  would  have  no  pecuniary  interest  in  the  success  or  man- 
agement of  the  investment  trust ;  isn't  that  so? 
A.  That  is  right. 

*  «  *  *  *  *  •       _ 

Q.  *  *  *  Do  you  think,  looking  back  in  retrospect,  Mr.  Shields,  that  that  is 
the  best  way  of  compensating  management  of  an  investment  trust,  namely,  through 
the  issuance  of  option  warrants  and  manaaement  stock? 

A.  No  ;  it  was  fashionable  then,  that  was  a  sort  of  smart  thing  to  do,  but  as  it  works 
cut  there  is  no  question  it  is  not  the  sound  thing  to  do. 
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dependent  upon  market  quotations,  may  far  outstrip  asset  value  as  a 
measure  of  performance.^^^ 

Responsibilities  commensurate  with  the  control  and  emoluments 
which  are  derived  by  management  contracts  were  rarely  assumed  by 
the  holders  of  such  contracts.  Provisions  exculpating  the  manage- 
ment contract  holder  from  all  liability  to  the  corporation  and  iU 
stockholders  other  than  for  wilful  malfeasance  or  bad  faith  appeared 
in  22  of  the  68  management  contracts  in  existence  at  the  end  of  lOSS.^^-'^ 
Further,  provisions  in  the  management  contracts  frequently  permitted 
the  managers  to  deal  personally  as  principals  with  the  investment 
companies  by  purchasing  from  or  selling  securities  to  the  investment 
companies.  Of  the  68  management  contracts  in  existence  at  the  end 
of  1935,  11  contained  such  provisions.  Usually  the  contract  provided 
that  the  manager  was  permitted  to  deal  with  the  investment  company 
without  any  accountability  whatsoever  to  stockholders  for  profits  or 
losses  resulting  from  such  transaction  if  such  transaction  was  "reason- 
able" and  considered  fair  by  the  directors.^^*  In  the  frequent  cases 
where  the  directors  had  been  selected  by  the  management  contract 
liolder  or  were  otherwise  friendly  to  him,  no  independent  judgment  as 


2»2  On  this  aspect  of  management  compensation  by  means  of  option  warrants,  Paul  V. 
Shields,  a  director  of  Chain  Store  Stocks,  Inc.,  which  issued  option  wan-ants  as  compensa- 
tion to  management,  testified  (Public  Examination,  Chain  Store:  Stocks,  Inc.,  at  15618, 
•et  seq.)  : 

Q.  Suppose  the  trust  is  very  successful  and  the  asset  value  of  the  stoclv  approached 
$50  to  $100.  Then  the  sponsor  by  exercising  their  option  warrants  would  only  have 
to  contribute  $37.50  [the  exercise  price  of  the  warrants  of  Chain  Store  Stocks,  Inc., 
held  by  its  managers]  and  immediately  their  stock  was  worth  one-third  of  the  difEer- 
ence  between  $37.50  and  $100  ;  isn't  that  so? 

A.  That  is  right. 

Q.  But  that  would  come  out  of  the  funds  of  the  stockholders  ;  isn't  that  so? 

A.  Yes. 

Q.  So  that  a  stockholder  could  never  know  in  a  company  where  the  form  of  com- 
pensation was  option  warrants  what  his  management  was  going  to  cost  him ;  isn't 
that  so? 

A.  Well,  of  course,  opposing  that  is  thnt  the  s'^ockholders  benefit  by  the  rise  in 
value  theoretically  due  to  management,  so  that     *     *     *. 

Q.  I  understand  that,  Mr.  Shields,  but  you  take  the  circumstance  where  the  asset 
value  goes  up  to  $100.  You  exercise  your  option  warrants  and  you  get  a  stock  which 
has  a  greater  asset  value   and  then  you  sell  your  stock ;  isn't  that  so  ? 

A.  That  is  right. 

Q.  And  then  after  that,  if  the  manngenn  nt  was  unsuccessful,  and  the  price  declined, 
you  didn't  have  to  contribute  back  the  difference  that  the  trust  lost  by  virtue  of  the 
decline? 

A.  No. 

Q.  You  say  you're  clear  in  your  own  mind  that  you  think  that  this  in  an  undesirable 
way  of  compensating  management,  looking  back  in  retrospect  ? 

A.  Yes  ;  I  think  it  is  one  of  the  undesirable  ways,  I  don't  know  whether  I  can  offer  a 
desirable  way,  but  I  don't  think  this  is  good. 

^53  See  note  240,  supra.     Typical  exculpatory  provisions  Were  as  follows  : 

We  shall  expect  of  you  [the  managers]  your  best  judgment  in  rendering  these 
services  to  us  [the  investment  company]  and  we  agree  as  an  inducement  to  your 
undertaking  the  same  that  you  shall  not  ha  liable  hereunder  for  any  mistake  of 
.judgment  or  in  any  other  way  whatsoever  except  for  lack  of  good  faith. 

Neither  the  management  company  nor  any  of  its  directors,  officers,  agents  or 
employees  shall  be  personally  liable  or  accountable  to  the  Fund  or  its  stockholders  for 
errors  of  judgment  in  connection  with  purchases,  holdings,  or  sale  of  securities  'u- 
otherwise  in  managing  the  investment  of  the  assets  of  the  fund  or  rendering  any 
services  to  the  fund,  or  for  any  loss  arising  out  of  any  investment  or  other  transaction 
or  for  act  or  omission  to  act  p-^rformod  or  omitted  by  the  management  company  or 
any  of  its  employees  or  for  anything  whatsoever  except  for  its  own  individual  wilful 
misfeasance. 

^2"  A  typical  provision  of  this  character  is  as  follows  : 

Neither  the  firm  [the  managers]  nor  any  member  or  employee  thereof  shall  be 
liable  to  the  corporation  or  any  stockholder  or  creditor  thereof  or  to  any  other  person 
by  reason  of  such  contract  or  transaction  [between  the  manager  and  the  investment 
company]  or  for  any  loss  occurring  therefrom,  provided  that  such  contract  or  trans- 
action shall,  at  the  time  at  which  it  M'as  entered  into,  have  been  a  reasonable  one  to 
have  been  entered  into,  and  shall  have  been  on  terms  that  at  the  time  were  deemed 
fair  b.v  the  Board  of  Directors  of  the  corporation. 
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to  the  reasonableness  and  fairness  of  a  self-dealing  transaction  from 
the  viewpoint  of  the  stockholders  was  obtainable. 

The  "control"  vahie  of  management  contracts  may  be  ilkistrated  by 
the  cases  of  the  Calvin  Bullock  and  Tri-Continental  Corporation 
groups  of  investment  companies,  Iroquois,  Share  Corporation,  and 
Federated  Capital  Corporation,  which  are  discussed  below, 

a,  Calvin  Bullock  Group 

The  Calvin  Bullock  group  illustrated  the  ease  with  which  invest- 
ment companies  can  be  controlled  through  management  contracts  by 
individuals  who  have  no  substantial  investment  in  any  of  the  com- 
panies. Calvin  Bullock,  a  New  York  joint  stock  association  which 
was  primarily  a  selling  organization,  acted  as  promoter,  underwriter, 
distributor,  and  manager  of  12  management  investment  companies. 
The  greatest  source  of  revenue  of  Calvin  Bullock  from  its  distributing 
contracts  was  due  largely  to  the  public  demand  for  the  different  types 
of  shares  of  investment  companies  that  Calvin  Bullock  organized 
and  sponsored.""^  Although  recently  management  has  been  receiv- 
ing greater  emphasis  as  a  source  of  income,  distribution  is  still  of 
primary  importance  to  the  Bullock  organization  if  it  is  to  continue 
on  its  present  scale  of  operation.^^" 

In  no  instance  did  Calvin  Bullock  hold  actual  or  working  voting 
control  of  any  of  the  companies  in  its  group.^^^  Control  by  Calvin 
Bullock  was  exercised  and  maintained  through  common  and  inter- 
locking boards  of  directors,  through  management  contracts,  and 
through  control  of  proxy  machinery.  At  the  year-end  1935,  Calvin 
Bullock  held  management  contracts  with  all  the  investment  companies 
of  the  group.  All  of  these  contracts  were  entered  into  at  the  time  the 
companies  were  organized,  with  the  exception  of  the  contracts  with 
Dividend  Shares,  Inc.,  and  Nation-Wide  Securities  Company .^^^ 

Calvin  Bullock  management  contracts  were  of  three  types.  One 
type  used  in  the  case  of  International  Superpower  Corporation  and 
Carriers  and  General  Corporation,  was  for  the  management  of  closed- 
end  investment  companies  specializing  in  certain  types  of  investment. 
The  management  fee  in  both  of  these  cases  equaled  one-half  of  1% 

=55  See  Ch.  Ill  of  this  part  of  the  report,  pp.  829-32. 

259  Public  Examination.  Calvin  Bullock  Trusts,  at  4222-3.  At  the  year-end  1935,  there 
were  six  management  companies  in  the  Calvin  Bullock  group,  as  follows  (replies  to  Com- 
mission's questionnaires  for  the  respective  companies,  Pt.  I)  : 

Name  of  company  :  Date  of  org'tniisaUon 

Carriers  and  General  Corporation Aug.     6,     1929 

Dividend    Shares,    Inc July    23,    1932 

Bullock   Fund.    Ltd Jan.    26,    1932 

Nation-Wide  Securities  Co.  (Maryland) June    8,     1932 

Canadian  Investment  Fund.  Ltd Nov.    16,    1932 

United  States  Electric  Light  &  Power  Shares,  Inc :._  June    8,     1932 

It  will  be  observed  that  all  of  these  companies,  with  the  exception  of  Carriers  and 
General  Corporation,  were  organized  in  1932  and  were  of  the  open-end  variety.  Bullock 
Fund,  Ltd.,  represented  a  consolidation  of  Bullock  Fund,  Ltd.  (a  predecessor  corporation), 
and  International  Superpower  Corporation,  organized  September  27,  1928  (Replies  to 
Commission's  questionnaire  for  the  resrective  companies,  Pt.  I). 

^'  Replies  to  the  Commission's  questionnaire  for  the  respective  companies,  Pt.  V.  Such 
management  agreements  as  may  have  been  executed  by  United  States  Electric  Light  & 
Power  Shares,  Inc.,  were  not  supplied  to  this  Commission,  and  hence  the  affairs  of  this 
company  have  been  eliminated  from  the  following  discussion. 

2*  Replies  to  the  Commission's  questionnaire  for  the  respective  companies,  Pt.  I. 
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of  the  average  net  worth  of  the  corporation  per  annum,  and  these 
contracts  were  made  for  definite  periods  of  10  years  each.  The  Inter- 
national Superpower  Corporation  contract  provided  as  follows  with 
respect  to  the  functions  of  Calvin  Bullock  as  manager :  ^^^ 

It  is  understood  that  you  are  to  have  complete  and  exclusive  authority  to 
develop  and  handle  for  us  any  business  of  this  type  which  you  may  consider 
advantageous  for  us,  provided,  however,  that  the  final  decision  with  respect  to 
the  purchase  or  sale  of  any  security  or  the  conclusion  of  any  other  transaction 
shall  rest  with  our  Board  of  Directors,  except  to  the  extent  that  our  Board  may 
specifically  from  time  to  time  delegate  authority  in  this  respect  to  you.  You  will 
attend  to  such  clerical  and  accounting  v^^ork  for  us  as  we  may  specify  and  also 
furnish  us  with  such  statistical  information  with  respect  to  the  securities  which 
we  may  hold  or  contemplate  purchasing  as  we  may  request. 

In  consideration  of  your  services  hereunder,  you  will  receive  a  quarterly  fee 
of  one-eighth  of  one  percent  (%  of  1%)  of  the  average  net  worth  of  the  corpora- 
tion during  the  preceding  quarter,  such  fee  to  be  paid  on  the  1st  days  of  February, 
May,  August,  and  November  in  each  year. 

This  Agreement  shall  continue  in  effect  for  a  period  of  ten  (10)  years  from  the 
date  hereof. 

The  second  type  of  contract  used  by  Calvin  Bullock  was  employed 
in  all  of  the  open-end  investment  companies  organized  by  this  firm  in 
1932,  with  the  exception  of  Canadian  Investment  Fund,  Ltd.  These 
contracts  carried  fees  of  one-fourth  of  1%  per  annum  of  net  assets, 
computed  quarterly,  except  Dividend  Shares,  Inc.,  which  was  at 
the  rate  of  one-half  of  1%  per  annum  of  net  assets.  These  contracts 
were  for  definite  terms  from  one  to  five  years,  and  then  were  auto- 
matically renewable  on  a  yearly  basis. 

The  third  type  of  management  contract,  the  sole  example  of  which 
was  the  contract  of  Canadian  Investment  Fund,  Ltd.,  differed  from 
the  second  type  in  that  the  fee  was  computed  on  income  rather  than 
on  assets.  From  the  operations  of  Canadian  Investment  Fund.  Ltd., 
Calvin  Bullock  was  to  receive  an  annual  fee  of  Yi/2%  of  the  adjusted 
net  profits  of  the  corporation.^^" 

The  total  net  assets  possessed  by  the  management  investment  com- 
panies in  the  Calvin  Bullock  group  amounted  to  in  excess  of  $45,000,- 
000  at  December  31,  1935,  at  which  time  the  stock  holding  of  Calvin 
Bullock  and  associates  represented  approximately  $120,000  thereof.^^^ 
Total  gross  management  income  received  by  Calvin  Bullock  from  the 
various  management  companies  aggregated  $565,000  for  the  period 
1928  to  1935,  inclusive.-^'    In  the  year  1935,  Calvin  Bullock  received 

2™  Reply  to  the  Commission's  questionnaire  for  International  Superpower  Corporation, 
Pt.  I. 

2M  Adjusted  net  profits  were  defined  to  mean  all  income,  including  realized  profits,  after 
expenses,  including  income  taxes,  management  compensation  and  directors'  compensation, 
and  after  the  deduction  of  unrealized  depreciation  (Reply  to  Commission's  questionnaire 
for  Canadian  Investment  Fund,  Ltd.,  Pt.  I).  It  should  be  pointed  out  that  the  hy-laws  for 
Canadian  Investment  Fund,  Ltd.,  required  that  a  sum  equal  to  the  amount  payable  u^idcr 
the  management  contract,  based  on  adjusted  net  profits,  be  paid  to  those  members  of  the 
board  of  directors  who  were  not  afliliated  with  Calvin  Bullock.  In  addition,  the  original 
management  contract  provided  that  compensation  of  outside  directors  should  not  be  less 
than  a  minimum  of  $1,200  to  each  director  annually  (ibid.). 

2«  Op.  cit.  supra,  note  258,  Pts.  II,  IV,  and  V. 

"•^Public  Examination,  Calvin  Bullock  Trusts,  at  3757.  From  the  point  of  view  of  the 
Investor,  the  payment  of  management  fees,  covering  only  certain  items  of  expense  may  be 
confusing.     The  prospectus  of  Dividend  Shares,  Inc.,  for  instance,  stated  that  the  manage- 
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total  gross  income  from  management  amounting  to  approximately 
$151,000  and  expended  $125,000^  as  the  cost  of  managing,  showing  a 
net  profit  of  $26,000  for  the  year.  However,  of  the  $125,000  of  ex- 
pense, over  50%  was  accounted  for  by  salaries. -'^^  The  management 
expenses  were  not  allocated  to  individual  trusts,  the  management  fees 
being  placed  into  the  "general  pot."  ^^* 

The  management  contracts  between  Calvin  Bullock  and  the  various 
companies  of  the  group  apparently  constituted  an  effective  means  of 
control.  In  this  connection,  Calvin  Bullock,  in  addition  to  being  the 
investment  manager,  was  also  the  sponsor,  and  the  distributor  of  the 
security  issues  of  these  investment  companies.  The  mechanics  en- 
ployed  by  Calvin  Bullock,  as  the  original  sponsor,  was  to  elect  repre- 
sentatives of  Calvin  Bullock  to  the  board  of  directors,-*^^  which  in 
turn  would  appoint  Calvin  Bullock  as  distributing  agent  and  enter 
into  the  management  contract  with  Calvin  Bullock.  Thus,  the  invest- 
ment companies  commenced  operations  under  the  control  of  Calvin 
Bullock  which  firm  was  in  a  position  to  perpetuate  its  position 
through  control  of  the  proxy  machinery  and  through  the  manage- 
ment contracts. 

b.  Tri-Continental  Corporation 

The  case  of  Tri-Continental  Corporation  illustrates  the  effective- 
ness of  management  contracts,  not  only  to  perpetuate  a  dominant 
influence  in  that  investment  company,  but  also  as  a  means  of  pyra- 
miding control  of  several  investment  companies  without  the  necessity 
of  any  substantial  stock  ownership  either  in  the  parent  or  the  subsid- 
iary companies.  On  January  1,  1930.  Tri-Continental  Corporation 
was  incorporated  under  the  laws  of  Maryland,  as  a  consolidation  of 
a  former  Tri-Continental  Corporation  and  Tri-Contiijental  Allied 
Company,  Inc.,  both  organized  successively  in  1929  by  J.  &  W.  Selig- 
man  &  Co..  New  York  investment  bankers.-^^  At  the  time  of  con- 
solidation, the  combined  assets  of  the  new  Tri-Continental  Corpora- 
tion amounted  to  $75,302,000.-*^'     The  new  Tri-Continental  Corpora- 

ment  fee  was  to  be  one-half  of  1%  of  net  assets  per  annum,  computed  quarterly  (Reply  to 
Commission's  questionnaire  for  Dividend  Shares,  Inc.,  Pt.  I).  The  impression  of  the  In- 
vestor may  have  been  that  this  fee.  if  it  did  not  cover  all  the  expenses  of  the  corporation, 
at  least  covered  the  major  part.  In  reality,  in  the  years  19.34  and  1935  for  example,  the 
total  operating  expen.ses  of  Dividend  Shares,  Inc.,  amounted  to  18.5%  of  total  ordinary 
income,  of  which  management  fees  represented  7.8%  and  other  expenses,  10.7%  (id.,  Pt. 
II).  This  general  ratio  is  also  found  in  other  companies,  so  that  actual  operating  expenses, 
other  than  management  fees,  were  at  least  1%  to  213  times  as  great  as  the  management 
fees  (Replies  to  the  Commission's  questionnaire  for  the  respective  companies,  Pt.  II). 
These  various  companies  did  not  pay  fees  or  salaries  to  the  officers  and  directors  of  Calvin 
Bullock.     They  were  presumably  covered  by  the  management  fees  paid  to  Calvin  Bullock. 

=«  Public  Examination,  Calvin  Bullock  Trusts,  at  3767. 

«^  Id.,  at  3772. 

2^  Calvin  Bullock  controlled  the  entire  boards  of  directors  in  all  companies  in  the  group 
except  Carriers  and  General  Corporation  and  Canadian  Investment  Fund.  Ltd. 

^■■^  Summary  statement  filed  with  the  Commission  for  Tri-Continental  Corporation  and 
Tri-Continental  Allied  Company,  Inc. 

='■  Public  Examination,  Tri-Continental  Corporation,  at  18551.  Additional  mergers  were 
effected  with  Wedgewood  Investing  Corporation  in  February  1931,  with  Investors  Equity 
Company.  Inc..  in  May  1932,  and  with  Graymur  Corporation  in  January  1933.  In  this 
way  Tri-Continental  Corporation  sought  to  counteract  the  declining  market  value  of  its 
portfolio  (Reply  to  the  Commission's  questionnaire  for  Tri-Continental  Corporation,  Pt.  I). 
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tion  was  managed  by  J.  &  W.  Seligman  &  Co.,  who  did  not  have 
controlling  stock  ownership  in  the  company.=^*^^ 

A  mftiiagement  contract  between  J.  &  W.  Seligman  &  Co.  and 
Tri-Continental  Corporation  was  not  executed  until  October  9,  1931, 
or  two  years  after  the  formation  of  the  consolidated  corporation. 
This  contract  was  apparently  merely  written  evidence  of  the  relation- 
ship which  had  always  existed  between  the  corporation  and  its  broker 
sponsor.2«»  Earle  Bailie,  chairman  of  the  board  of  directors  of  Tri- 
Connnental  Corporation,  when  examined  as  to  the  considerations 
which  motivated  the  reduction  of  this  relationship  to  a  written  man- 
agement contract  testified :  ^'° 

Q  *  *  *  -^hy  was  the  first  management  contract  between  Tri-Continental 
and  Seligman  initiated  two  years  after  the  corporations  were  started?  That 
was  in  1931,  wasn't  it? 

A.  Yes.  The  reason  was,  at  that  time,  as  you  will  remember  from  looking  at 
the  market  prices  of  the  securities  and  as  you  will  remember  from  the  general 
market  conditions,  investment  company  equity  securities  were  selling  at  very 
low  prices,  and  there  were  several  groups  of  capitalists  or  investors,  describe 
them  as  you  will,  who  were  busily  acquiring  the  equity  securities  of  investment 
companies  in  order  to  take  over  their  managements  and  in  order  to  build  up 
other  companies.  With  the  interest  we  had  in  Tri  Continental  because  of  our 
sponsorship  and  with  the  feeling  of  responsibility  we  had,  we  wished  to  ask  the 
stockholders  whether  or  not  they  wanted  to  have  a  definite  managemen.t  con- 
tract with  us,  which  would  prevent  that  happening  to  the  Tri-Continental.  We 
submitted  the  management  contract  and  it  was  approved. 

Under  this  contract,  the  sponsor  was  to  "supervise  and  assi- 1  in  the 
management  and  usual  business  affairs  of  the  corporation"  and  Avas 
to  "nominate  and  provide"  at  lease  six  persons  to  serve  as  directors 
and  members  of  the  executive  committee  of  Tri-Continental  Corpora- 
tion. Of  these  six  persons  (out  of  a  board  numbering  16  at  Decem- 
ber 31,  1935)  at  least  three  were  to  be  members  of  the  firm  of  J.  &.  W. 
Seligman  &  Co.,  and  of  these  three,  one  was  to  serve  as  chairman  of 
the  board  of  directors  and  as  president  of  Tri-Continental  Corporation 
and  the  other  two  were  to  serve  as  vice  presidents  of  the  investment 
company.  In  return  Tri-Continental  Corporation  was  required  to  use 
J.  &  W.  Seligman  &  Co.  as  its  broker  at  the  customary  and  usual 
charges  and  to  use  its  best  efforts  to  cause  "any  and  all  other  corpora- 
tions owned,  controlled,  and  managed  by  it"  to  use  J.  &  W.  Seligman 
&  Co.  as  their  broker.^^^ 

The  management  contract  was  not  terminable  by  either  J.  &  W. 
Seligman  &  Co.  or  Tri-Continejital  Corporation  without  the  consent 

^'SAt  December  31,  1935,  affiliated  interests  owned  less  than  7%  of  tlie  voting  .■^tock  of 
Tri-Continental  Corporation.  (See  Ft.  Two  [House  Doc.  No.  70,  76th  Cong.]  Ch.  V,  p 
422.) 

^i^  Public  Examination,  Tri-Continental  Corporation,  at  18647-52  and  Commission's 
Exhibit  No.  2084. 

2™  Id.,  at  18645-6. 

"1  Id.,  Commission's  Exhibit  No.  2084.  An  additional  safeguard  was  inaugurated  in  con- 
,1unction  with  the  written  management  contract  in  order  to  restrict  the  possibilities  of 
Ihe  management  losing  its  control  (id.,  at  18646-7).  This  was,  in  brief,  a  reclassification 
of  the  board  of  directors  from  one  which  had  been  elected  annually  into  a  board  of  directors 
consisting  of  five  groups,  one-fifth  of  which  was  to  retire  at  each  annual  meeting  with  suc- 
elected  at  that  time.      (See  supra,  p.  1882.) 
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of  the  other  party  prior  to  January  1,  1934.  After  that  date  either 
party  could  cancel  the  contract  on  90  days'  notice— such  action  by 
Tri-Continental  Corporation  to  be  pursuant  to  a  majority  vote  of 
those  directors  not  nominated  by  J.  &  W.  Seligman  &  Co.  and  ap- 
proved by  an  affirmative  vote  of  the  holders  of  a  majority  of  the 
shares  of  each  class  of  stock,  at  a  special  meeting  of  the  stockholders 
called  for  the  purpose.  Unless  the  agreement  was  terminated  by 
notice  of  cancelation  from  J.  &  W.  Seligman  &  Co.  or  Tri-Conti- 
nental Corporation,  it  was  to  continue  in  force  until  December  31,. 
1947.  Thereafter  the  agreement  was  to  be  automatically  renewed  for 
five-year  periods,  subject  to  six  months'  notice  of  termination.-'- 

This  management  contract  had  a  definite  control  value  to  J.  &  W. 
Seligman  &  Co.^^^  despite  the  fact  that  the  latter  was  not  receiving 
any  supervisory  or  management  fees  other  than  brokerage  commis- 
sions.-'^ By  providing  six  members  of  the  board  of  directors  and  the 
executive  committee,  and  three  of  the  principal  officers  of  the  invest- 
ment company,  J.  &  W.  Seligman  &  Co.,  virtually  without  any  stock 
ownership,  had  in  effect  a  substantial  voice  in  the  management  of 
Tri-Continental  Corporation  and,  therefore,  of  its  various  subsidiaries 
and  affiliates. 

During  the  period  1931  to  1935,  inclusive,  Tri-Continental  Corpora- 
tion acquired  control  over  several  investment  companies,  one  invest- 
ment management  company,  and  one  fire  insurance  company.  This 
control  was  also  facilitated  in  several  instances  by  management 
contracts. 

In  May  1931  Tri-Continental  Corporation  purchased  stock  repre- 
senting approximately  25%  of  the  voting  power  in  Selected  Indus- 
tries, Inc.,-'^  and  acquired  as  part  of  this  deal  a  management  contract 
providing  for  a  fee  at  the  annual  rate  of  one-half  of  1%  of  the 
average  aggregate  value  of  the  gross  assets  as  well  as  options  cover- 
ing 200.000  shares  of  the  common  stock  of  Selected  Industries,  Inc., 
exercisable  at  any  time  during  the  life  of  the  management  contract 
at  $15  a  share. ^'^  The  nomination  of  two  directors,  to  serve  as  chair- 
man and  president  of  Selected  Industries,  Inc.,  and  the  naming  of  up 

2T2  Op.  cit.  supra,,  note  269,  Commission's  Exhibit  No.  2084. 

273  J.  &  w.  Seligman  &  Co.,  Inc.,  at  no  time  possessed  voting  control  over  Tri-Continental 
Corporation  (Reply  to  the  Commission's  questionnaire  for  Tri-Continental  Corporation.  Pt. 
VIII,  Item  77). 

^*  Prior  to  January  1.  1934,  J.  &  W.  Seligman  &  Co.  was  not  to  receive  any  fee  for  services 
under  the  agreement,  nor  were  the  persons  provided  by  the  sponsor  as  directors  and  officers 
to  receive  any  salaries.  In  order  that  salaries  could  be  paid  after  January  1,  1934,  approval 
was  required  by  a  majority  of  the  independent  directors  and  by  the  stockholders  of  the 
corporation.  Such  salaries  had  not  been  paid  up  to  the  year-end  of  1936.  However,  with 
the  formation  of  Union  Securities  Corporation  by  Tri-Continental  Corporation  and  Selected 
Industries,  Inc.,  in  October  1938,  it  was  contemplated  that  partners  of  J.  &  W.  Seligman 
&  Co.  who  were  also  officers  or  directors  of  the  investment  companies  would  serve  as 
executive  officers  of  the  new  Corporation  and  might  be  compensated  after  December  31, 
1938,  on  a  salary  or  profit-sharing  basis.  J.  &  W.  Seligman  &  Co.  was  to  cease  to  engage  in 
the  investment  banking  business  so  long  as  its  members  were  executive  officers  of  the  new 
corporation  but  would  continue  its  brokerage,  investment  counsel  and  other  businesses 
(Derived  from  supplementary  information  supplied  the  Commission  for  Tri-Contin:ntal 
Corporation). 

-'» Reply  to  the  Commission's  questionnaire  for  Tri-Continental  Corporation,  Pt.  VIII 
(Item  78). 

•-'"'  Op.  cit.  supra,  note  269,  at  18559-60,  and  the  reply  to  the  Commission's  questionnaire 
for  Selected  Industries,  Inc..  Pt.  I. 


1930  SECURITIES   AND   EXCHANGE    COMMISSION 

to  three  vice  presidents,  were  reserved  to  Tri-Continental  Corpora- 
tion.-" The  agreement  was  to  continue  to  December  31,  1934,  and 
was  renewable  automatically  from  year  to  year  thereafter.  Either 
party  could  terminate  the  agreement  at  any  year-end  upon  six  months' 
written  notice.^'^ 

In  June  1932,  Tri-Continental  Corporation  purchased  64%  voting 
control  of  the  Broad  Street  Management  Corporation,^^^  the  prin- 
cipal assets  of  which  consisted  of  a  controlling  interest  in  Capital 
Administration  Co.,  Ltd.,  a  closed-end  investment  company,  a 
smaller  interest  in  The  Broad  Street  Investing  Company,  Inc.,  an 
open-end  investment  company,  and  management  contracts  with  both 
of  these  companies.-^"  Tri-Continental  Corporation,  by  the  terms  of 
a  management  contract  entered  into  with  Broad  Street  Manage- 
ment Corporation,^^^  was  to  furnish  investment  advisory  services 
and  to  suggest  four  persons  to  serve  as  members  of  the  board  of 
directors  and  as  the  executive  committee,  as  well  as  four  persons 
(who  could  be  the  same  suggested  as  directors)  to  serve  as  the  prin- 
cipal officers  of  Broad  Street  Management  Corporation,  Capital  Ad- 
ministration Company,  Ltd.,  and  The  Broad  Street  Investing  Com- 
pany, Inc.  In  return,  Tri-Continental  Corporation  was  to  receive 
one-half  of  the  gross  service  fees  which  Broad  Street  Management 
Corporation  received  through  its  management  contracts  from  Capi- 
tal Administration  Company,  Ltd.  and  The  Broad  Street  Investing 
Company,  Inc.^^^  Broad  Street  Management  Corporation  was  to 
pay  its  own  business  expenses,  excluding  the  expenses  Tri-Contin- 
ental Corporation  incurred  in  the  performance  of  its  duties  under 
the  contract.  Actually,  Tri-Continental  Corporation  furnished  all 
but  two  of  the  principal  officers  of  Capital  Administration  Company, 
Ltd.,  The  Broad  Street  Investing  Company,  Inc.,  and  Broad  Street 
Management  Corporation.  These  officers  served  without  compensa- 
tion from  those  companies  for  their  services  as  such  officers. 

Through  an  investment  of  approximately  $302,000  (later  increased 
to  $482,000)  in  Broad  Street  Management  Corporation,  Tri-Con- 
tental  Corporation  gained  control  over,  or  the  supervision  of  more 
than  $6,000,000  of  assets  consisting  of  cash  and  securities.-^^  As  of 
September  30,  1939  these  funds  had  increased  to  about  $11,600,000.2^* 

-"  In  connection  with  this,  it  may  be  pointed  out  that,  at  the  year-end  1935,  of  the  13 
directors  of  Selected  Industries,  Inc.,  four  represented  Tri-Continental  Corporation  and 
J.  &  W.  Seligman  &  Co.  interests  and  four  represented  original  sponsors  of  Selected  Indus- 
tries, Inc.  (Reply  to  the  Commission's  questionnaire  for  Selected  Industries,  Inc.,  Pt.  VII). 

^'  As  a  result  of  this  contract  Tri-Continental  Corporation  received  service  fees  totaling 
$520,190  for  the  three-year  period  1932  to  1935,  inclusive  (Reply  to  the  Commission's 
questionnaire  for  Selected  Industries,  Inc.,  Pt.  VI). 

-^"Op.  cit.  supra,  note  275,  Pt.  VIII  (Item  78). 

250  Replies  to  the  Commission's  questionnaire  for  Capital  Administration  Co.,  Ltd.,  and 
The  Broad  Street  Investing  Company,  Inc.,  Pts.  I  and  VIII,  and  derived  from  supplementary 
information  supplied  the  Commission  for  Tri-Continental  Corporation. 

251  Derived  from  supplementary  information  supplied  the  Commission  for  Tri-Continental 
Corporation. 

^2  Inasmuch  as  Tri-Continental  Corporation  held  64%  of  the  stock  of  Broad  Street  Man- 
agement Corporation,  64%  of  the  remaining  earnings  of  Broad  Street  Management  Cor- 
poration after  the  payment  of  expenses  would  accrue  to  Tri-Continental  Corporation. 

-''3  Op.  cit.  supra,  note  ?69,  at  18583-4,  and  op.  cit.  supra,  note  281. 

25*  Derived  from  supplementary  information  supplied  the  Commission  for  The  Broad 
Street  Investing  Company,  Inc.,  and  Capital  Administration  Company,  Ltd. 
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Thus,  the  situation  was  presented  whereby  an  investment  banking 
and  brokerage  house  managed  an  investment  company,  which  in  turn 
managed  a  management  company,  which  in  turn  managed  two  in- 
vestment companies.  During  1936  when  Broad  Street  Management 
Corporation  became  Broad  Street  Sales  Corporation,  the  manage- 
ment contracts  of  The  Broad  Street  Investing  Company,  Inc.  and 
Capital  Administration  Company,  Ltd.,  were  assigned  to  Tri-Con- 
tinental  Corporation,-®^ 

In  addition,  on  November  14,  1935,  a  group  consisting  of  Tri-Con- 
tinental  Corporation,  Selected  Industries,  Inc.,  and  three  other  com- 
panies purchased  an  aggregate  80%  interest  in  Blue  Ridge  Corpora- 
tion, an  investment  company,  from  Shenandoah  Corporation,  an- 
other investment  company.-®*^  Tri-Continental  Corporation  acquired 
approximately  23%  voting  control,  and  Selected  Industries,  Inc.  ac- 
quired 7%.^^^  Tri-Continental  Corporation  purchased  1,877,519 
shares  of  Blue  Ridge  Corporation  common  stock.-^®  Tri-Continental 
Corporation  and  other  members  of  the  purchase  group  set  aside  cer- 
tain of  these  shares  for  resale  at  a  specific  price.  The  number  of 
shares  set  aside  by  Tri-Continental  Corporation  for  this  purpose  to- 
taled 646,750.  To  cuTry  these  shares  until  they  could  be  resold  Tri- 
Continental  Corporation  borrowed  over  $2,000,000  from  the  Guaranty 
Trust  Company  of  New  York  for  six  months  at  1%  interest. -^'^  Se- 
lected Industries,  Inc.  also  borrowed  a  proportionate  amount  on  the 
same  terms  in  order  to  carry  those  shares  which  it  held  for  resale. 
In  addition,  both  Tri-Continental  Corporation  and  Selected  Indus- 
tries, Inc.  were  compelled  to  sell  certain  of  their  portfolio  securities 
to  provide  cash  for  this  in  vestment. -^° 

Pursuant  to  an  understanding  had  at  about  the  time  of  purchase  of 
the  Blue  Ridge  Corporation  stock,  Tri-Continental  Corporation  and 
Northern  Shares  Company,  Inc.,  a  New  York  corporation  affiliated 
with  the  Harrison  Williams  group  of  companies,  subsequently  en- 
tered into  a  management  contract  with  Blue  Ridge  Corporation 
which  was  approved  by  the  latter's  stocldiolders.  The  management 
contract  ~^'^  provided  that  Tri-Continental  Corporation  and  Northern 
Shares  Company,  Inc.,  should  jointly  or  separately  furnish  invest- 
ment advice  and  service  to  Blue  Ridge  Corporation  and  its  wholly 
owned  subsidiaries  and  Tri-Continental  Corporation  and  Northern 
Shares  Company,  Inc.  were  to  divide  equally  the  management  fee 
of  four-tenths  of  1%  per  annum  of  the  assets  of  Blue  Ridge  Corpora- 
tion.-^- The  contract  was  to  continue  in  effect  until  the  year-end 
1937  and  automatically  from  year  to  year  thereafter.  Eitner  Tri- 
Continental  Corporation  or  Northern  Shares  Company,  Inc.  or  Blue 


2S5  Derived  from  supplementary  information  supplied  the  Commission  for  The  Broad 
Street  Investing  Company,  Inc.,  and  Capital  Administration  Company,  Ltd.  (1936  annual 
reports). 

2s^  Op.  cit.  supra,  note  281. 

-8^  Replies  to  the  Commission's  questionaire  for  Tri-Continental  Corporation  and  Selected 
Industries,  Inc..  Pt.  VIII. 

2S8  Op.  cit.  supra,  note  275,  Pt.  VIII. 

^°  Op.  cit.  supra,  note  281. 

280  Ibid. 

2»i  Reply  to  Commission's  questionnaire  for  Blue  Ridge  Corporation,  Pt.  I. 

2M  Op.  cit.  supra,  note  281. 

153373 — 41— pt.  8 73 
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Riclge  Corporation  could  terminate  the  contract  on  December  31, 
1937,  or  at  any  year-end  thereafter  upon  90  days'  notice. 

At  December  31,  1936,  J.  &  W.  Seligman  &  Co.,  primarily  by 
means  of  management  contracts,  had  control  over  or  a  substantial  in- 
fluence in  the  investment  of  assets  totaling  over  $170,000,000. ^^^^ 

c.  Iroquois  Share  Corporation 

The  management  contract  of  Iroquois  Share  Corporation  sought 
to  broaden  the  powers  of  the  management  and  had  to  be  reckoned 
with  in  working  out  an  exchange  offer  with  Atlas  Corporation. 
Iroquois  Share  Corporation  was  organized  under  the  laws  of  New 
York  on  January  14,  1929,  by  its  sponsors,  O'Brian,  Potter  &  Staf- 
ford, members  of  the  New  York  Stock  Exchange.  On  April  6,  1931, 
it  was  acquired  by  Atlas  Corporation  and  was  dissolved  on 
November  30,  1931."  The  original  subscribed  capital  amounted  to 
$3,707,694.2''^ 

During  the  period  of  sponsorship  by  O'Brian,  Potter  &  Stafford 
and  Walter  F.  Stafford,  it  operated  under  two  management  agree- 
ments. The  first  contract,  which  was  to  run  for  10  years,  was  entered 
into  on  January  23,  1929,  between  the  investment  company  and 
O'Brian,  Potter  &  Stafford,  prior  to  the  public  offering  and  before 
the  election  of  outside  directors  to  the  board.  Under  this  manage- 
ment contract  ^^^  the  sponsors  were  to  receive  compensation  at  the 
rate  of  one-half  of  1%  of  the  net  worth  of  the  investment  company 
annually.  Additional  compensation  for  the  management  was  pro- 
vided by  three-year  option  warrants  granted  to  the  sponsors  for  the 
purchase  of  50,000  shares  of  the  capital  stock  at  $20  a  share.^^^ 

While  the  articles  of  incorporation  of  the  investment  company  con- 
tained no  provision  permitting  self -dealing  and  the  prospectus  never 
informed  the  public  of  ai\y  intention  to  engage  in  self-dealing,  the 
management  contract  provided  in  very  broad  terms  complete  im- 
munity to  the  sponsors,  officers,  and  directors  of  the  trust  for  any 
contract  or  transaction  made  with  the  companies  in  which  they  might 
be  directly  or  indirectly  interested. -''' 

Because  of  the  extended  (10-year)  period  of  the  management  con- 
tract, the  stockholders  had  either  to  endure  the  management,  no 
matter  how  unsuccessful,  or  to  buy  their  way  out.  This  was  con- 
ceded by  Walter  F,  Stafford,  president  of  Iroquois  Share  Corpora- 
tion, when  he  testified :  ^°® 

Q.  And  also  had  tliLs  ten-year  contract,  so  that  if  any  steps  were  desired 
to  be  taken  by  the  stockholders,  they  would  have  to  deal  with  O'Brian,  Potter 
and  Stafford  with  relation  to  that  management  contract? 

A.  It  AA'ould  work  out  that  way ;  yes,  sir. 

On  July  28,  1930,  a  deal  was  worked  out  with  O'Brian,  Potter 
&  Stafford,  the  sponsors  and  managers,  v/hereby  they  agreed  to 
cancel  their  management  contract  if  the  investment  company  would 


2°3  Op.  cit.  supra,  note  269,  at  185-39-40. 

»« For  full  details  see  Cli.  II  of  this  part  of  the  report,  pp.  51-76. 

2"«  Public  Examination,  Iroquois  Share  Corporation,  Commission's  Exhibit  No.  1.393. 

^  Id.,  at  19858-9. 

2"  Id.,  at  13953-4. 

*»8  Id.,  at  13952. 


INVESTMENT    TRUSTS    AND    INVESTMENT    COMPANIES         1933 

purchase  from  that  firm  an  unfinished  office  building,  known  as  17 
Court  Street,  for  $313,616,299  This  was  done,  and  eventually  the 
investment  company  suffered  a  loss  of  its  entire  investment  in  this 
office  building.  On  July  28,  1930,  a  second,  five-year,  maaagenient 
contract  effective  September  15,  1930,  was  entered  into  with  Walter 
F.  Stafford  personally  after  he  had  resigned  from  the  firm  of  O'Brian, 
Potter  &  Stafford. ^°°  The  basis  of  compensation  under  the  new 
management  contract  was  changed  from  a  percentage  of  the  net  worth 
to  a  flat  sum  of  $25,000  per  annum  plus  a  bonus  of  5%  above  net 
earnings  of  $1  per  share  per  year  on  all  stock  of  Iroquois  Share 
Corporation  issued  and  outstanding.  This  annual  fixed  compensa- 
tion substantially  exceeded  the  management  compensation  which  had 
been  derived  under  the  original  contract  even  in  1929  before  the 
market  collapse. 2°^  Despite  the  cancelation  of  the  first  management 
contract,  O'Brian,  Potter  &  Stafford  retained  the  option  warrants 
received  as  part  of  their  management  compensation.^"- 

Mr.  Stafford  performed  for  less  than  a  year  under  the  new  manage- 
ment contract  when  Iroquois  Share  Corporation  found  it  to  be  an 
obstruction  to  a  proposed  exchange  offer  l3y  Atlas  Corporation  of  its 
securities  for  the  securities  of  Iroquois  Share  Corporation,  a  propo- 
sition which  in  effect  was  a  proposed  merger  of  the  two  companies. 
Mr.  Stafford  testified :  ^o^ 

Q.  *  *  *  Now,  the  fact  of  the  matter  was  in  this  particular  instance, 
although  the  board  of  directors  decided  that  it  would  be  to  the  best  interests 
to  turn  over  control  to  the  Atlas  Corporation,  the  problem  of  your  manegement 
contract  was  not  only  a  regular  one  but  was  a  very  vital  one,  isn't  that  so? 

A.  That  is  true. 

Q.  The  fact  of  the  matter  is,  as  I  recall  it,  you  were  in  a  position,  unless 
you  could  be  settled  with,  you  could  possibly  impede  the  transfer  of  the 
investment  trust  unless  they  canceled  the  management  contract? 

A.  Well,  I  think  that  is  a  legal  question,  but  as  a  businessman  I  would  say 
that  that  was  so. 

A  special  committee  was  appointed  to  negotiate  for  a  release  of  the 
management  contract  of  Iroquois  Share  Corporation  with  Walter 
F.  Stafford,  and  this  committee  recommended  that  Mr.  Stafford  be 
offered  $50,000  in  full  settlement.  This  offer  was  rejected  by  Mr, 
Stafford,  and  the  investment  company  was  compelled  to  meet  his 
demand  for  $75,000  in  order  to  effectuate  the  exchange  offer.^°*  Mr. 
Stafford  had  received  $11,458  for  his  services  performed  under  the 
contract  during  the  period  July  1930  to  April  1931  ^^^  while  he  and 
the  firm  of  O'Brian,  Potter  &  Co.,  the  successor  of  O'Brian,  Potter  & 
Stafford,  received  Atlas  Corporation  option  warrants,  having  a  mini- 
mum market  value  of  $50,212.50,  for  their  option  warrants  of  Iroquois 
Share  Corporation  which  they  had  obtained  without  cost.^°^ 

203  Id.,  Commission's  Exhibit  No.  1397.  For  details  of  ,this  acquisition  and  the  losses 
.suffered  see  Ch.  II  of  this  part  of  the  report,  pp.  51-76. 

^ooop.  cit.  supra,  note  295,  Commission's  Exhibit  No.  1404. 

""1  On  the  basis  of  the  old  compensation  the  managers  would  have  received  only  $7,500 
(Reply  to  the  Commission's  questionnaire  for  Iroquois  Share  Corporation,  Pt.  II). 

*»^  Op.  cit.  supra,  note  295,  at  14010,  and  Commission's  Exhibit  No.  1397. 

ao3  Id.,  at  14021. 

30*  Id.,  Commission's  Exhibit  No.  1407. 

«"  Id.,  at  13963. 

3o«  See  Ch.  II  of  this  part  of  the  report,  pp.  51-76. 
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The  difficulties  met  by  stockholders  who  maj^  decide  to  obtain  better 
management  of  their  investment  company  in  the  face  of  an  existing 
long--term  ],nanagement  contract,  was  described  by  Mr.  Stafford  as 
follow,s:2°^ 

Q.  Well,  do  you  know  what  particular  harm  there  would  be  done  to  the 
investors  if  provision  was  made  that  no  management  contracts  should  last 
more  than  a  year  and  that  the  renewals  should  be  subject  to  the  approval  of 
the  stockholders?  In  this  particular  case,  Mr.  Stafford,  no  matter  how  your 
performance  was,  as  long  as  you  were  honest,  the  stockholders  would  have  to 
keep  you  there,  isn't  that  so? 

A.  Yes. 

Q.  And  if  they  didn't  want  to  keep  you,  they  Avould  have  to  pay  you  the 
balance  of  your  contract  of  $25,000  at  least,  so  that  if  you  Avere  incompetent — 
when  I  say  "you"  I  mean  I  am  talking  hypothetically 

A.  I  understand. 

Q.  (Continuing.)  And  you  show  the  world's  worst  performance,  but  as 
long  as  you  don't  put  your  hand  on  the  "till,"  there  was  nothing  they  could  do 
about  it? 

A.  Now,  that  is  a  legal  question  again,  but  I  think  you  are  right. 

Q.  Now,  in  this  particular  case,  too,  if  the  trust  was  losing  money  and  there 
was  further  shrinkage  of  assets,  you  still  would  be  entitled  to  your  $25,000; 
isn't  that  so? 

A.  Under  the  contract. 

d.  Federated  Capital  Corporation 

The  management  contract  of  Federated  Capital  Corporation  was  an 
important  feature  of  the  transfer  of  control  of  the  company  to  Atlas 
Corporation.  On  April  7,  1927,  Federated  Capital  Corporation  was 
oroanized  under  the  laws  of  Delaware  by  a  group  headed  by  William 
J.^Thorold.=^°«  From  April  22,  1927,  to  May  15,  1931  (the  date  con- 
trol passed  to  Atlas  Corporation),  the  total  paid-in  capital  aggregated 
$6,122,680,  about  half  in  common  stock  and  half  in  preferred  stock.^°^ 

By  an  exchange  of  letters  dated  April  25  and  April  28,  1927,  a 
management  contract  was  entered  into  with  Federal  Debenture  Com- 
pany, Inc.,  a  company  in  which  Mr.  Thorold  had  a  substantial  stock 
interest,  without  disclosure  to  the  stockholders  of  the  investment 
company.  Mr.  Thorold  testified  concerning  this  contract  as 
follows :  ^" 

Q.  In  any  event,  so  far  as  your  reports  to  stockholders  are  concerned,  as  I 
read  them,  there  was  no  disclosure  even  that  there  was  a  management  contract 
in  existence? 

A.  No;  or  that  anybody  got  a  salary  of  any  kind. 


»"'  Op.  cit.  supra,  note  295,  at  14027. 

=0'  Reply  to  the  Commission's  questionnaire  for  Federated  Capital  Corporation.  Pt.  I. 
300  Public  Examination,  Federated  Capital  Corporation,  Commission's  Exhibit  No.  1476. 
""  Id.,  at  14.543. 
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Q.  Or  that  a  bonus  was  paid  you? 

A.  No. 

Q.  Or  what  the  amount  of  your  salary  was? 

A.  No ;  it  was  not  customary. 

This  contract,  which  ran  for  five  years,  was  superseded  v,.i  Febru- 
ary 25,  1929,  by  another  contract  between  the  investment  company  and 
Federated  Management  Company,  which  was  also  owned  by  Mr. 
Thorold.  This  contract  was  to  extend  for  10  years,  thus  binding 
stockholders  to  this  manager  for  a  long  period  of  time  regardless 
of  the  character  of  performance.^^^  Mr.  Thorold  testified  regarding 
the  duration  of  the  management  contract :  "^ 

Q.     *     *     *     This  was  a  ten-year  contract? 

A.  Yes,  sir. 

Q.  That  you  gave  yourself  at  the  very  inception  of  tlie  investment  trust? 

A.  Yes,  sir. 

Q.  So  that  for  a  period  of  ten  years  *  *  *  regardless  of  what  your 
performance  was,  because  your  compensation  was  not  predicated  upon  per- 
formance but  upon  capital  employed? 

A.  Yes,  sir. 

Q.  And  regardless  of  what  they  thought  of  your  expert  management  and 
regardless  of  what  the  results  of  the  trust  was,  if  you  were  not  guilty  of 
fraud  and  dislionesty,  the  stockholders  would  have  to  keep  you  as  their 
manager,  isn't  that  so? 

A.  Well 

Q.  Or  else  pay  you  the  balance  of  the  term  of  the  contract  and  tell  you 
that  they  were  through? 

A.  But  on  so  many  occasions  we  had  not  insisted  upon  the  letter  of  the 
contract,  and  we  have  "forewent" — if  there  is  such  a  word — several  moneys, 
and  we  probably  would  have  canceled  it. 

The  management  compensation  payable  to  Federated  Management 
Corporation,  in  which  Mr,  Thorold  also  held  virtually  all  of  the 
stock,^^^^  was  fixed  at  one-half  of  1%  per  annum  of  the  gross  amount 
of  capital  employed  by  the  investment  company,  payable  on  the  tenth 
day  of  each  month.^^^  In  addition.  Federated  Capital  Corporation 
provided  the  management  company  with  office  accommodations  and 
a  clerical  staff  and  paid  a  salary  to  Mr.  Thorold  for  acting  as 
president.^^^  In  1929,  when  the  investment  company  enjoyed  a  suc- 
cessful year,  not  only  was  the  salary  of  Mr.  Thorold  increased  from 


811  Op.  cit.  supra,  note  308,  Pt.  I. 

312  Op.  cit.  supra,  note  309,  at  14491. 

S13  Id.,  at  14466. 

«*Id.,  Commission's  Exhibit  No.  1474. 

^  Op.  cit.  supra,  note  308,  Pts.  II  and  VII.  The  gross  amount  of  capital  employed  in- 
cluded borrowed  moneys.  Thus,  the  management  compensation  was  computed  upon  $900,- 
000  borrowed  by  the  investment  company  in  October  1929  (op.  cit.  supra,  note  309,  at 
14472-4). 
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$20,000  to  $30,000,  but  he  was  voted  a  bonus  of  _  $50,000."*'  Mr. 
Thorold  expressed  the  opinion  that  from  his  experience  everything 
concerning:  the  reward  of  management  should  be  published  to  the 
stockholders,  the  compensation  for  management  should  be  made  con- 
tingent'"' pon  results,  and  the  period  covered  by  management  con- 
tracts should  not  average  over  three  years.^" 

On  May  15,  1931,  Federated  Management  Corporation  assigned  its 
management  contract  to  the  Atlas  Corporation  for  $85,000.^^*  Mr. 
Thorold  testified  concerning  this  assignment :  "^ 

Q    *     *     *    You  sold  your  management  contract,  didn't  you? 

A.  Yes,  sir. 

Q.  And  wtiat  did  you  get  for  it? 

A.  $85,000.     I  did  not  personally  get  it. 

Q.  No ;  the  Federated  Management  Corporation,  of  which  you  were  the  sole 
stockholder,  got  it? 

A.  Yes ;  but  it  had  been  offered  $160,000  for  it. 

As  a  part  of  the  transaction  wherein  Atlas  Corporation  purchased 
an  assignment  of  the  management  contract  from  the  sponsor  for 
$85,000,  the  sponsor  realized  a  substantial  gain  over  the  market  price 
in  the  sale  of  his  preferred  shares  in  the  investment  company.  In 
addition  Federated  Management  Corporation,  substantially  owned 
by  Mr.  Thorold,  received  $20  a  share  ($6  in  excess  of  market  value 
and  $4.50  less  than  asset  value)  for  their  8,000  shares  of  preferred 
stock.  Atlas  Corporation  thus  paid  a  premium  of  $48,000  in  excess 
of  the  market  value  to  the  sponsor  and  his  associates  for  their  stock.^^° 
This  stock  was  sold  by  the  sponsor  to  the  Atlas  Corporation,  and 
the  management  of  Federated  Capital  Corporation  was  turned  over 
to  the  Atlas  Corporation  without  apprising  the  stockholders.^^^  Sub- 
sequently, Atlas  Corporation  succeeded  in  acquiring  most  of  the 
shares  of  Federated  Capital  Corporation  for  a  total  consideration 
substantially  less  than  the  asset  value  of  such  securities,  either  by 
purchase  or  by  exchange  offers  of  its  own  securities.^^^ 

^*  Op.  cit.  supra,  note  309,  at  14484.  In  the  year  1931,  when  the  investment  company 
experienced  a  realized  loss  of  $809,000  and  its  assets  depreciated  by  $2,000,000,  Mr.  Thorold's 
salary  was  again  increased  from  $30,000  to  $36,000  (id.,  at  14489). 

SI'  Op.  cit.  supra,  note  309,  at  14540. 

8"  Id.,  at  14590. 

3i»  Id.,  at  14486. 

320  Id.,  at  14591-4. 

3^  Id.,  at  14599. 

322  For  further  details  of  this  acquisition  by  Atlas  Corporation,  see  Ch.  IV  of  this  part 
of  the  report,  pp.   1278-92. 
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Appendix  I. — Proportion  of  total  capital  of  four  investment  companies  contrih- 
itted  by  senior  and  junior  security  JioMers  and  sponsor's  interest  tlidrein 


REYNOLDS  INVESTING  CO.,  INC. 


Relationship  of  senior  and 
junior  capital 

Sponsor 

's  int. 

> 

Securities 

•5° 

ill 

a 

"o 

II 
Hi 

.9 
a 

i 

< 

ill 

1^^ 

2 

Sfe 

1.2 
i 

if 

111 

Senior  capital 

5%  debentures  (with  warrants  for  5 
shares  of  common  stock  per  $1,000 
debentures  at  no  cost) 

$6  preferred  stock  (in  units  with  one 
share  of  common  stock) 

$5, 000,  000 
3, 000, 000 

None 
None 

None 
None 

None 
None 

None 
None 

None 
None 

None 
None 

None 
None 

Total  senior  capitals. 

8, 000, 000 

86.4 

None 

None 

None 

None 

None 

None 

None 

Junior  capital 

Common  stock  (subscription  by  spon- 
sors to  100,000  shares  for  $1,000,000, 
30,000  shares  for  $10  each  in  units 
with    preferred    sf»ck    and    25,000 
shares  upon  exercise  of  warrants  at 
no  cost) 

1,  300, 000 

100 

100 

$1, 000, 000 

76.9 

64.5 

a  64.  5 

64.5 

Total  junior  capital. 

1,  300, 000 

14.6 

100 

100 

1, 000, 000 

76.9 

64.5 

"04.  5 

64.5 

9,  300,  000 

L  000,  000 

10.7 

=■64.5 

64.5 

"■"""T""T"- 

»  As  of  Apr.  15,  1929,  date  at  woich  warrants  attached  to  debentures  and  preferred  stock  were  declared 
exercisable;  prior  to  that  dat«  control  was  actually  100%  since  warrants  were  nondetaehable  from  deben- 
tures and  preferred  stock  until  declaration  of  dividend  on  common,  redemption  of  the  debentures  or  pre- 
ferred stock  or  at  option  of  the  company. 
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THE  INVESTMENT  CO.  OF  AMERICA 


Relationship  of  senior 
junior  capital 

and 

Sponsor's  interest 

ffl 

a 

+i  >> 

M 

^ 

.9 

Securities 

8 

si 

1 

II 

a 

a 
1 

o 
a 
1 

11 

as 

of 

1-9 

1 
a 

§ 

a 

•9S 

1 

1 

h 
1 

k 

pm 

(ii 

Ph 

<i 

PL, 

Ph 

^ 

P5 

Senior  capital 

$4,  850,  000 

(h) 

Nnnr 

(') 

None 
None 

"  6,000,000 

C-) 

None 

None 

None 

None 

Total  senior  capital 

10, 850, 000 

77.9 

(') 

None 

None 

None 

None 

(») 

None 

Junior  capital 

Common  stock  (60,000  with  preferred 

and  90,000  by  rights) 

'  2,901,483 

C-) 

ISTfinp 

None 

(^) 

None 

Warrants    (100,000    to    public,    and 

210,000  to  sponsors) . .  . 

'  180, 000 

(") 

None 

$180,  000 

100 

67.7 

(») 

None 

Total  junior  caoital 

3, 081, 483 

22.1 

C-) 

100 

180,  000 

5.8 

w 

None 

Total  capital _.. 

13,931,483 

180, 000 

1.3 

(") 

■iNone 

-  <•  The  preferred  stock  is  taken  here  at  par  value;  it  had  been  issued  in  units  with  common  stock  within  a 
short  period  of  time  at  varying  prices  per  unit. 

t  The  Investment  Co.  of  America  was  a  Michigan  business  trust,  the  sponsors  serving  as  the  self-perpetu- 
ating trustees.  Hence,  share  ownership  was  not  required  for  the  exercise  of  control.  The  only  investment 
by  the  sponsors  in  the  organization  was  a  fund  of  about  $180,000  which  the  trustees  contributed  to  the  trust 
for  operating  expenses  during  the  first  2  years.  This  sum  represents  approximately  1.3%  of  the  total 
proceeds  received  by  the  trust  from  the  sale  of  its  securities. 

'  E.  E.  MacCrone  &  Co.  paid  the  expenses  of  the  trust,  estimated  at  not  exceeding  $180,000,  for  the  first 
2  years  of  operation.  In  return  for  this  expenditure  and  for  management  services,  they  received,  by  the 
terms  of  the  trust  indenture,  210,000  warrants. 

<*  The  common  stock  as  well  as  the  senior  securities  was  distributed  to  the  public.  It  appears  that  the 
objective  of  the  capital  set-up  of  the  sponsors  in  this  company  was  to  secure  control  and  the  benefits  that 
might  subsequently  be  derived  from  the  exercise  of  warrants. 
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Relationship  of  senior  and  junior 
capital 

Sponsor's  interest 

Securities 

a 

! 

1 

Is 
1.1 

.9 

i 

"a 

i 

Pi 

1 

a 
1 

a 

i 

i 

■2  ^ 

1 

Righ  t  to  participate  Jn 
surplus  profits 

$5,  970, 000 
5,  940,  000 

3,  266,  634 

None 
None 

i'21.4 

None 

None 

(Shared  with 
IB  stock)' 

None 
None 

j     None 

None 
None 

None 

None 
None 

None 

Senior  capital  " 

5.50  prior  preferred 
(witli    bonus    one- 
half  share  B) 

3.00  preferred  stock 
(with    bonus    one- 
half  share  B) 

"'lass  A  common  stock 
(issued  in  units  3 
shares    A    and     2 
shares  Bat  $100).... 

None 
None 

None 

None 
None 

None 

Total    senior 
capital 

Junior  capital 

)lass  B  common  stock 
(156,666  shares  with 
the  prior  preferred, 
preferred  and  Class 
A    stocks;     210,000 
shares  to  directors 
at  $2) 

15, 176, 634 
576,  666 

97.5 

21.4 

^78.6 
None 

None 

.$420,  000 
None 

None 

72.8 
None 

None 

54.5 
None 

None 

44.0 
None 

None 

[(Shared  with 
1    A  stock)  = 

None 

(Shared  with 
class     A 

Varrants  (525,000  to 
directors,   15,000  to 
Bonbright    &    Co., 
Inc ) 

certain 

terms)  = 

None 

Total    junior 

576,  666 

2.5 

78.6 

420, 000 

72.8 

54.5 

44.0 

Total  capital-... 

15,  753,  300 

420,  000 

2.7 

44.0 

"  The  Class  A  stock  is  listed  under  "senior  capital"  because  it  possessed  a  fixed  limited  priority  as  to  divi- 
ends  and  distribution  on  liquidation. 

»  Class  A  shares  and  Class  B  shares  each  had  one  vote  per  share. 

•  The  Class  A  stock  was  entitled  to  a  prior  dividend  of  $2.  Dividends  were  then  to  be  distributed  to  the 
)lass  B  stock  to  a  point  where  each  class  had  received  $4,  and  thereafter  there  was  to  be  an  equal  distribution 
n  both  ( 
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PACIFIC  INVESTING  CORPORATION 


Relationship  of  senior  and 
junior  capital 

Sponsor's  interest 

Securities 

1 

a 
8 

1 

1 

og 
1 

1 
"o 

•30 

II 

>«  ft 
°l 
§.9 

< 

li 

a 

o8g 

1 

.3 
1 

% 

Senior  capital 

6%  debentures  (with  bonus  of  3  shares 

common  stoclv  per  $1,000  bond) 

6%  first  preferred  stoci:  (bonus  of  one- 

$4,810,000 
5,  970, 000 
2,  881, 250 

None 
None 
None 

None 
None 
None 

None 

None 

$222,  500 

None 
None 

None 

None 

8.3 

None 
None 
None 

None- 
None 

$6  second  preferred  stock  (with  vary- 

None 

Total  senior  capital 

13, 661,  250 

98.5 

None 

None 

222, 500 

1.6 

None 

None 

Junior  capital 

Common  stock   (11,250  with  senior 
securities  and  second  preferred) 

218,  600 
(■) 

100 
None 

100 
None 

102,  500 
(") 

46.9 

16.8 
(•) 

16.8 
None 

16.  S 
None 

Total  junior  capital. 

218,  600 

1.5 

100 

100 

102,  500 

46.9 

16.8 

16.8 

16.  & 

Total  capital 

13,  879, 850 

1=325,000         2.3 

16.8 

16.8 

a  The  5  original  directors  contributed  $90,000  for  expenses  and  received  9,000  shares  of  common  stock  and 
100,000  warrants  or  contracts  for  warrants  at  organization. 
*  For  common  and  secand  preferred  stocks. 
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